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CASENOTES

The Supreme Court upholds worldwide unitary taxation by the states of multinational
corporate income: Container Corporation of America v. Franchise Tax Board." Many
states in the United States have adopted the unitary business concept as a method for
estimating their fair share ol the income tax base of' a mulujurisdictional — multistate or
multinational — enterprise.? For corporate income taxation purposes, the unitary busi-
ness concept considers affiliated groups of firms as a single business divided into purely
tormal, separately incorporated subsidiartes for reasons of legal convenience.® Relying on
this approach, several states have developed a two-step technique? in order to tax their
fair share of the worldwide unitary income of a multinational enterprise.® First, these
states require combined reporting® of the net income of all the atfiliated corporations

Y105 S G 2933 (1983), reh'g denied, 52 U.S.L.W. 3202 (U.S. October 10, 198%).

t See ifra notes 350-52 and accompanying text.

* Note, Multinational Corporations and Income Allocation Under Section 482 of the Internal Revenue
Code, 89 Harv. L. Rev. 1202, 1205 (1976) [hereinafier cited as Note, Multinational Corporations). See
also Dexter, The Unitary Concept in State income Taxatton of Multistate-Mullinational Businesses, 10 Urs.
Law. 181, 182-83 (1978) [hereinafter cited as Dexter, The Unidtary Concept]; ]. Hellerstein, Recent
Developmenis in State Tax Apportionment and the Circumscription of Unitary Business, 21 Na1'L. Tax J. 487,
487 (1968) [hereinatier cited as |. Hellerstein, Recent Developments]; W. Hellerstein, Siate Income
Taxation of Multi-jurisdictional Corparations and the Supreme Court, 35 WNaT'L, Tax |. 401, 401-02 (1982)
[hereinatier cited as W. Hellerstein, State Income Tuxation]; Keesling, A Current Look at the Combined
Report and Uniformity in Allacation Practices, 42 ]. Tax'n. 106, 107 (1975) [hereinatter cited as Keesling,
A Current Look}.

* See infra notes 17-21 and accompanying text.

* Multinational firms have been defined as a “cluster of corporations of diverse nationality
Jjoined together by ties of common ownership and responsive 10 a common management strategy.”
Note, Multinational Corperations, supra note 3, at 1202 (quoting Vernon, Economic Sovereignty at Bay, 47
Formion Arr, 1H) 114 (1968)). Although the subsidiary corporations in a multinational firm are
legally separate, in fact the parent company, which exercises ultimate manageriat authority, tends to
view them as parts of a single global system. Note, Mudtinational Corporations, supra note 3, ar 1202,
The overall success of the entire affiliated group, rather than tha of any individual component, is
considered critical, Id.

i A combined report must be distinguished clearly from a consclidated return. Whereas the com-
bined report is not a tax return, the consolidated return is a 1ax rewurn. Corrigan, Mobil-tzing Intersiate
Taxation, 13 Tax Notes 803, 804 n.3 (Oct. 12, 1981) [heremafier cied as Corrigan, Mobil-izing);
Keesling, A Current Look, supra note 3, a1 108. By using a consolidated report, income is not only
computed as a unit, but also taxed as a unit. Keesling, A Current Look, supra note %, at 108. The
combined report is merely an “informational” return, used to determine the tax liability of a
corporation by reference 1o the activities of other corporations which are part of a unitary business
with the taxpayer corporalion.

Combined reporting is a technique developed by the states to respond to the multi-corporate
“structure of modern conglomerates. id. Originally the states had 1o deal only with single corporations
consisting of muliiple divisions located in various taxing jurisdictions. fd. Thus, the entire unitary
business coincided with a single taxpayer, fd. Corporations, however, evolved their structure into a
constellation of subsidiary and atfiliated corporations under the leadership and control of a parent
helding company. Id. Each separate corporation is technically a separate taxpayer, but the unitary
business consists of all the subsidiartes and affiliates together. Id. 1f apportionment of income were
limited 10 the component parts of a single-corporae unitary business, its purpose might be easily
frustrated by organizing the functional or regional divisions of a husiness into separate subsidiary or
athliasted corporations. Id. This risk is eliminated by requiring commonly owned or comrolled
corporations constituting a unitary business (o file a combined report detailing the profits or losses and
the property, payroll, and sales Factor for each related corporation. Id. All intercompany items and
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composing a multinational firm, if any one of the components of the firm does business
within the state.” Second, the states apportion such combined taxable income among the
various jurisdictions where the firm does business according to an index ol the real
economic contribution of each component corporation to the production of the overall
profits of the entire group.* The applicable index is normally determined by a formula
that takes into account the geographical distribution of the factors of production — labor
and capital — and of sales.” This technique is generally referred to as worldwide com-
bined formula apportionment. The unitary business concept and formula apportionment
disregard formal corporate distinctions and look at the wnderlying economic realities of a
multijurisdictional enterprise.

Two fundamenial purposes justify the adoption of worldwide unitary taxation. On
the one hand, a state's worldwide unitary treatment of multijurisdictional firms prevents
arbitrary income shifting on the part of the latter [rom jurisdictions with high tax burdens
to others with more favorable income taxation.'* On the other hand, formula apportion-
ment allows the states to allocate taxable income more fairly when separate accounting
cannot satisfactorily isolate the prolits attributable to particular component parts of a
multijurisdictional conglomerate. ™

transactions, including intra-unitary business dividends, must be eliminated to avoid double counting
of a portion of gross income. Id. Combined unitary income is apportioned to the taxing jurisdiction by
application of the combined apportionment formula to the combined net income of the entire multicor-
porate enterprise. Id. at 107.

! Keesling, A Current Look, supra note 3, at 108.

 Note, Multinational Corporations, supra note 3, a1 1206-07. The alternative approach available to
state tax authorities for determining their jurisdiction’s fair share of the income tax base created by a
multi-jurisdictional enterprise is the separate accounting approach, which regards each athliated
corporation as a separate and independent entity. /4. at 1205, 1f the separate accounting approach is
used, taxablé income is allocated 10 thé separate corporate entity to which it tormally belongs. /d.
Such allocation, however, is subject to transfer price review and eventual adjustment of intercom-
pany transactions so as to make them conform to the results of bargaining which would have been
negotiated between unrelated parties, dealing at arm's length in similar goods and services and in
similar circumstances. Id. See generally Musgrave, fnternational Tax Base Division and the Multinational
Corporations, 27 Pus. Fin. 394 (1972).

? See infra note 20 and accompanying text. The most widely used apportionment formula is the
so-called “three factor formula,” which takes into account property, payroll and sales, and attribuies
equal weight 10 each factor. Government Accounting Office, Key Issues Affecting State Taxation of
Multijurisdictional Corporate Income Need Resolving, 17 FTax Noves 159, 160 (July 12, 1982). Some
Jurisdictions take into account only one or two of these factors or incorporate entirely ditferent
factors in their formula. /d. Ditferent jurisdictions attribute different weight 10 different factors. Id.
Appordonment formulas often change for the same jurisdiction depending on the type of industry
involved and, sometimes, depending on the pariicular circumstances of a specific taxpayer firm.

10 Note, Multinational Corporations, supra note 3, at 1203, Income shitting is possible because
multinational parents and subsidiaries, unlike truly separate corporations dealing at arm’s length, are
largely free from market constraints in setting transfer prices for intercompany transactions in goods
and services within the affiliated group. Id. The level of transfer prices has a direct etfect on the
amount of net income ot each component corporation and on the distribution of overall profits
within the group. /d. The amount of each component’s income liability in the states or nations where
it operates may therefore be easily manipulated. Id.

"1 }d. a1 1215. Separate accounting may be inappropriate to allocate the tax base because
economic interrelations among affiliated corporations may give rise to a variety of synergistic etfects,
which zalier the costs and benetfits of transaciing intercompany business. fd. Whenever commonly
controlled entities directly contribute either horizontally or verically to a single production-
distribution cycle, opportunities for cost savings through economies of scale and reduced transaction
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California was the [irst state 10 adopt the unitary approach to taxation of corporate
income and has consistently expanded and improved application of this approach to boih
multistate and mulunational affiliated groups of corporations.’® California’s treatment of
a multinational firm doing business within the state was at issue in Container Corporation of
America v. Fravichise Tax Board,' where the taxpayer claimed that the California statue
violated the due process and commerce clauses of the United States Constitution. In
deciding this case, the United States Supreme Court, for the first time, upheld a state's
worldwide unitary taxation of the combined income of a multinational enterprise through
formula apportionment. !

California imposes a corporate franchise income ax.'s The Calitornia staune em-
ploys the unitary business principle and torimula apportionment' in applying the tax o
corporations doing business both within and without the state.'” When a multijurisdic-
tional corporation has income from business activity which is taxable both within and
without the state, the California statute determines the share of the tax base attributahle
to the state.™ The statute defines apportionable income as business income' and pro-

costs may result. See generally F.M. Stierer, INDUSTRIAL MARKET STRUCTURE AND EcoNomic PERFOR-
mance 72-103 (1970); Musgrave, supra note 8, 403, Even whete no direct wransfers are made,
centralized management may result in increased ethiciency and lower costs of operation. See Keesling
& Warren, The Unitary Concept in the Allocation of Income, 12 Hasmincs L.J. 42, 51-52 (1960).
Diversification of risks and increased political and economic power may also increase long-run
profits. See Musgrave, supra note 8, at 403-04. Since the henefits of synergy result from the coopera-
tion of numerous affiliates, the income of each should include a shire of the increased profits, even
though they are not recorded by separate accounting. See Note, Multinational Corporations, supra note
3, ar 1216.

From an economic viewpoint, unitary treatnient is justitied when (1) there is a substantial volume
of transactions among affiliated firms, so that transter price manipulation is possible; or (2) there is
complete vertical integration among affiliated lirms so that savings in rransaction costs and econo-
mies in production can be achieved; or (3) there is horizontal iterpendence among affiliated firms,
but one is nol the customer of the other. McLuge. DEFINING A Uni1ary Business: THE Ecoxosst's
View (National Bureau of Economic Research, Working Paper No. 1125, 1983). Hortzonal inter-
dependence may involve both economies of scale and scope ancl the difficulties ol transferring
proprietary information. fd.

12 See infra notes 81-92 and accompanying text; Note, Multinational Corporatipns, supra note 3, at
1224-25.

#1038 8. Cr. 2933 (1985).

Yod, ar 2946,

* Cat. Rev. & Tax. Cope, §§ 23101-23364a (West 1979 & Supp. 1983).

¥ CaL. Rev. & Tax. Coog, §§ 25101-25140 (West 1979 & Supp. 1983). In the words of the
Supreme Court, California “calculates the local tax base by first defining the scope of the ‘unitary
business’ of which the taxed enterprise’s activities in the taxing jurisdiction form one part, and then
apportioning the 1otal income of that "unitary business' between the taxing jurisdiction and the rest of
the world on the hasis of a formula aking into account objective measures of the corporation’s
activities within and without the jurisdiction,” 103 8. Ct. at 2940.

7oid, a1l 2942,

" Car. Rev. & Tax. Cooz §§ 25101-25140 (West 1979 & Supy. 1983). Sections 25130 through
21144 of the California statute reproduce, with only minor variations, the Uniform Division of
Income for Tax Purposes Act (UDITPA), approved by the National Conference of Commissioners
on Uniform State Laws and by the House of Delegates of the American Bar Association in 1957.
Unrr. Diviston of Income For Tax Purroses Act, 7a U.LLA. 91 {1979 & Supp. 1983). UDITPA has
been adopted substantially by 23 states, including California. Id.

18 CaL. REv, & Tax. CobE § 25120(a) (West 1979 & Supp. 1983). The California statute, like
UDITPA, distinguishes between “business” income, which is apportionable, and “non-business”
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vides that a portion of this income shall be allocated to the state by application of a

formula based on property, payroll and sales "

In order to apply the unitary business/
formula apportionment method o afliiated groups of corporations, as well as o single
corporate enterprises, Calitormia requires “combined reporting” ol multicorporate
unitary businesses.*' Container Corporation of America v. Franchise Tax Board arose out of
Calilornia’s axation of an American corporation with subsidiaries located in foreign
countries.*

Container Corporation of America (Container), a vertically integrated®® manufac-
turer of paperboard packaging, is a Delaware corporation, headquartered in Hlinois and
doing business in a number of states including California.** In 1963, 1964 and 1965, the
years at issue in this case, Container directly or indirectly owned between 66.7 percent
and 100 percent of twenty foreign subsidiaries.®® Most of the foreign subsidiaries were
engaged in thé same business as Container and were vertically integrated as well.*® Sales
irom Container to the foreign subsidiaries were insignificant.*” The subsidiaries were
refatively autonomous with respect to matters of personnel and day-to-day management.
both of which were in the hands of foreign local executives.®® Personnel transfers from
Container 1o its subsidiarics were rare.?’ Container had one senjor vice-president and
four other officers in charge of overseeing the foreign subsidiaries’ operations, setting
standards of professionalism and profitability, solving major problems, and making
long-term decisions,? Local decisions regarding capital expenditures by the subsidiaries
had to receive the consent of the parent.®® A number of Container appointees sat on the

income, which is not. /d. Business income is defined in section 25120(a) as income earned in the
regular course of the multijurisdictional corporation’s trade or business. /d. Non-business income is
defined in section 25120(d) as any income other than business income. fd. at § 25120(d). Non-
business income, including rents and royaliies, capital gains, interest, and dividends, i1, a1 § 25123, 1s
allocated entirely to one state, on the basis of either the corporation’s commercial domicile or the
state where the asset is used or located. /d. a1 §§ 25124-25127.

20 14 a1 § 25128 This section defines the apportionment formula as a fraction, the numerator of
which is the property factor plus the payrall factor plus the sales facior, and the denominator of
which is three. Id. The respective faciors are the amount of the corporation’s property, payroll and
sales within the state over the amount of the multijurisdictional corporation’s property, payroll and
sales everywhere. Id. w1 §§ 25129-25136.

2fd. m § 25102,

22 103 5. Cr.oae 2945.

23 Vertical integration denotes the control by a single tirm of difterent stages in the same
productive process. F.M. SHErER, supra note 11, at 72-103, Typical examples of vertical integration
are: control by a single enterprise of the manufacture and sale of a product; the production, refining
and retail distribution of raw materials; or the manufacture of component parts and their assembly
into final consumer products. fd. Some courts and commentators use the term “integration” loosely
10 describe a tirm’s expansion inte related, but not connected, productive processes or the pattern of
geographical expansion of a single enterprise.

2+ 103 5. Ci.ar 2939 (1983).

25 14 at 9943, The subsidiaries were located in Colombia, Mexico, Venezuela, Panama, Austria,
Germany, Holland, and Italy. WhiteNack, State Tax Litigation After the Container Decision, 20 Tax
Notes 771, 772 (September 5, 1983).

26 103 5. Ct. ar 2943,

2 id.

28 fd.

9 [d, a1 2943-44. While foreign employees occasionally visited Container’s plants, there was no
formal training program in the United States. fd. a1 2944.

3 Id. at 2944,

31 Id. w2944, 2948 n.19,
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subsidiaries’ board of directors but were not usually active in local management.3? Con-
tainer either held directly or guaranteed approximately one-half’ of the subsidiaries’
long-term debt.®® Container also provided its subsidiaries with manufacturing techniques,
technical assistance, msurance and cost accounting consultation, either by contract or by
uncompensated, informal agreement.** Container sometimes sold used equipment to its
subsidiaries or acted as their purchasing agent ?®

Inits 1963, 1964 and 1965 California Franchise Tax Returns, Container included its
own corporate net earnings, but did not include any income of its foreign subsidiaries.?®
In calculating the share of its net income apportionable to California under the three-
factor payroll, property and sales formula, Container omitted all of its foreign sub-
sidiaries’ payroll, property and sales.®™ 1n 1969, the California Franchise Tax Board
issued notices of additional assessment to the corporation on the grounds that Container
should have treated its [oreign subsidiaries as part of its unitary business, rather than as
passive investinents.® Container paid the additional amounts under protest and then
sued in California Superior Court tor a refund.™ The trial court upheld the state board’s
assessments.*® The California Court of Appeals affirmed.*' The California Supreme
Court refused to exercise discretionary review.*? The United States Supreme Court heard
the case on mandatory appeal and affirmed the judgment below.*?

In a five o three opinion? delivered by Justice Brennan, the Supreme Court
approved California’s formula apportionment of the worldwide combined income of
multinational conglomerates for state corporate income tax purposes.*® The Court held
that the California statute when applied 10 tax the income of a multinational enterprise
consisting of a United Siates parent company and foreign subsidiaries and affiliates
violates neither the due process clause nor the commerce clause of the United States
Constitution.”® The Court first held that the lower court had properly found Container

¥ fd. at 2944, In its review of Container's structure, the Supreme Court noted that decentraliza-
tion of management decisions and the parent's “hands off™ attitude prevailed both in its domestic
and foretgn operations, and was largely mandated by the realities of the packaging industry. Id. at
2944 n.8.

A Id. at 2944,

=1

= Id.

M,

¥ Id. at 2945,

% fd. a1 2944. Income received from merely passive investments is not apportionable. See infra
text accompanying note 132, Including the overseas subsidiaries in Container’s unitary business
increased the apportionable unitary income and decreased the percentage of that income auriburt-
able 10 California. fd. The net effect was a higher tax liability for Container. id. at 2945, 2945 nn.11 &
12.

¥ Id. at 2945,

# Container Corp. of America v. Franchise Tax Board (City & County of San Francisco
Superior Court No. 673492).

4 Conmainer Corp. of America v. Franchise Tax Bd., 117 Cal. App. 3d 988, 173 Cal. Rptr. 121
{1981).

103 5. Ct. at 2945.

3 14,

4 Jd. at 2939, Justice Brennan was joined by Justices White, Marshall, Blackmun, and Rehn-
quist. /d. Justice Powell filed a dissenting opinion, in which the Chief Justice and Justice O'Connor
joined. Id. at 2957, Justice Stevens took no part in the consideration or decision of the case. Id.

5103 S, G, at 2939, 2946, 2957

91
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and its foreign subsidiaries to constitute a unitary business for state income tax pur-
poses.'” The Court also held that California’s use of the standard three-factor formula to
apportion the income of such unitary business was fair** Finally, the Court found that the
foreign commerce clause® does not require California to adopt the separate accounting
method — often referred to as the “arm’s length”®® approach — in evaluating the tax
consequences of intercorporate relationships, even though this is the method used by the
feceral government and most foreign nations.”!

Container Corporation of America v. Franchise Tax Board vepresents the hrsi time the
Supreme Court las approved application of the unitary business principle and formula
apportionmertt to state taxation of enterprises doing business outside the United States or
beyond the ™
bined reporting by multinational groups of affiliated corporations, at least in the context

ater’s edge.™* The Court also approved California’s requirement of com-

of an American parent company with foreign subsidiartes and affiliates.®® In upholding
the decision of the California tax authorities, the Court in Contamer followed the trend
toward giving the states broader discretion in the field of income taxation of multijurisdic-
tonal corporations. Consistent with its recent decisions in this lield, the Court once more
demonstrated its reluctance to scrutinize closely state division-of-income practices.* The
Court's deferential attitude toward state actions and its repeated reterences 1o Congress’
power 1o legislate in this area are likely 10 generate a powerful momentum for the
achievement of national uniformity with respect to state division-of-income rules for
corporate income taxation purposes.®®

Although the Container decision is a clear step toward the recognition ol worldwide
unitary taxation of multinational enterprises, the Supreme Court expressly reserved
judgment on the application of the unitary business/formula apportionment method 10 a
foreign parent company with United States subsidiaries and affiliates.* This apparent

Told. at 2939,
"o ar 2046, 2948-50.

W U.S. Coxst., art. 1, § 8, cl. 3.

%0 See infra notes 248-52 and accompanying text. See, Harley, International Division of the Income
Tax Base of Multinational Enterprise: An Overview, 13 Tax NoTes 1563, 1564 (Dec. 28, 1981); Surrey,
Reflections on the Allecation of Income and Expenses Among Natipnal Tax furisdictions, 10 L. & Ponicy Inr'L.
Bus, 409, 413-14 {1978); Note, Multinational Corporations, supra note 3, at 1205-08 (1976). Under the
separate accounting or arm's length approach the tax authorities respect formal covporate lines and
treat each atfiliated corporation as a separate entity. Harley, supra, m 1564. Inter-corporate transac-
tions are judged by the standard of the arrangements which would have beenr made between
unrelated parties, dealing at arm’s length. fd. If' the intragroup transactions differ from those
arrangements, then an adjustment which applies the arm’s length criterion is made.

81103 8. Cu. at 2955-56.

52 fd, ar 2946.

# See infra notes 340-47 and accompanying text.

' See infre notes 356-59 and accompanying text.

See infra notes 360-63 and accompanying text.

103 S. Cu at 2952 n.26. See infra notes 261-64 and accompanying text. In the Court’s words
“we have no need to address in this opinion the constitutionality of combined apportionment with
respect 1o state taxation of domestic corporations with foreign parents or foreign corporations with
either foreign parents or foreign subsidiaries,” 103 8. Ct. at 2952 n.26, and again, “we recognize that
the fact that the legal incidence of a tax falls on a corporation whose tormal corporate domicile is
domestic might be less significant in the case of a domestic corporation that was owned by foreign
interests. We need not decide here whether such a case would require us 1o alter our antalysis.” /d. at
2956 n.32.

"

35
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dichotomy between foreign and United States parents leaves a gap in the definition of the
constitutional boundaries to state income taxation of multinationals.®?

This casenote discusses the worldwide unitary taxation of the combined income of
muliinational corporations by the states. Part | of the article outlines the development of
the unitary business concept and formula apportionment for state income tax purposes
through the analysis of significant Supreme Court decisions.®® In Part 11, the Court’s
decision in Container is presented and the constitutional limitations on state division-of-
income rules are examined separately.® 1n Part 111, the Conteiner opinion is analyzed in
detail in 1ight of the preceding case law and numerous scholarly commentaries on the
subject of unitary taxation.® Finally, in Part 1V, the impact of the Container decision is
evaluated.®! This casenote submits that the Court's attitude of judicial deference toward
state tax practices and toward any eventual congressional enactment in this area creates a
propitious climate for the development ot a uniform solution o division-of-income
problems, either through a negotiated compromise among the states, business and the
federal government or through federal legislation.®? ’

I. DeverLopMENT oF THE Unrrary Business CONCEPT AND FORMULA APPORTIONMENT FOR
STATE Tax PurposES

A. Early Property Tax Cases

The unitary business principle has its roots in the “unit rule” of taxation, which first
emerged in the state ad valorem property tax cases involving railroads, express companies
and other transportation businesses.®® In Adams Express Co. v. Ohio State Auditor,* the
Supreme Court held that a state may value the property of a company operating in
several states as a unit and 1ax a fair and proper share of such property.®® The Adams
Express Court stated that physical unity is not necessary, nor is unity of ownership
sufficient to justity treating property as a unit for tax purposes.®® The Court held that
unity of use and management of property located in different states 1o carry on the
business is the proper test for a “unit” of property.®” According to the Adams Express
Court, unitary treatment of property contained within and without a state is justified
when, given the nature of the business, property located in one state possesses a value
only in combination with and from use in connection with the property located else-
where.* The Adams Express case indicates that in applying the unitary business concept, a
state may apportion intangible values to those states where the business activity of the

% See infra notes 348-49 and accompanying rext.

8 See infra notes 63-203 and accompanying text.

8 See infra notes 207-301 and accompanying text.

i See infra notes 302-49 and accompanying text.

it See infra notes 350-64 and accompanying text.

2 See infra notes 360-62 and accompanying text.

"3 Dexier, The Unitary Concept, supm‘ note 3, at 184; |. Hellerstein, Recent Developments, supra note
3, aL 488,

165 U.S. 194 (1897).

0 Id. at 220-21,

" Id. ar 222

&7 ]d

8 Id.
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corporation is carried on through its use of tangible property and other income produc-
ing activities.5®

A number of later property tax cases further shaped the concept of unitary tax-
ation.”™ These cases allowed a state to determine the in-state property or income subject to
taxation by reference to the total property or income of the entire multijurisdictional
enterprise. This method of arriving at the state’s tax base is appropriate regardless of
whether the enterprise conducts its business in a single or multiple corporate form, so
long as the business is unitary.”™

B. Early State Income Tax Cases

The concept of unitary taxation developed in the property tax cases was carried
further beginning in 1920 in a number of cases dealing with state income taxes on
manufacturing and mercantile businesses. In Underwood Typewriter Co. v. Chamberlain,™
the Supreme Court upheld Connecticut’s apportionment of the income of a multistate
corporation through a formula employing the location of corporate property as the sole
factor.”® The Underwood Company conducted all its manufacturing operations in Con-
necticut, but had branch offices and inventories in other states.”™ The Supreme Court
found that the corporation’s profit was generated by a series of transactions beginning
with manufacturing in one state and ending with sales in other states.” According to the
Court, this made it impossible for state tax authorities to allocate specifically the profits
earned within each state.”® The Court concluded that formula apportionment was an
appropriate method to determine the corporation’s fair share of the burden of taxation.”

The Supreme Court considered another application of formula apportionment in
Bass, Rateliff €5 Gretton, Ltd. v. State Tax Commissioner.™ In that case the Court upheld New
York’s application of a two-factor formula based on property and sales 1o the income of a
British manufacturer importing beer into the United States through a New York office.™
In Bass, Rateliff, as in Underwood, the Court stated that the taxpayer corporation has the
burden of showing that the statutory method of apportionment is arbitrary and unrea-
sonable.®®

8 Id, ac 223. Dexter, The Unitary Concept, supra note 3, at 187-88.

"0 See, e.g., Wallace v. Hines, 253 U.S. 66 (1920) (out-of-state property not apportionable unless
it “adds to the value” of in-state property); Union Tank Line Co. v. Wright, 249 U.S. 275 (1919)
(Court found application of track miteage formula unreasonable in the particular circumstances of
the case); Fargo v. Hart, 193 U.S. 490 (1904) (property not associated with company's unitary
business cannot be apportioned); Cleveland, Cincinnati, Chicago & St. Louis Railway Co. v. Backus,
154 U.S. 439 (1894) {ownership of single railway system by separate corporations does not defeat
unitary concept); Commonwealth v. Southern Railway Co., 193 Ky. 474, 237 S.W. 11 (1921) (in-state
railroad owned and operated by out-of-state parent resulted in taxation of parent); see generally,
Dexter, The Unitary Concept, supra note 3, at 188-90.

™ Id. at 189-90.

72 954 U.S. 113 (1920).

? I al 120-21.

T4 1d. at 119,

5 fd. ar 120,

" fd ac 121,

I

™ 966 U.S. 271 (1924,

™ fd. at 282,

w0 Jd. at 283-84; Underwood, 254 U.S. at 121,

x
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The unitary business test for state income tax purposes was developed primarily
from cases arising from California tax practices. In Butler Bros. v. McColgan,™ an llinois
corporation engaged in the wholesale dry goods business, operated several independent
distributing houses in various states, including California.?® Through the operation of a
central buying division the corporation was able to obtain lower prices for the goods sold
by all the houses and thereby achieved signihicant economies of scale.*® The Supreme
Court, relying on a finding of unity of ownership, management and use among the
independens distributing houses located in ditferemt states, held that the existence of
economies of scale was sufticient to make the business unitary.®® The Court thus adopted
the so called “three-unities 1est” articulated by the California Court of’ Appeals below s
Butler Bros. opinion.*® The California court developed a classic formulation of the deter-
minative {actors to be considered under this test: (1) unity of ownership;: (2) unity of
operation, as evidenced by central purchasing, advertising, accounting and management
divisions; (3) unity of use in is centralized executive force and general system of opera-
tion, 48
The test for unitarimess was turther developed in Edison California Stores, Inc. v
MeColgan,®” another case arising under California tax law. In Edison the California Court
of Appeals developed the “three-unities test,” stating that if the portion of the business
conducted within the state is "dependent upon or contributes to” the portion of the business
conducted without the state, the operation within and withoul the state are unilal‘y.—”” The
“three-unities test” and the “contribution and dependence” test may be considered com-
plementary.

Some state courts have taken a very expansive view of the unitary business principle
and have stretched the above tests so tar as o cover alimost unrelated activities carried on
by separate parts of a firm in ditterent states. In Superior Oil Co. v. Franchise Tax Board,®
tor example, the California Court of Appeals held that the in-staie operations of a
nonintegrated oil company contributed substantially to and were substantially dependent
upon its out-of-state operations. In Superior il Co. the company engaged in no interstate
sales, but its California headquarters handled accounting, purchases of equipment, and
insurance matters tor the entire enterprise, within and without the state.*® The 1axpayer
in Superior il sought unitary treatment in order to offset in-state profits with out-of-state

#1315 U.S. 501 (1942).

"2 Id. at 504,

3 Id. at 506.

84 54 at 508-09. The Court was satisfied that the corporation’s separate accounting system,
whereby all goods were billed at cost to the regional offices and averhead and operating expenses of
the central office were shared as well, was accurate and fair. /4. at 504-05. The Court noted, however,
that it “need not impeach the integrity of [the separaie] accounting system” to uphold formula
apportionment, because “accounting practices . . . may vary considerably according to the problem at
hand.” fd. 3 507. The Court’s finding of unity of ownership and management, functional integra-
tion, and econormies of scale supported the state’s reliance on property, payroll, and sales to reflect
the relative contribution of the activities in the various states 1o the production of the total unitary
income. fd. at 509,

¥ 17 Cal. 2d 664, 111 P.2d 334 (1941).

8 fd. at 678, 111 P.2d at 341,

7 30 Cal. 2d 472, 183 P.2d 16 (1947).
8 fd. av 481, 183 P.2d at 21,

# 60 Cal. 2d 406, 386 ".2d 33 (1963).
fd. at 415-16, 386 P.2d at 39.

w = ox
-1
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losses.®! The Court granted this treatment.??2 Other state courts have taken an unduly
restrictive view of the unitary business principle.®

The progressive consolidation and expansion of unitary taxation of multijurisdic-
tional corporations has not gone unchallenged. While the Supreme Court, as well as state
courts, generally have shown a significant degree of deference to state division-of-income
practices, taxpayers have at times succeeded in attacking the constitutional validity of a
state’s apportionment tormula. In Hans Rees” Sous, Inc. v. North Caroling,® a com pany
manufactured leather goods in one state and sold them in other states and abroad.*s The
evidence showed that while the in-state manufacturing operations generated an average
of seventeen per cent of the profits, approximately eighty per cent of the profits was
allocated by the manufacturing state to itself through formula apportionment.?s The
Supreme Court found that although the taxpayer’s business was unitary, formula appor-
tionment operated unreasonably and arbitrarily because it attributed 10 the taxing state a
percentage of income “out of all appropriate proportion” 1o business transacted in the
state.?” The Court, therefore, siruck down the state's application of the formula appor-
tionment method. "

The tests developed in the early cases have meaning only in light of the particular
facts of each individual case. For this reason, modern courts, in applying those tests,
consider all of the facts and circumstances in determining whether the taxpayer's business
was unitary or whether apportionment resulied in the taxation of extraterritorial values.?®
It has always been clearly understood, however, that the burden is on the taxpayer 1o
introduce clear and cogent evidence that unitary taxation is inappropriate.'°0

C. Recent Refinements of the Constitutional Doctrines Affecting Unitary Taxation

Since 1978, the Supreme Court has addressed the constitutional limitations on state
income taxation of multijurisdictional corporations in 2 number of cases. In the landmark
case of Mobil Oil Corporation v. Commissioner of Taxes of Vermont,'™ the Court held that
formula apportionment does not violate the due process and commerce clauses of the
Constitution so long as the raxpayer’s business is unitary, even though tormal corporate
distinctions are disregarded for tax purposes.’®? In the subsequent cases of ASARCO, Inc.

¥ fd. at 408, 386 P.2d at 34. This case was somewhat out of the ordinary. Normally the Laxpayer
secks to avoid unitary treatment. Here, however, unitary taxation decreased the Laxpayer’s tax
liability in California, and the state ax authorities tried to deny that taxpayer’s business was unitary.
{d. In this unusual role, the siate tried to limit the scope of the “contribution and dependence test” by
arguing that “the employment of an allocation formula is Justified only when the various local
vperations are so essential 1o the overall operations that it is impossible 10 make separate accounting
computations.” fd. at 413, 386 P.2d at 37. The Court explicitly rejected this position, /d. at 414, 386
P.2d ai 38.

" Id. at 415, 386 P.2d at 38,

43 See, e.g., Skelly Oil Co. v. Comm'r of Taxation, 269 Minn. 351, 131 N.W.2d 639 (1964) (integrated
oit company’s marketing and production operations held nof unitary).

¥4 283 U.S. 128 (1931).

* 1d. at 126.27.

U Ad. at 127-28,

8 Id. at 135,

94 [d

0 See, e.g., Container, 103 8. Ct. a1 2947-48.

' Norfolk & Western Ry. Co. v. North Carolina, 297 (.S, G2, 688 (1935).

8 445 U8, 425 (1980).

192 See infra notes 129-32 and accompanying text.
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v. Idaho State Tax Commission*** and F. W. Woolworth Co. v. Taxation and Revenue Department
of the State of New Mexico, '™ however, the Court showed that the requirements set forth in
Mobil were effective limitations on the states” application of unitary taxation. In these two
cases, the Court held that actual integration and control must be found before the
different parts of a firm may be held 1o constitute a unitary business.!%® Furthermore, in
the 1979 case of Japan Lines, Ltd. v. County of Los Angeles,"® the Court held that the risk of
international double taxation and the need for federal uniformity in matters of foreign
relations are additional considerations that limit the availability to the states of unitary
taxation in the case of multinational corporations, when international commerce is in-
volved. 1?7

l. The Outlines of Unitary Taxation of Multijurisdictional Corporate Income

The Supreme Court signaled its renewed interest in state division-of-income prob-
lems in 1978. In Meorman Manufacturing Co. v. Bair,'™ the Court upheld lowa's single-
factor sales formula for apportioning income. This decision laid the foundation and set
the tone for subsequem Supreme Court decisions in this area of the law.10%

Moorman involved an lllinois corperation that manufactured animal feed in 1liinois
and sold about twenty per cent of its production in lowa, where it had over five hundred
salespeople and six warehouses.'*° In upholding lowa's tax treatment of this corporation,
the Court held that states have wide latitude in the selection of apportionment formu-
las.!!* Moreover, the Court stated it would interfere only when the 1axpayer has proved
by clear and cogent evidence!** that formula apportionment has led 10 a “grossly dis-
torted result.”'** The Court insisted that actual double taxation must be established on
the record, or it will be viewed as “speculative.”''* The Court further indicated that even
assuming some overlap in the taxation of a multisiate corporation'’s income, it would not
nvalidate formula apportionment in the absence of federal legislation.’’® The Court
refused to engage in “extensive judicial lawmaking” and referred dissatisfied taxpayers to

193 102 8. Gr. 3103 (1982).

104102 S, Cu. 3128 (19892).

195 See infre notes 158-61, 171-76 and accompanying text.

%6 441 U.S. 434 (1979),

"7 See infra notes 195-201 and accompanying text.

108 437 1.8, 267 (1978).

109 Id, a 281

U0 pd, a 269,

111 ‘l’d

"2 fd. at 274 (citing Butler Bros. v. McColgan, 315 U.8. 501, 507 (1942)).

13 14 at 274 {citing Norfolk & Western Ry. Co. v. State Tax Comm'r, 390 U.S. 317, _326 (1968)).

1% 437 U.S. at 276. The Court distinguished the case of General Motors Corp. v. District of
Columbia, 380 U.8. 553 (1965), where it had striken down a single-factor sales formula, as based on
the requirements of the D.C. statute, not the U.S. Constitution. 437 U.S. at 274-75. The General
Motors opinion contains some dicte to the effect that a single state’s use of a single-factor tormula
when the vast majority of states apportions income on the basis of a three-factor formula would
ordinarily result in multiple taxation of corporate income. General Moters, 380 U.S. at 556-57. The
majority in Meerman, however, disregarded the allegation that lowa’s single-factor formula provided
a direct commercial advantage to local business by discriminating against out-of-state manufacturers
selling their products within the state. Moorman, 437 U.S. at 276. Justices Powell and Blackmun, in
dissent, raised the issue of siate protectionism. Id. at 282, 283-84.

1% 437 1.5, at 278-79.
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Congress.''* The Moorman decision stresses three recurring themes that underlie the
Courr’s decisions on state division-of-income rules: 1} wide latitude for the states in
apportioning the income of muliijurisdictional firms: 2) self-restraim by the Court in
scrutinizing state practices; and 3) deference to Congress as the appropriate source of
uniform rules in this area.'!’

The taxation of income trom intangible property, particularly of dividends received
by multistate or multinational corporations {rom their out-of-state affiliates, was a very
controversial issue for states adopting the unitary method because of the contention that
intangible income is inherently nonapportionable.''* In Mebil Oil Corp. v. Commissioner of
Taxes of Vermont,"'* the Supreme Court extended the application of the unitary business
principle to dividends received by a corporaton from its foreign subsidiaries and

118 fd. at 280. The Court refused 10 hold that the commerce clause itself, without implementing
legislation by Congress, prohibits any overlap in the computation of taxable income by the staes, id,
at 278. The Court noted that some overlap is likely to result whenever a multistaie firm does business
in states having ditferent division-of-income rules. Id. A constitutional requirement of precisely
apporiioned income, in the Court’s opinion, would be tantamount to a requirement of national
uniform division-of-income rules. Id. at 279, The Court observed, however, that uniformity is a
matter of political and economic judgment and that the Constitution is neutral with respect to the
content of any uniform rule. . The Court noted 1that only Congress has the power and the aushority
to dictate uniform rules. Id. al 280.

T W. Hellerstein, State income Taxation, supra note 3, ut 404, See also Schwartz, Commerce, the
States, and the Burger Court, 74 Nw. U.L. Rev. 409, 436 (1979),

11" See Dexter, Taxation of Income from Intangibles of Multistate-Multinational Carporations, 29 VAND.
L. Rev. 401, 401-03 (1976) (hereinafier cited as Dexter, Taxation of Income from Intangibles]. The main
issue wits whether such income should be apportioned or allocated specificaily to the state of its
putative source. Specific allocation has in general been largely rejected because of the inherent
ditficulties in identitying the particular source of income. See W, Hellerstein, State income Taxation,
supra note 3, at 401-02. The great bulk of the intungible income of corporations in the United States
is derived from investments in athliated corporations. Dexter, Taxation of Income from Intangibles,
supra, at 402, Originally taxpayers 1ook the position that inercorporate dividends should be exempt
from state taxation since they have no “source” apart from the underlying income-producing
activities of the payor corporation, /d. A fortiori “foreign source” dividends from a foreign aifiliate
should not be subject to state taxation ar all. 7d. at 404-05. As a compromise position, taxpayers later
conceded that domestic intercorporate dividend income from unaffiliated corporations could be
attributed 1o the commercial domicite of the payee corporation, while all other dividend income
should be exemp. fd. On the other hand, the states argued 1hat dividends received from mfiliates
and subsidiaries, either domestic or foreign, constitwting an integral part of the taxpayer's unitary
business should be apportioned among the siates where the taxpayer carries on its business activ-
itkes. Id.

Before Mobil Oil Corp. v. Comm'r of Taxes of Vermont, 445 U.§. 425 (1980), the issues were:
(1) the extent to which dividend income and other intangible income should be exempt or specifically
allocated to the commercial domicile of the taxpaver corporation; (2) wheiher foreign source
dividends should be treated ditferendy from domestic source dividends: and (3) whether income
from intangibles could be subject 1o the apportionment rules that generally applied o other classes of
income. Dexter, Taxation of Income from Intangibles, supra, at 405. According 10 Dexter, the four basic
alternatives available were:

(1) assign the income to the payor source from which the imangible income is de-
rived; () auribute the income to the commercial domicile of the payee corporation;
(3) apportion the income among the states in which the payee corporation carries on irs
business activities: or (4) apportion the income among the states concerned by taking
into account in the formula some or all of the property, pavroll, and sales of the payor
as well as the payee corporation.
fd.
% 445 U.S. 425 (1980).
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athiliates.’?" Mobil Oil Corporation, commercially domiciled in New York, was engaged in
a vertically integrated multinational petroleum business.'?' Mobil's activities in Vermont
were limited to marketing.'** The corporation derived a large portion ol its income in the
form of dividends from subsidiaries and affiliates operating abroad.'*® The siate of
Vermont imposed un income tax on corporations doing business within the state and
adopted the unitary business/formula apportionment method to tax multijurisdictional
corporations.'** Mobil excluded its foreign source dividends in reporting its apportion-
able income, claiming that these dividends were taxable exclusively in the state of Mobil's
commercial domicile.’*® Vermont disagreed and sought to include foreign source divi-
dends in the apportionable tax base."*" The Supreme Court upheld the state's claim 1o tax
the dividends received Itom foreign affiliates.'®”

The Court stated tn Mobil that the “linchpin™ of apportionability in the field of state
income taxation is the unitary business principle.’® The Court held that in order o
exclude its dividend income from the apportionable tax base, a taxpayer corporation
must show that the income was earned in the course of activities unrelated to its activities
within the taxing staie.'®® According to the Court, dividends from subsidiaries and
atfitiates fall within the parent’s apportionable income base when they reflect profits
derived from a functionally integrated enterprise.’ The Court looked at the “underly-
ing economic realities” rather than the “lform of investment™ or the “torm of business
organization,” thereby disregarding formal corporate lines.!*' The Court noted, how-
ever, that dividend income received [rom merely passive investinents is not apportionable
where the business activities of the dividend payor have “nothing to do™ with the activities

20 fd. ar 449,

1BUA e 488,

122 .

L2 fd. at 430.

Y pdan 420, VT Srar, Axw, it 32, 84 5811(1R), 5853(a) (1981).

25 445 U.S. w1 430, 433,

20 fd. ar 431-32,

"7 fd. a0 449. The Court's decision turned on the resolution of frrscedural as well as substantive
issues. Dexter, Tax Apportionment of the Income of @ Unitary Business: An Examination of Mobil Oif Corp. v.
Commissioner of Taxes of Vermont, 1981 B.Y.U.L. Rev. 107, 107 (1981) {hereinafier cited as Dexter,
Tax Apportionment]. Mobil did not contend thar the apportionment formula operated unfairly by
attributing to Vermont more net income than was reasonably relued 1o Mobil's activities there. 445
U.S. at 434. It did not argue, until it was too late, that combined reporting should be allowed, Id. at
434 n.tl. Nor did Mobil, in the Court’s opinion, offer evidence that its dividends and stock
investiments were unrelated to i1s unitary business. fd. at 439. Mobil instead claimed that dividends
from a “foreign source™ by their very nature are not apportionable income. Id. at 434. The Court was
then able to narrow the issues to "whether there is something about the character of income eared
from imvestments in affiliates and subsidiaries operating abroad™ that makes dividends therefrom
non-apportionable. Id. a1 434-35. The Court concluded thar there was not. /d. at 439,

125 445 U.S. at 439

12% !d.

130 1d e 4400

131 Jd. v 1. Mobil, in its reply brief| tried to argue that Vermont's failure to require “"combined
apportonment” violated the due process clause. Id. at 441 n.15. The Court refused 1o address this
argument, as it was untimely, unsupported by the record and “an afterthought.” 1d. See generally
Nackenson & Feinschreiber, The Unitary Method of State Taxation After Mobil and Exxon, 11 Tax
Apviser 708 {1980}, Justice Stevens, in dissent, disagreed. 445 U.S. at 460. He helieved that a
challenge to the apportionable income tax base necessarily implied a challenge to the apportionment
formula. fd. at 460-61 (Stevens, ., dissenting). His opinion clearly supported worldwide combined
reparting of unitary enterprises. fd.
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of the recipient in the taxing state.'®® The Court dismissed Mobil's complaint ol duplica-
tive taxation, finding it unsupported by the record.!*

The principles set forth in Mobil were reaffirmed by the Supreme Court in Exxon
Corp. v. Wisconsin Department of Revenue.’® Exxon, an integrated oil company operating
worldwide, limited its activities in Wisconsin 1o the marketing of petroleum products.'s
Wisconsin imposed a corporate income tax using a three-factor apportionment for-

mula, 36

Exxon's internal system of funcuonal accounting separated its income into three
distinct categories: marketing, exploration and production, and refining.'*” Exxon intro-
duced evidence that each one of its functional departments was organized as a separate
unit, independently responsible for its own performance’ and, therefore, did not
constitute a unitary business for state income tax purposes.'* Transfers of products and
raw materials among the three functional departments were theoretically based on com-
petitive wholesale market prices.’*" Exxon, however, was a single corporate entity with a
centralized corporate staft providing a wide range of critical services to the entire corpo-

ration. !

The Court held that Exxon was a highly integrated business which benefited
from an “umbrella of centralized management and controlled interaction,”™*? The Gourt
concluded that the taxpayer's business was unitary,"* reasoning that the taxpayer’s

internal accounting system was not binding on the state for tax purposes.!*

2. Effective Limitations of the States’ Discretion to Apply the Unitary Concept

The Court’s decisions in Mobil and Exxon indicated an attitude of judicial restraint
and willingness to allow the states wide discretion in their division-ol-income practices. In
both cases, the Court expanded the notion of unitary business, focusing on the actual
interdependence of the taxpayer’s subsidiaries and affiliates or divisions, as evidenced by

13 445 U.S. at 44142,

143 1d, w444, The Court said, in dieta, that even assuming the state of cominercial domicile has
the authority to lay soine 1ax on dividend income, there is no reason why that power should be
exclusive when the dividends reflect income from a unitary business, part of which is conducted in
other states. fd. at 446-47. The Court stated that there is “nothing talismanic about the concept of
‘business situs’ or ‘commercial domicile’.” I1d. at 445. Ulhimately, however, the Court refrained from
clarifying the multiple taxation issue other than o say that such an issue would not be decided on the
“vagaries” of the state of commercial domicile’s tax policy towards dividend income, Id, at 444, See
generally Dexter, Tax Apportionment, supra note 127, at 114

134 447 1.5, 207 (1980).

195 1d. wm 212-13,

136 pdoar 213140 Wis, Srar. § 71L07(2) (1969 & Supp. 1985-1984).

447 US. ar 210.

VI, ar 2120 Taxpayver's departments were actually in competition with each other and with
outsiders for company resources, capital and business opportunities, /d.

138 14,

180 fd,

P an 213 Such services included centralized purchasing, interdepartmenal coordination to
achieve operating efficiencies, nationwide distribution, uniform brand names, advertising, and credit
cards, id.

M2 fd, at 224,

Y3 fd.

R, 220, 1 has been noted that after Exxon only “the most sanguine tax payer would harbor
the hope that the Supreme Court may still be moved by separare accounting evidence to invalidate
the application of a three-factor apportionment formula o the income of a unitary business.”
W. Hellerstein, State ucome Taxation, supra note 3, at 412,
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integration of the operating functions, centralization management, economies of scale
and, of course, conmmon ownership and control.™® The Supreme Court reversed this
expansive trend in ASARCO, Inc. v. ldahe State Tax Commission ' and in F. W, Wookworth
Co. v. Taxation and Revenne Depariment of New Mexico.™™ In these cases. the Court applied
the same doctrines it had used in Mobil and Exxen, but found the taxpavers’ busmess non-
unitary."* In ASARCO and Woolworth, the Court 100k a more active vole in scrutinizing
state division-of-income practices and turned the unitary business principle inwo a con-
stitutional restraint on state taxation powers, ™9

ASARCO, Inc., a New Jersey corporation headquariered in New York, was princi-
pally engaged in mining, smelting and vefining. 3% It conducted roughly 2.5 per cent of its
husiness in Idaho'?" ASARCO owned between %4 per cent and 32.7 per cent of live
subsidiaries, tfrom which it collected dividends and other income from intangible prop-
erty.'™ None of these subsidiaries conducted business in Ilaho. Idaho imposed a corpo-
rate income tax upon multijerisdictiional corporations, derived {rom the state’s version of
the Uniform Division of Income for Tax Purposes Act (UDITPA).'*? ASARCO sought to
exclude income from its five subsidiaries from its apportionable tax base, arguing tha
these subsidiaries were not part of its unitary business.'® The state maintained that
dividend income from these five subsidiaries was properly included in the apportionable
tax hase, regardless of whether the links between the subsidiaries and ASARCO were
sufficient to justify unitary treatinent, because ASARCO's receipt of dividends from cach
subsidiary constituied apportionable “business™ income to ASARCO.'** The Supreme
Court held that Tdaho's efforts 1o tax ASARCO's foreign source income violated the due
process prohibition against exiraterritorial taxation.'®®

The 1ssue in ASARCO was whether income received by o nondomiciliary corporation,
doing business within the sute, from corporations with which it was not vertically inte-
grated should be included in the apportionable tax base, when the raxpaver heid “sub-
stantial ownership interests in and enjoyed a variety ol working relationships with such

*3 See generally Casenoie, State Taxation of Nondomiciliary Corporations, 40 Wasi. & Leg L. Rev.
191 (1983).

5102 8. G 3103 (1982),

H7O102 8. Cr 3128 (1982),

VIR Waslworth, 102 8. G, at 3136, ASARCO, 102 S.Cu. at 3112,

M Casenote, 96 Flarv. L. Rev. 62, 87 (1982).

5P 102 S, Cr.oat 3105.

151 ld

152 fd. at 3105, 3106 and n.2. ASARCO owned 52.7 percent of M.IM. Holdings, Lid., & publicly
owned corporation engaged in mining, smelting, and refining in Australia and in the United
Kingdom; 34 percent of General Cable Corp. and 34 percent ol Revere Copper and Brass, Inc., both
publicly owned United States corporations which make cable and copper wares, respectively; 49
percent of ASARCO Mexicana, §.A., a widely held Mexican company which mines and smelts lead
and copper: and 51.5 percent of Southern Peru Copper Corp., 2 company owned by four sharehaold-
ers. fd. at 3106 and n.2, Besides dividends, ASARCO received interest income from convertible
debentures and notes and realized capital gains on sales of stock Irom its subsidiaries. /d. at 3106. See
also Casenote, Taxation: State Taxation of Multinational Corporations — ASARCO, Inc. v. fdaho State
Comm'n,; FW, Waolworth Ce. v, Tuxation and Revenue Dept., 23 Harv, INT'L, L.]. 480, 480-81 nn.2-5
(1983) (herenatter cited as Casenote, ASARCO and Woalworth].

1#3 ldaho Code § 63-3027 (1976 & Supp. 1982-83); see supra note 18 and accompanying text.

154 102 8. Cr. we 3107-08.

185 Id. at 3108.

156 Id. a1 3116.
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corporations.”*" The Court disagreed with the state’s arguinent thae intangible income
should be included in the apportionable tax base it the intungible property is acquired,
managed or dispased of for purposes relating to or contributing 1o the taxpayer's own
business.’™ According 1o the Court, the meaning of the unitary business concept would
be destroyed if a finding of unitariness were based on the mere fact that investment in a
subsidiary benefits the parent company.'®® The Court reasoned that the more limited
elements of integration and control were beuer indicators in determining whether a
business is unitary.'*" Applying this narrower test to the facts of the case. the Court held
that ASARCO had susiained the burden of proving that the subsidiares at issue were
“discrete business enterprises” and not part of its unitary business.’®! Consequently, due
process prohibited unitary taxation of ASARCO.'™ Three justices dissented in ASARCO,
eschewing the Court’s narrow view and accusing the Court ol substituting an “oversim-
plified test” of active operational contrel and functionat integration for the “multifaceted
analysis™ used in Mobif and Exxon to determine whether o business was unitary '

In F. W. Woolworth Co. v. Taxation and Revenue Department of the State of New Mexico, "
a companion case of the ASARCO decision. the Court also found that a state’s effort 1o tax
an apportionable share of dividends!'®* from foreign subsidiaries violated the due process
clause of the fourteenth amendment.'%® Woolworth, a New York corporation, was en-
gaged in the general retil merchandise business throughout the United States, including
New Mexico.'"” It wholly owned (hree foreign subsidiaries and owned 52.7 percent of a
fourth. all of which engaged in chain store retatling operations independent from those
ol Woolworth.”™ Woolworth sought to exclude from its apportionable income tax hase
the substantial dividends received from its four foreign subsidiaries, but the stare of New
Mexico disagreed.'™ The Supreme Court sustained the taxpayer's position.”™ The Court
found that Woolworth's husiness was not unitary, because Woolworth had chosen not 1o
exercise its potential for controlling its foreign subsidiaries.’” The Court stated that,
when dividend-paying subsidiaries operate as discrete business enterprises, they should

137 fd. at 3107. See ale W. Hellersiein, State Income Taxation, supra note 3, at 415,

156 102 8. Cr. a1 3114,

13¢ 4. The Court found that the business of a corporation requires that it earn money to
continue operation and yield profus. Id. Consequently, «lf of its operations, including any invesiment
made, contribute or relie to the corporate purpose. Id.

We g at 3112-18. The integration test permits apportionment when transactions hetween
in-state and out-of-state operations, or shared costs and benefits, allow local activities to contribute to
out-ot-state income. Casenote, 96 Hanrv, L. ReEv. 62, 92-93 (1983). The control test recoygnizes thai
apportionment is inappropriate unless the division of benefits and burdens between the in-state and
out-of-state activities is not at arm'’s length and is, theretore, inherently suspect. Id.

181 102 §. Ct. at 3111. A commemtator noted that the Cowrt's decision may be due more to its
view of the facts, than 10 its definition of a unitary business, W, Hellersiein, Income State Taxation,
supra note 3, at 418.

2 102 S, Ci. at 31186,

#3102 $. Ct. ar 3123, Justice O'Connor's dissent was joined by Justices Blackmun and Rehn-
quist. Id. at 3117,

4102 8. Cu. 3128 (1982),

165 N M, S1ar., ANN, §§ 7-4-1 1o 7-4-21 (1983).

Li 102 8. Cr1.oat 3139,

167 Jd. a1 3131,

1648 ld~

16% jd. at 3132,

170 fd. at 3139.

"1 fd, at 3134, 3138,
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not be treated as unitary with the parent company merely because of the latter’s potential
10 operate them as divisions of a single integrated enterprise.’™ In evaluating the rela-
tionship of Woolworth to its four dividend-paying foreign subsidiaries, the Court found
litthe functional integration, centralization of management, or economies of scale.'™ The
Court drew a clear distinction between a retail merchandising business and the kind of
multinational business in which refined, processed, or manufactured products may be
produced in one or more countries and marketed in various countries."™ In the former
case. a flow of international trade, an interchange of personnel, and substandal mutual
interdependence are lacking.'™ The Court therefore concluded that the state was at-
tempting to reach extraterritorial values, wholly unrelated 1o the in-state business of the
taxpayer, in violation of due process standards.'™

In essence, the ASARCO Court found that "uncontrolled integrated affiliates™ are not
a unitary business.'™ The Woolworth decision indicated that “unintegrated controlled
afliliates” are not unitary.*™ In hoth cases, the Supreme Court found that a portion of
investment income is taxable in @ jurisdiction if, and only if, the husiness activities ol the
issuer of the securities are unitary with those of the security holder.'™

The ASARCO and Woolworth decisions support taxpayer challenges to state division-
ol-income rules under 1he due process clause.'** The long-term impact of these decisions
has been debated widely. One commentator praised the Supreme Court's “new attitude of
judicial vigilance" as opposed to its prior “detached judicial tolerance™ and “hands-olf
attitude.” 1 Others have eriticized the Court’s approach as 100 narrow and have argued
for a limited interpretation of these two cases,'™

Commeniators {rom both sides, however, agree that the ASARCO and Waolworth
opinions do not necessarily prohibit a state [rom apportioning income from intangibles
received from an out-of-state payvor with which the payee is not conducting a unitary
business.'*3 The general rule is that long-term portfolio investments unrelated 10 the
payee’s day-to-day operations are ordinarily nonapportionable. This is not true, how-
ever, for short-term investments of working capital.’® Moreover, an exception must be

172 fd ar 3134,

173 Id at 3135-38,

174 1d. at 3138-39.

175 1. ar 3189,

174 Id

177 Casenote, 96 Hanrv, L. Rev, 62, 90 (1982).

174 Id

178 Id. a1 93.

188 Casenote, Due Process and the Unitary Principle of State Taxation: ASARCO, Inc. v. Idaho State Tax
Commission; F.W. Woolworth Co. v. Taxation and Revenue Department of New Mexice, 36 Tax Law 460,
468 (1982).

81 Hellerstein, State tncome Taxation, supra note 3, at 422-23,

2 Creene, ASARCO and Woolworth: Anemalous Anachronisms with Limited Precendential Value, 18
Tax NotTes 795, 795 (March 7, 1983); see also, Lathrop, Due Process Considerations and the Apportionment
of Dividend Income: A Dissent from the ASARCO and Woolworth Decisions, 16 Tax Notes 3, 3 (July 5,
1982). One author termed ASARCO and Woolworth an "anomalous anachronism with limited prece-
dential value.” Greene, sufra, a1 795,

183 (ireene, supra note 182, at 801, W. Hellerstein, State fncome Taxation, supra note 3, at 416-17,
421.

184 Greene, supra note 182, a1 801: W. Hellerstein, State Income Taxation, supra note 3, m 416-17,
421. Dividends from temporary or shorti-term investment of working capital or other current funds
for ordinary operating uses generally have been held 10 be apportionable without any requirement
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madle for income from intangibles covered by the Corn Products doctrine, dealing with the
capital gain-ordinary income division between investment and business for federul in-
cone taxation purposes.'® It is also important to note that the Court in ASARCO and
Woatworth did not depart {rom or overrule its prior decisions in unitary business cases. '
The Court, instead, explicitly relied on these decisions and merely shifted the emphasis
toward the analysis of the facts of the case in ASARCO and Woolworth. indeed, the Court
repeatedly cited Mobil as the leading authority in the area, clearly showing no intention to
depart from j1.'%7

3. Addutional Restrainis for Cases Involving International Commerce

The due process standards articulated by the Court in ASARCO and Woolworth are
adequate for domestic corporations operating in several states. When, however, multina-
tional corporations are subjected to unttary taxation by the states, additional constitu-
tional issues arise under the loreign commerce clause, because state action is then likely to
affect mternational comineree and foreign relutions. In this context, the case of fapan
Line, Ltd. v. County of Los Angeles'™ furnished multinational fivms with what many hailed at
the time as an important new avenue for attacking apportionment of income from
foreign sources.’™*

In fapan Line, the Supreme Court addressed the issue of whether instrumentalities of
foreign commerce which are owned, based and registered abroad and which are used
exclusively in international commerce may be subjected 1o apportioned ad valorem prop-
erly taxation by a state.'™ Six Japanese shipping companies operated vessels, based in
Jupan, for the purpose of transporting cargo containers owned and registered in Ja-
pant* The containers were subject to property tax in Japan and were, in lact, taxed
there.' The county of Los Angeles imposed a property tax on the foreign containers on
the basis of their average presence in California. *® The Supremne Gourt heled that Los

of functional integration between payor and pavee. ]. Hellerstein, Allocation and Apportionment of
Dividends and the Delineation of the Unitary Business, 14 Tax Noves 155, 159 (Jan. 25, 1982) [hereinafter
cited as |. Hellersiein, Altocation and Apportionment).

%5 1. Hellerstein, Allocation and Appertionment, sufrre note 184, at 159, See generally S, SURREY,
W, Warrgn, P MeDaxsign & . Auvr, FEnerar IncoMe Taxatiox, [063-74 (1972}, In Cern Products
Refrning Co. v. Commissioner, 350 U8, 46 (1955), the Supreme Court hetd that the gams and losses
incurred by & manutacturer of corn products from its purchase and sale of corn lutures gave rise (o
ordingry income and losses, vather than capitel gains and losses, hecause the purchases and sules
constituted “an integral part ol its manulacturing business,” il. w1 51, rather than “fransactions in
property which are not the normal source of business income,” Id. at 52. As a result of the Supreme
Court's decision in Corn Products, the general rule that capital stock held by a carporation constitutes
a capital asset and, consequently, generntes capital gains or losses on sale or other disposition, has
been qualified in various circomstances in which stock is bougha and kept not for investment
purposes, but only as an incident to the conduct of the taxpayer’s business. [. Hellerstein, Affocation
and Apportionment, supra note 184, at 159-60.

M Greene, supra note 182, at 801,

"7 See, e.g., Woolwarth 102 8, Cr. ut 31585; ASARCO 102 8, Ct. at 3109,

A4 ] UK. 484 (1979),

154

J- Hellerswein, Allocation and Apportionment, supra none 184, at 156.

W] ULS. w44

B4d] U at 436.37,

192 !d

B d, 487, Property present in California on March first of any year is subject to ad valorem
property tax. Car. Rev. & Tax Cone §§ 117, 405, 2192 (West 1970 & Supp. 1983). I Japan Line,
California taxed all the comainers actually present in Los Angeles on any March first on their entire
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Angeles could not impose such a tax, '™

The Court distinguished cases involving international commerce (rom cases involv-
ing domestic interstate commerce only."”® [n the lauer situation, the Court noted that it
need only address the minimal nexus, fair apportionment and nondiscrimination ques-
tions.'*® In the former case, however, the Court stated that two additional standards are
important in determining the validity of a state’s action.'*7 In the Japan Line decision, the
Court first examined whether the tx, notwithstanding apportienment, created a substan-
tial visk of international multiple taxation. ™" Second, the Court considered whether the
tax prevented the lederal government Itom “speaking with one voice”™ when regulating
cotnmercial relations with foreign countries.™ The Court stated that the risk ol double
taxation in the international context is more serious than in the domestic context, because
ol the absence of an authoritative tribunal capable of ensuring the cumulative tax burden
is computed on no more than one tull value, when one of the taxing authorities is a
foreign sovereign. 200 “[he Court also reasoned that the impairment of federal uniformity
on matters of Toreign commerce may give rise to international disputes and lead foreign
nations disadvantaged by the levy to retaliate against American-owned businesses operat-
ing in those countries.®!

Although fapan Line created additional constraints on state dmsmn of-income rules
dealing with multinational firms, the olding was expressly limited o the taxation of

foreign-owned instrumentalities used exclusively in international commerce. 2

The
Court did not consider the constitutionality of a state tux on foreign-owned instrumen-
walities used in interstate commerce or domestically-owned instrumentalities used

international commerce.*™

value, as if those same containers were present in the state for the whole year, 441 U.S. at 437. Each
container actually remained in Californix only for an average of (hiree weeks out of every year for
loading, unloading, repair, and transit to final destination. fd. at 436-37. While any particular
Japanese container was present only temporarily in California, a fairly constant number of conmtain-
ers occupied space on wharves and in warehouses in Los Angeles throughout the year. /d. Since the
number of containers actually within the state on March first .1ppm\1rn‘uu| the average number of
containers within the state on any random date, this “average presence tax” was approximately the
same a5 if each container entering California during the year were 1axed at a value preportionaie to
the fraction of the year it was actually present in the taxing jurisdiction. /d. at 437. Ser also Note,
Commerce Clanse Limits on Direct ‘Paxation of Forveign Containers: Jupan Line, Lud. v, County of Loy Angeles,
14 |, Int'L. L. & Econ. 153, 154 (1979,

g4] ULS, ar 451,

195 1d. w446,

196 1 Ly Complete Auto Transit, Inc. v. Brady, 430 U.S. 274 (1977), involving a state tax on the sale
of intrastate transportation services for articles of interstate commeree, the Supreme Caurt held that
the commerce clause does not bar state taxation of instrumentalities of interstate commerce. fd. at
977. The Court applied a lour prouged test under the domestic commerce clause, under which it
looks at whether: (1) the activity taxed has a sulficient nexus with the taxing state: (2) the wx is
non-discriminarory with regard to interstate commerce; (3) the tax is fairly apportioned; und {4} the
tux is related to the benelits and protection provided by the wxing stite. Id. at 279

W o441 LS. aL 446.

R,

19 44, ar 448. See Michelin Tire Corp. v, Wages, 423 U.S. 276, 285 (1976).

200 441 ULS. ae 447,

L7 ar 449-50.

202 fd o at b B-dl3, 446 nn K 10,

28w ddd 07,
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4. The Status of the Law Prior to Container

In the Modil and Exxon decisions, the Court reaflirmed the unitary business concept
as the basis and prerequisite for formuls apportionment.?* In the ASARCO and Woal-
worth decisions, the Court held that actual integration and control are the tests of a unitary
business.?** In Japan Line, the Court held that multiple taxation and federal uniformity
are additional concerns when unitary taxation affects international commerce.2% After
these cases, the constitutional requireinents for state unitary taxation of multijurisdic-
tional enterprises were fairly well settled, at least for United States corporations involved
in domestic interstate commerce, Unitary taxation by the states of multinational enter-
prises, whether based in the United States or abroad, doing business in the United States,
cither directly or through subsidiaries and affiliates, was the next logical area of expan-
ston for state division-of-tncome rules.

II. THE Container DEcCIsion: WORLDWIDE UNITARY TAXATION OF MULTINATIONAL
Corrorate INCcoME UrHeLD

In Contatner Corporation of America v. Franchise Tax Board™’ the Supreme Court
confronted the issue of worldwide unitary taxation by a state of a multinational enter-
prise. Container was a United States corporation with several foreign subsidiaries operat-
ing abroad. 2" All the subsidiaries were engaged in the same line of business as Gontainer
and entertained a variety of working relationships with the parent company.**® The
Supreme Court upheld California’s worldwide unitary tax and combined formula appor-
tionment as applied to a United States-based multinational enterprise.?1?

A. The Majority Opinion

In the first part of the opinion, the Court reviewed briefly the constitutional stan-
dards applicable to state taxation of multijurisdictional entities. First, after reaffiring the
constitutional prohibition against extraterritorial taxation by the states,?"! the Court
stated that the due process and commerce clauses of the Constitution require a “minimal
connection” between the interstate activities of the taxpayer and the taxing state, as well as
a "rational relationship” between the income attributed to the state and the intrastate
ialues of the enterprise.®*® The Court reaffirmed the principle that the burden is on the
taxpayer to show by clear and cogent evidence that there was extraterritorial taxation.2!?
After brielly reviewing the conceptual ditferences between separate accounting, cither

B See supra notes 129-32 and accompanying text,

5 See supra notes 158-61, 171-76 and accompanying text.

8 See supra notes 195-201 and accompanying text,

*07 108 S. Cr. 2933 (1983), reh’g denfed, 52 U.S.L.W. 3292 (U.5. Qctober 10, 1983).

P See supra notes 23-26 and accompanying text. :

3% See supra notes 27-35 and accompanying text.

Y103 8. Cr.oat 2950, 2954.55,

2114 ar 2959,

1% Id. at 2940, The Court noted that these standards at least require that the in-state and
sut-of-state activities of the taxpayer constitute a unitary business and that they share or exchange
values not capable of precise identification or measurenent. /d.

B Id. at 295940,
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geographical or functional, and the unitary approaches.®! the Court noted that there are
numerous variations of the unitary business principle consistent with these constitutional
requirements.2'® One such variation, the Court said. is combined reporting of affiliated
groups of corporations®® whose application 1o multinational conglomerates, like Con-
tainer Corporation of America, was at issuc in this case.?'” Second, the Court reafirmed
that under both the due process and commerce clauses an apportionment formula must
be tair.2'* Third, the Court restated that under the commerce clanse an apportionment
formula wust not result in discrimination against either interstate or foreign com-
merce.!?

The lirsi issie to be considered by the Court was the unitary character of Container
and its subsidiaries.??® The Court, however, was unwilling to take an active role in
deciding this issue for fear ol spawning a great deal of further liigation on the intricate
factual issues relating o unitariness.**' Consequently, the Gourt stated that iv will,
whenever reasonably possible, defer to the state courts” determinations of the unitary
character of an enterprise, so long as they are “within the realm of permissible judge-
ment.”*** According to the Court, it is the sole responsibility of the federal government,
not of the United States Supreme Court, 1o achieve uniformity in the definition of a
unitary business.?*®

[n reviewing the lower court’s finding that Conainer and its subsidiaries constitute a
unitary business, the Supreme Court, unlike the Calitornia Court of Appeals below,#* did
not refer 10 any of the formalized tests of unitary business, such as the “three-unities
test™ or the “contribution and dependence test.”#® Instead, the Court chose to rely’

4[4 a1 2040, The Court appeared 1o favor the state’s use of the latter approach by noting that
“formal accounting is subject to manipulation and imprecision, and often ignores or captures
inadequeately the many subtle and largely unquantifizble transters of value that take place among the
compaonents of a single enterprise.” [d,

5 p ar 2941,

26 14 Sep CaL. Rev. & Tax Cove § 25102 (West 1979 & Supp. 1983).

27104 8. G at 204142, The Court was careful 10 point out that while a state might decide to
“respeet formal corporate Eines and treat the ownership of a corporate subsidiary as per se a passive
investment,” this approach was “not constitutionally required.” Id. at 2941. In accepting combined
reporting as a permissible method, the Court quoted dicta from the Mobil case: “[s]uperficially,
intercorparate division might appear to be an . . . attractive basis for limiting apportionability. But
the form of business organization may have nothing to do with the underlying unity or diversity of
business enterprise.” Id. (quoting Mabil Oil v. Comm'r of Taxes of Vermont, 445 U.S. 425, 440
(1980)). See supra notes 101-07 and accompanying Lext.

1% 104 S. Ct. at 2942, The Gourt noted that there are two components of fairness: internal
consistency, which requires that 1he formula must be such that, if applied by every jurisdiction, it
would result in no more than all of the unitary business’ income being taxed, and external consistency,
which requires that the factor or factors used in the apportionment formula actually reflect a
reasonable sense of how income is generated. Id.

219103 5. Cu ar 2943,

20 fd, w1 2945,

32 fd at 2945-46,

122 4

223 14 at Y056, See infra notes 356-37 and accompanying text.

224 §ge Container Corp. ol America v. Franchise Tax Bd., 117 Cal. App. 3d 988, 993, 1000, 173
Rptr. 121, 125, 129 (Ct. App. 1981).

225 Tor a detailéd discussion of the three unities test, see supra, notes 84-86 and accompanying
text,

226 por a detailed discussion of the contribution and dependence test sce supra, notes 87-88 and
fccompanying text.

Cal.
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on a series ol factors contained in the record and concluded that all such factors “taker in
combination” were sufficient 10 support the lower court’s tinding of a unitary business.??7
The Court explicitly refused 10 decide whether any particular factor would be sufficient
or conclusive in determining whether the taxpayer's business is unitary.22%

One of the factors considered by the Court was that Container Corporation and its
subsidiaries were engaged in the same line ot business.2? Like the Court below 239 the
Supreme Court endorsed the “administrative presumption™ that corporations engaged in
the same line of business are unitary, at least as long as this presumption is only one
element among many in a court’s finding of a unitary enterprise and its use is reasonably
limited ** The Court declined to set out any bright-line test of unitariness. In particular,
the Court refused to follow the suggestion of a leading scholar?™ in requiring a substan-
tat flow of goods among the component parts of a mercantile or manufacturing enter-
prise as a prerequisite to a findmg of a unitary business.?® The Court reasoned that
unitariness is predicated upon a “llow of value, not a How of goods,” as evidenced by
functional integration, centralization of management, and economies of scale,2M

After finding that the lower court’s determination of the unitary character of Con-
tainer was within the realn of permissible judgment,?* the Court addressed the issue of
fair apportionment. The Court held that Container lailed to sustain the burden of
proving that the income atributed to California bore “no rational relationship to the
n-state vatues” of the firm, and was "out of all appropriate propurtion to the business
transacted”™ there**" Container challenged forinula apportionment on two (actually and
theoretically related grounds.*"” The (irst ground was that its toreign subsidiaries were
significantly more profitable than its domestic operations, so that apportionment by
tormula systematically distorted the true allocation of income between Container and its

27108 5. Cr. at 2948, The fuciors considered hy the Court included: Container’s assisiance o its
foreign subsidiaries in obtaining uscd and new equipment and in filling personnel needs; Container’s
substantial role in loaning funds 1o the subsidiaries and guaranteeing loans provided by others; the
“considerable interplay” between Container and the subsidiaries in the area of corporate expansion;
Contatner’s technical assistance to its subsidiaries; and the supervisory role played by Container's
officers in providing general guidance 10 the subsidiaries. /d. at 2947.

. at 2948,

21, at 2947,

¥ Container Corp. of America'v. Franchise Tax Bd., 117 Cal. App. 3d 988, 1000, 173 Cal. Rpur.
120, 129 (Ct. App. 1981). Based on the administrative regulations implementing the Galifornia tax
statute, CALIFORNIA ADMINISTRATIVE .C()DE, title 18, Section 25120(b), the California Court of
Appeals noted that "a strong inference of a unitary business exists where the taxpayer is engaged in
the same type of business as its subsidiaries.” Container Corp. of America v. Franchise Tax Bd., 117
Cal. App. 5 988, 1000, 173 Cal. Rptr, 121, 129 (CL. App. 1981}, The Court showed great deference
for this administrative construction of the Calilornia tax laws. Id.

#1103 8. Cu at 2947, The Court noted that investment in affiliates engaged in a business truly
distinct from the taxpayer's main line of business often serves the primary function of diversifying
the corporate portiolio and reducing the risks inherent in being tied to one industry’s business cycle,
{d. When, however, a corporation invests in a subsidiary engaged in the same line of work as itself,
the Court believes its purpose is typically increased efficiency and profitability through economies of
scale, operational integration and sharing of expertise, Jd.

% J. Hellersiein, Recent Developments, supra note 3, at 501-02.

53 103 S. Cr. at 2947 and n.17.

B Id. at 2947,

5 I, ar 2948,

286 14,

BT Id w 2948-49.
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subsidiaries.?*® Container’s second ground for objecting to formula apportionment was
that the costs of production in foreign countries were generally significanty lower than in
the United States, primarily as a result of the lower wage rates abroad, and that, because
wages are one of the three factors in the formula, apportienment unfairly inflated the
amount of income attributed o Calilornia, where wages are higher.** The Court found
these arguments unpersuasive and upheld California’s use of formula apportionment ***

The Court did not set out to show that these arguments were unsupported by the
evidence produced.?*! The Coun, instead, pointed out ihat even if the taxpayer’s com-
plaints against the distortions caused by unitary taxation were verified in reality, it would
ot automatically follow that the taxpayer should prevail2*? The Court in lact acknowl-
edged that both separate geographical accounting and formula apportionment are “im-
perfect proxies for an ideal which is not only difficult to achieve in practice, but also
difficult to describe in theery.'2*? Perfect accuracy is not to be expected regardless of what
approach is adopted. Accordingly, the Court did not maintain that the use of a three-
tactor formula is an absolute guarantee against distortive effects.®* The Court noted,
however, that the three-factor formula has been widely adopted by the states, including
California, because the elements that it takes into account — payroll, property, and sales
— appear, in combination, te reflect most of the Tactors by which value is generated >
Consequently, while the Court implied that Container’s evidence as to relative profitabil-
ity and disparate costs of production might be sutficient to subsiantiate Container’s
complaints, such evidence did not in fact demonstrate the gross distortions in the amount
of income attributed 1o California, that are necessary (o strike down unitary taxation in
any particular case.?*¢ More importantly, however, the Court stated that even if’ Con-
tainer’s complaints accurately reflected rveality, they would not in theory impeach the
rationale undertying formuta apportionment.*¥

Although the Court found California’s method of taxation in and of itselt proper and
fair, the Court admitted that the method used by California is quite different from that
employed by the federal government and the vast majority of foreign nations.*'* The
internationally recognized approach to income taxation of multijurisdictional enterprises
is a version of the separate accounting approach, often called the arm’s length standard. >
Under the arm’s length standard, each corporation, even if closely related to other
corporations within an affiliated group, is treated as a separate entity.** If, the Court
indicated, intra-group transactions differ from arm’s length transactions, then an adjust-

I Id. at 2948.

314 an 2949,

O,

B,

M2 1d,

W3 .

M,

LAkl 7%

M4 1d. an 2049-50. The Court tound that the difference in the amount of income taxable by
Calitornia as computed by Container from that computed by staie authorities was 14 percent, “a
figure certainly within the substantial margin of error inherent in any method of atributing income
among the components of a unitary business.” fd. at 2950,

7 1d. at 2949. See infra notes 326-30 and accompanying text.

8 1d, ar 2950,

249 ]d

B0 Id_
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ment is required in order to reallocate income among related taxpayers.?® The Court
stated that for federal income tax purposes, the arm’s length approach is articulated in
section 482 of the Internal Revenue Code.??

California’s departure from the internationally accepted method of taxation raised a
constitutional issue because of Gontainer's multinational character. The Court noted tha
it Container’s unitary enterprise were entirely domestic, the application of difierent
methods of taxation in different states would raise no commerce clause issue.? Given the
firm’s multinational character, however, the Court stated that its inquiry under the foreign
commerce clause must be more searching than in the case of a domestic multistate
corporation.** Under the standards developed by the Supreme Court in Japan Line ?®
the Court looked at whether California’s worldwide unitary tax (1) ereated a substantial
risk of multiple taxation; and (2) impaired federal uniformity in an area where federal
uniformity is essential 258

In applyimg these standards, the Court admitied that the Confainer case was similar to
Japun Line in that there was proof of actual double taxation, stemming from California’s
adoption of a method ol taxation different from and inconsistent with that adopted by the
federal government and accepted by the international community.*??

Nevertheless the Court distinguished Japan Line from Container on three grounds.
First, Container involved a tax on income, rather than on property.? Second, the double
taxation in Container, although real, was not the “inevitable” result of the California taxing
scheme.®* "The occurrence of multiple taxation depended solely on the facts ol the
particular case * Third, the tax in Container tell on a corporation domiciled and head-
quartered in the United States, rather than on the foreign owners of an instrumentality of
foreign commerce.**! Because Japan Line specilicatly excepted from its holding the case of

#1014 w2953, The Court recognized that under the arm’s length approach, transactions
anxmng related corporations are closely scrutinized to avoid income shifting. /d. Intragroup transter
prices for goods and services are equated to the price levels that would result among unrelated
parties dealing a arm's kength in comparable situations, products, and markets. Id. The Court noted
that the rationale behind the arm's length approach is that, for a variety of reasons, businesses
sharing a coninon economic interest, typically a parent corporation and its subsidiaries, ofien find it
advantageous to engage in transactions on terms ditTerent from hose which would result if either
party were dealing with an unrelated person. 7d,

BT Id. at 2053, LR.C. § 482 (1983) provides that:

In any cise of two or more organizations, trades, or businesses (whether or not
incorporated, whether or not organized in the United States, and whether or 1eH
affiliated) owned or controlled directly or indirectly by the same interests, the Secretary
may distribute, apportion, or allocate gross income, deductions, credits or allowances
between or among such organizations, trades., or businesses, it he determines that such
distribution, apportionment, or allocation is necessary in order 1o prevent evasion of
taxes o clearly to reflect the income of any of such organizations, trades or businesses.
id.

#3103 S, CLoat 2950, Elsewhere in the opiion, the majority noted that in the interstate
commerce context the commerce clause has not in practice required much more than fair appor-
tiommmnent. fd. ar 2943,

I a1 2950,

2% For a discussion of fapan Line, see supra notes 188-203 and accompanying text,

3EO S, Cr.oat 2951,

B Id w Y951-52,

I fd, at 2959,

B8 1,

0 1d. On this point the disagreement between the majority and the dissenters is at its maxi-

mum. For a detailed analysis, see infra notes 331-39 and accompanying text.
103 8. Cuoat 2952,
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domestically owned instrumentalities engaged in foreign commerce,*®* the Court did not
have to narrow or overrule that case in deciding Container.*®® Based on thé facts before it,
the Court expressly refused to decide whether worldwide combined apportionment as
applied by a state to a domestic corporarion with foreign parents or to foreign corpora-
tions with either foreign parents or loreign subsidiaries is constitutional.?5*

[n analyzing the issue of double taxation, the Court pointed out that, although even a
slight overlapping of tax in the international context raises a constitutional issue, there is
no “absolute prohibition” on state-induced multiple taxauon.?® A siate tax, the Court
stated, must be looked at in its context and in light of the alternatives reasonably available
to the taxing state.2®® In the Container situation, the Court noted, there was no alternative
available to Calitornia that would assure elimination or even amelioration of the double
taxation problem, short of the state’s loregoing any tax on Container’s income.?®” The
Court said that even if Cualilornia were to adopt some version of the arm’s length
standard, there would be no guarantee that the international double taxation problem
would be eliminated.?®* This is due to the likelihood ol substantial differences in the
precise rules whereby the various national jurisdictions implement such a standard.?®®

Having resolved that no undue risk of multiple taxation was involved in the case, the
Court confronted the issue of whether California’s worldwide unitary tax impaired
lederal uniformity.*™ The Court stated that when a state tax implicates foreign affairs, it
must be held unconstitutional it it either implicates matters of foreign policy within the
exclusive power of the lederal government or violates a clear federal directive. ?7!

Under the first prong of the above test — whether the California tax implicated
toreign policy — the Court considered the risk that worldwide unitary taxation would
offend United Siates foreign trading partners and lead them to retaliate against the
nation as a whole.?”* The Court, however, was reluctant to engage in a iactual investiga-
tion or a baluncing between the risk of retaliation and the freedom of the states.?™
Foreign policy, the Court stated, is the province of the Executive Branch and of Con-
gress.®™ In accord with this position, the Court woek notice of the Administration’s

282 Japan Line, Lid. v. County of Los Angeles, 441 U.S. 434, at 444 n.7 (1979).

263103 8. Cr.oat 2952,

200 jd. a1 2952 n.26.

185 Id. at 2953, The Court stated that “a problem that might be deemed de minimis i a domestic
context . . . assumes importance when sensitive matters of foreign relations and national sovereignty
are concerned.” Id. (quoiing Japan Line, Lid. v. County of Los Angeles, 441 U.S. 434, 456 (1979)).

266 103 S, Ct. at 2953,

=7 1d.

268 Id, ar 2954,

19 14, The Court concluded that “in the absence of a central coordinating suthority, absolute
consistency, even among taxing authorities whose basic approach 1o [division of income among
various taxing jurisdictions] is quite similar, may just be too much to ask . . ." Id., and that therefore
“it would be perverse . . . 10 require California to give up one allocation method that sometimes
results in double taxation in favor of another allocation method that also sometimes results in double
taxation.” I/d. at 2954-55.

270 1d. ar 2955,

271 Id

2.

¥ Id. 1In 1he absence of explicit congressional action and given its unwillingness 1o make policy
Judgments, the Court noted it was left with “objective standards™ and “general observations' regard-
ing the imperatives of international law and economics. /d.

B, at 2956.
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decision not o lile an amicus curiae briet in opposition to the state tax.?’ The Court
considered the Executive Branch's unwillingness to take a strong position on the issues of
this case as at least some indication that the foreign policy of the United States was not
“seriously threatened” by California’s action ??®

The Court indicated that foreign retaliation against the United States was both
unlikely and inapposite because in Container the “legal incidence” of the siate tax fellon a
domestic corporation, rather than on a foreign entity, even though, in a sense, California
reached for foreign income.*”” Because Container Corp. was “in one way or another”
taxable in California, the Court reasoned, foreign nations had no reason to retaliate, no
matter how theoretically objectionable they might find Califorma’s approach.?™®

Considering the second prong of its test — whether the California 1ax violated
l[ederal law — the Court was unable to find any specific indication of Congressional intent
contrary to California’s practice.®™ The Court concluded that neither the federal tax
statutes nor the network of tax treaties to which the federal government was a party
provided the necessary pre-emptive force.*®® The Court found that although many
treaties require the federal government to adopt the arm’s length approach in taxing
domestic income of multinattonal enterprises, that requirement is normally waived with
respect to the taxes imposed by the signatory nations on their own domestic corpora-
tions.** Moreover, all such wreaties exempt the taxing activity of “sub-national gov-

212

ernmental units” such as the states.?** As to congressional legislation in the field of state

275 14, The Court was careful to point out that “the lack of such a submission was by no means
dispositive.” Id. The Court, however, noted that the Solicitor General had submiuted a briet opposing
worldwide tormula apportionment in Caterpillar Tractor Co. v. Lenckes, 84 Il 2d 102,417 N.E. 2d
1343 (1981), appeal dismissed, sub. nem. Chicago Bridge & Iron Co. v. Caterpillar Tractor Co., 51
U.S.LW. 3937 (1983). 108 S. Ce. at 2956 n.33. In Cerfainer the Court stated thae "although there
[was] no need for us to speculate as to the reasens for the Solicitor General's decision not to submita
similar brief in the [Container case], . . . there [was] no indication that the position taken by the
government in Chicage Bridge & Iron sull representfed] its views. . . ." Id. Chicago Bridge & Iron
involved issues almost identical (o Container and was pending before the Supreme Court at the same
time as Container. There the taxpayer sought 1o be treated as a worldwide unitary business to of fset
in-state profits with out-of-state and forein losses. Caterpillar T'ractor Co. v. Lenkes, 84 11 2d 102,
107-08, 417 N.E. 2d 1343, 1347 (1981). The state disagreed and a number of corporations inter-
vened to oppose use of worldwide combined formula apportionment. fd. at 112,417 N.E. 2d ac 1349.
Following the Container decision, Chicago Bridge &8 Iren was dismissed for want of a substantial federal
question. Chicago Bridge & Iron Co. v. Caterpillar Tractor Co., 51 US.L.W. 3937 (1983).

276 103 S. Cu at 2956,

L ac 2955-56. The majority called attention to Container Corpration’s status as a United
States company fwice in the opinion. See supra note 56 and accompanying text.

B8k at 2956, To make its point clearer, the Court pointed out that the amount of tax a
domestic corporation pays in California is “much more the function of California’s 1ax rate than of'its
allocation method.” Jd. Therefore, the Court believed foreign nations have no more reason to
retaliate if a state adopts worldwide combined apportionment than if it raises its general tax rate to
achieve the same economic result. fd. In both cases, the Court maintained, foreign nations might at
best complain ol an “attenuated,” non-injurious offense. /d.

279 Id.

288 fd,

2144 {citing Usivep States Drarr Movel Income Tax Treaty, art. 7(2) & 1(3) (June 16,
LO8 1), reprinted in Tax TreaTiEs (I-H) ¥ 1022 [hereinafter cited as Model Treaty]).

242

103 8. Cr. a1 2956. In its opinion the Court referred o the only proposal ever made 10 insert
in a tax treaty a provision limiting the stues’ freedom to depart from the arm’s length standard,
which did not receive the consent of the Senate. fd. For details of the proposed treaty provision, see
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taxation of’ multijurisdictional corporations. the Court recognized the long history of
proposals, bills wnd debates, but noted that so far Congress had lailed 10 enac any
legislation addressing the problem 2™

In sum, the Court concluded that the California 1ax authorities” treatment of Con-
tainer Corporation violated neither the due process clinuse nor the commeree clause of the
Constitwtion, under the stundards developed in Mabif and its progeny. In particular, the
Court held that the additional wests developed by the Gourt in fapan Line for the states’
unitary taxation of multinational enterprises were satishied in the Container case and the
Joreign commerce clause was not violated.

B. The Dissenting Opinion

Justice Powell, joined in his dissent by Chief Justice Burger and Justice O'Connor,
did not address the issues of unitariness and fair apportionment, but limited his opinion

to the foreign comierce aspects of the Container case.®

The dissenters found Japan Line
controlling and would, therefore, have held California’s nnitary tax unconstitutional 24

Justice Powell, writing for the dissent, stated that actual double taxation inevitably
resulted from Calilornia’s use of an allecation method fundamentally inconsistent with
the internationally recognized method.*™ The dissert maintained that formula appor-
tionment systematically infated the amount of income taxable in California.?*” Because
California’s formula tukes into account payroll, property and sales, it allocates a higher
proportion of income 1o jurisdictions where wage rates, property values and sales prices
are higher 2 The amount of income allocated by formula has no necessary relationship
to the amount calculated under the arm’s length method.?** The dissenters stated that as
long as the three {actors of the formula remained higher in California, tat state would
inevitably tax income under its formula that had already been taxed by another country
under accepted international practice and double taxation would result.2* 1n the dissent-

Convention Between the Government of the United States of America and the Government of the
United Kingdom of Grem Britain and Notthern Ireland for the Avoidance of Double Taxation and
the Prevention of Fiscal Evasion with Respeet to Taxes on Income and Capital Gains, 94th Cong.. 2d
Sess., art. HW4) (1976); Protocol 10 the Convention, 94th Cong., 2d Sess. {1976): Second Protocol 1o
the Convention, 95th Cong., Ist Sess. {1977}, reprinted in 2 Tax TreaTies {P-H) ¥ 89,039, 1 89,061,
89,063. The Senute withheld its consent from the portion of the treaty limiting state 1ax power in part
on the ground that if such limitations should be effected ar all, they should be etfected through the
traditional legislative process, rather than by treaty. See State Taxation of Foreign Source Income: Hearing
on H.R. 5076 Before the House Comm. on Ways and Means, 96th Cong., 2d Sess. 239-90 (1980). Proposed
article 9(4) of 1he Treaty would have prohibited unitary business treatment by a state of a United
Kingdom parent corporation and its United States subsidiaries for purposes of worldwide formula
apportionment. 1038 8. Ci. a1 2956.

M3 fd, ar 2956,

BId at 2957 (Powell, |, dissenting).

25 0d, (Powell, J., dissenting).

e fd. at 2957-538, 2959 (Powell, ]., dissenting).

T Ad. at 2958 (Powell, ]., dissenting).

268 1d. (Powell, ].. dissenting).

% 4d. (Powell, |, dissenting).

0 Id. {Powell, ]., dissenting). Justice Powell supported this view on the record. /4. Since wage
rates, property values and sales prices were lower in Latin America, where the overwhelming
majority of Container's foreign income was earned, California, where all three factors were higher,
would inevitably tax under its formula income that hud already been taxed by another couniry under
the arm’s length standard. fd. (Powell, J., dissenting),

=
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er's view, the torcign commerce clause mandates that California adopt some version of
the arm’s length standard 2! The dissent conceded that even it California were to do so,
double taxation could sull exist througl technical differences in the application ol a
similar approach. Justice Powell, however, maintained that this kind of duplicative tax-
ation is presently tolerated under international practice hecause the occurrences of
double taxation would most likely cancel out over time. " Moreover, disagreements in the
implementation of a compatible standard are maore likely 10 be resolved by international
negotiation, according to the disseniers

Justice Powell was also critical of the Court’s distinction between United States based
and foreign based multinationals 2% First, tie dissent argued that although the raxpayer
in Container was technically a dowmestic corporation, California was taxing the income of
the foreign subsidiaries, thereby giving foreign nations legitimate grounds to complain
that Calitornia was in reality taxing income earned outside its horders.?** Moreover, the
dissenters predicted that ditficult questions would be presented if a state in the United
States attempted to tax the American subsidiary ol i foreign parent company on the basis
of the parent's worldwide income.2* Justice Powell observed that most of the Court's
analysis would be inapplicable to such a case.®™ According to the dissent, the United
States/loreign purent dichotomy is an issue which Congress must address.**

The dissenters also disagreed with the Court’s reliance ont the federal government's
decision not 1o file an amicus curiae brief in opposition 10 the state 1ax.?®* The dissent
considered the Solicitor General's memorandum in Chicago Bridge & Iron Co. v. Caterpillar
Tractor Co.,*"" a case filed before Container, but pending betore the Supreme Court at the
same time, which involved issues almost identical to the Container case, applicable 1o this
latter case as well 3!

The dissenters concluded that ithe Container case did not satisty the requiremens of
the foreign commerce clause, as developed in japan Live and theretore did not address
the due process aspects of the case. The dissent was most critical of the Court's attempt to
draw a distinction between the case of 1 United States based multinational with foreign
subsidiaries and the case of a foreign parent company with United States subsidiaries and
atfiliates.

201 fd. a1 2957-58 (Powell, )., dissenting).

32 fd. (Powell, ]., dissenting}. Justice Powell noted that there is no reason why conflicts in the
specific rules o income aliocation among different nations should "consistenty favor one jurisdiction
over another.” fd. :

M3 fd, ar 2959 (Powell, J., dissenting),

I (Powell, |, dissenting),

M3 4d. (Powell, ], dissenting).

W6 Id ar 2959-60 (Powell, ], dissenting).

WTrdar 2960 (Powell, ]., dissenting). The dissent noted that in such a case retaliation on the
part of the parent's government might be expected, so that, under the Court's test, the state tax
would have to be held unconstitutional. /d. This outcome, however, would be unjustifiable and
unacceptable o the exten that "it would leave California free to discriminate against a Delaware
corporation in lavor of an overseas corperation.” /d. :

88 Jd. (Powell, ]., dissenting).

%9 Id. (Powell, ]., dissenting). See supra note 246 and accompanying text.

34 Caterpitlar Tractor Co. v. Lenches, 84 11 2d 102, 417 N.E.2d 1343 (1981), appeal dismissed
sub nom, Chicago Bridge & lron Co. v. Caterpillar Tractor Co., 51 U.S.L.W. 3937 (1983). For a
detailed analysis ol this case and the Solicitor General’s briel, see supra note 246.

1 103 S, Cr, at 2960 (Powell, J., dissenting). While Justice Powell recognized that the govern-
ment's position might have changed between the time when the Chicagn Bridge & Iron briet was filed
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Ii11. 'THE Container DEcisiox: Sounp CoNsSTITUTIONAL PRECEDENT OR COURT'S
SHOWING OF POLITICAL WISDOM?

In Container Corporation of America v. Franchise Tax Board, the Supreme Court ap-
proved a state’s scheme of worldwide unitary taxation. The decision is best analyzed
through its two theoretically distinct components: (1) the due process discussion of the
unitary business concept and fair apportionment;®"? and (2) the foreigh commerce
portion, dealing with international double 1axation federal uniformity.*® Although the
first portion of the opinion is merely a development of recent Supreme Court precedent
and a consistent application of fairly settled doctrine, the second part addresses more
novel issues and is, thus, tar more controversial. Commen[ators who have consistently
criticized the Court’s tolerance of state division-of-income rules®* are more likely to agree
that the Container decision is the latest embodiment of an “overbroad grant of discretion”
to the states, promoting “inhibitive uncertainty” tor multistate and multinational enter-
prises.*®® Criticism of this kind is likely 10 be even more widespread because Confainer
signals a refreat from the attitude of judicial vigilance shown by the Court in the ASARCO
and Woolworth decisions, ¢

This section will first discuss the Court’s position on the uniiary business concept in
Container in light of the views and proposals of leading commentators. The particular
aspects of the issue of fair apportionment in the case of muliinational firms will then be
explored. Finally, this section will analyze the Court’s treatment of the issue of double
taxation and the problems involved in the Court’s distinction between United States based
and foreign based multinationals.

A. Unitary Business Concept

The Supreme Court's discussion of the unitary business concept in Container is likely
to be a prime target for criticism. In finding that the core of a unitary enterprise is a “How
of value not a flow of goods,”™7 the Court refused to set up a “bright-line test” of
unilariness. One leading scholar has long proposed a “basic operations interdependence”
test that would find an enterprise unitary only if it carried on integrated operating
functions.®*® According to this proposal, the nonoperating functions of a business, such as

and the time when Container was argued, the former case was still pending when the latter was
decided and he believed the Court should have taken the governrnent’s arguments into consider-
ation. Id.

0% See supra, noles 220-47 and accompanying text.

398 See supra, notes 248-83 and accompanying text.

304 See, e.g., W. Hellerstein, State [ncome Taxation, supra note 3, a1 422-23; J. Hellerstein, Recent
Developments, supra note 3, at 502-03,

405 See WhiteNack, State Tax Litigation Afier the Container Decision, 20 Tax NoTes 771, 775-77
(Sept. 5, 1983) [hereinafier cited as WhiteNack].

3¢ See supra notes 145-49 and accompanying text.

847 Container, 103 8. Ct. at 2947, See supra notes 232-34 and accompanying text.

30% 1. Hellerstein, Allocation and Apportionment, supra note 184, at 165. In the author's own words:
“a business is not unitary unless interdependent basic operations are carried on to a substantial extent
in different states by the branches or subsidiaries that comprise the controlled enterprise.” Id.
Examples of basic sperating functions are: manufacturing in one state and selling in another; buying in
one state and selling in another; processing goods or assembling products in one state and transport-
ing them elsewhere. /d. Since interdependent operating functions necessarily imply a flow of goods
among difterent components of a unirtary business, this proposed test is nothing but the “flow of
goods” 1est by another name. McLure, The Basic Operational Interdependence Test of a Unitary Business: A
Rejoinder, 20 Tax Notes 91, 96 (Oct. 10, 1983) [hereinafter cited as McLure, A Rejoinder].
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centralized management, accounting, personnel management, legal and similar services,
centralized advertising, pension and benefit plans or the furnishing of capital, should nat
make a business unitary.®*® Because the cost of centralized nonoperating functions can be
specifically allocated 1o the various components of an enterprise through established ac-
counting procedures, there is arguably no reason to use formula apportionment in such a
cuse. M1 Critics of this proposed “bright-line test” point o the intra-group economic
profits generated by centralized management and services, which make it inherently
impossible to divide income between affiliated tirms.*!! Two 1ypical situations support this
latter view. The first is when demand for the similar products of two affiliated firms is
highly interdependent.®!? In such a case, ceutralized management is in a position to
maximize group profits and allocate net income o one or the other of the affiliated firms,
even without any flow of products or services between them.*!® The second situation is
when there are transters of technical expertise, know-how, managerial and organizational
skills and good will, including brand loyalty.** In such circumstances, it is impossible to
price the constant How of proprietary and highly specialized intormation or 1o allocate the
profits generated by separate activities drawing on a “common pool of technology.”#!

Commentators and pracutioners have long advocated a certain and simple test of a
unitary business.®'® While some point to the How ol goods/basic operational interdepen-
dence test as the proper solution,*'7 others argue that the identification and definiuon ol
“basic operations” is Lardly more workable than the “flow of value” test.*'* Although the

5 Meclure, A Rejoinder, supra note 308, a1 96. See also ]. Hellerstein, Allocation and Apportionment,
supra note 184, at 165; ]. Hellerstein, The Basic Operations Interdependence Requirement of a Unitary
Business; A Reply to Charies E. McLure, fr., 18 Tax Notes 723, 728 (Feb. 28, 1983) [hereinatier cited as
J. Heltersiein, A Reply]

M 1. Hellerstein, Aflocation and Apportionment, supra nole 184, at 165; ]. Hellerstein, A Reply,
supre note 309, at 728, 1t has heen pointed out, however, that the quantification, aggregation, and
specific allocation of intra-group relwtionships and centralized services is likely 10 be more diificuh
and burdensome than formula apportionment. Mclure, A Rejoinder, supra note 308, at 96. Since the
main purpose of any “bright line test” is simplification and the saving of resources, it has been
“suggested that there may be a very serious flaw in this proposal. Id.

810 McLure, Operational Interdependence is not the Appropriate “Bright Line Test” of a Unitary Busi-
ness — At Lenst, Not Now, 18 Tax Novgs 107, 108 (Jan. 10, 1983} [hereinafter cited as Mclure,
Operational Interdependence]; Mclure, A Rejoinder, supra noie 308, at 93, According to this view, the
need for formula apportionment does not stem trom the difficulty of spreading the costs of
centralized services, but rather {rom the impaossibility of distributing the benefits of increased overall
efficiency o the components ot an integrated enterprise, Id.

12 McLure, Qperational Interdependence, supra note 311, at 108-09; McLure, A Rejoinder, supra
note 308, a1 §2-93.

M3 McLure, Operational Interdependence, supra note 811, a1 108-09; McLure, A Rejoinder, supra
note 308, a1 92-93.

0 MceLuare, Operational Tuterdependence, supra note 311, at 109-10; McLurve, A Rejoinder, sujpra
note 308, at 94,

s Mclure, Operational Interdependence, supra vote 311, at 109-10: McLure, A Rejoinder, sujra
note 308, at 94,

W6 Ser, e.g., J. Hellerstein, A Reply, supra note 309, at 730. There Hellerstein stated: “Broad,
vague tests of unitariness . . . have led not only to burdensome. time-consuming aud expensive
compliance and administration, but also to severe distortion and misattribution of income. . .. What
[is needed] is a workable and equitable method ol determining whether a business is unitary . . .
without such inordinate expenditures of time and money.” fd.

M7 1. Hellerstein, Aflocation and Apportionment, supra note 184, at 165,

#H4 McLure, A Rejoinder, supra note 308, at 96. ]. Hellerstein, iz A Reply, supra note 309, a1 729,
concedes that “[like maost legal distinctions, the line between [basic and non-basic operations] . . . has
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Supreme Court in Container explicilly endorsed the “flow of value™ approach.*' the
controversy is far from moot, because individual states are Iree to adopt their own
stindards and beeause Congress will undoubtedly be asked 10 embody one approach or

the other in unitorm federal legislation.?*¢

B. Frir Apportionment

The taxpayer's argument that disparate costs of’ production and rates ol prolitability
in different nations inake formula apportionment unfair did not persuade the Container
Court.**! The Court correcly recognized that the flaw in the taxpayer's argument was
theoretical, rather than tactual 322
3238

Even if the taxpayer’s evidence goes unchallenged, the
source of income principle®? is_irrelevant in determining the fairness of formula
apportionment.™* [f1he states resort to unitary apportioninent hecause separate account-
ing is an inappropriate method 10 allocate the tax base, it is difficult to justify the use of
separate accounting data to invalidate the apportionment result when applied o a unitary
business.®** This usc of logically inconsistent arguments bespeuks a misconception on the
part of the axpayer concerning the foundations for unitary apportionment.

[n Tight of these considerations, the Supreine Court approjmiately found that Con-
tainer Corporation’s argument that its foreign subsidiaries were more profitable than its
California operations was faulty because this argument sought to undermine formula
apportionment by showing that its resulis did not have a necessary relationship with the
324

source ol taxable income.? Moreover, the Court was consistent with ies position in Mobil

m concluding that when profitability arises from the operation of the business as a whole,

its gray and fuzzy areas” and that what constituzes a basic operation in one industry may not he such
in athers. fd. a 730

B9 Container, 103 8. G a1 2947,

120 Melure, A Rejoinder, supra note 308, at 91.92,

103 8. Crom 2948-49.

103 S, Croar 2948-49.

9 “T'he source principle, on which the separate accounting approach is based, says that income
should be taxed solely and entively in the jurisdiction where it is actually generated. |, Hellerstein,
Allocation and Apportionment, supra note 184, a0 163, While the states still consider the source principle
in their division-of-income rules, it is no longer their sole concern. Id. at 16564, It is widely
recognized today that the benefits and protection atforded a multistate or multinational business and
the public costs incurred in furnishing public service, facilities and resources to the business also
ought 10 be taken into iccount in apportioning the tax base. fd. at 164, The Supreme Court in
General Motors Corp. v. Distriat of Columbia, 380 U.S. 553, 561 {1965), said that “[1)he standard
three-tuctor tormula can be justified as u rough, practical approximation of the distribution of either
a4 corporation’s sources of income or the social costs which it generates.” See also House Speciar
SUBCOMMITTEE ON STATE TaxamioxN or INterstate Commerce, 1 Willis Commitiee Report, 158, 159,
H.R. Rer. No. 1480, 88th Cong., 2d Sess, (1964). [n this report the committee stated:

[A] company’s net income should be viewed only us a measure of the company's ability
to contribute 10 governmental costs and . . . once this ability is established, 1he
comtribution sheuld be divided among the States without regard to how this ahility was

oblained. Instead ol locating income by its geographical source, the division-of-income
rule should measure the relative extent to which the company has caused the various
States to incur governmental costs.

Id.

M) Hellerswein, Aifocation and Apportionment, suppa note 184, ac 164,
25

Dexzer, The Unitary Coneept, supra note %, a1 192,
a4 Container, 103 8, Ct, at 2948-449,
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it is misleading 1o characterize the income ol the business as having a single identifiable
“source.”®2? The same conclusions are true [or the differences in costs of production,
property values, and sales prices. The unitary concept is not based on the assumption that
there must be unitormity of operating revenues and expenses among the various compo-
nents of the enterprise,*®® so that every dollar of payroll or property spent in a toreign
Jjurisdiction will produce approximately the same amount of income as a dollar of payroll
or property spent in the taxing state.*?* As the Court stated in Container, the justfication
for appordoning the income of a unitary multinational enterprise is that California
payroll as well as foreign payroll goes into the production ot any given product. whether
manufactured in California or abrouad.?%¢

C. International Double Taxation

The Court's reasoning on the issue of international double 1axation is very refined,*™!

but at times it is so rarelied it becomes unconvincing. The dissenters’ view?3?

in this
respect is much stronger because it is sununary and ol immediate, if superhicial, under-
standing. The Court concluded that whether the combination of Califorma’s worldwide
nrtary tax and of a loreign nation’s arm’s length approach actually results in the same
imcome of a foreign subsidiary of a United States parent being taxed twice or in some
portion of income not heing taxed at all depends solely on the facts of the individual
cases.”™ In purely abstract terms, the Court was correct in its conclusion. In fact, agsum-
ing that the foreigﬁ jurisdiction imposes corporate income tax, the actual occurrence of
double taxation depends both on the particular interplay between the two jurisdictions’
definitions of taxable income and on the foreign country’s application, it any, of an
*adjustment” provision similar to section 482 of the 1.R.C.*** Double taxation would be as
possible, in theory, il both California and the foreign nation adopted some version of the
arm’s length approach, as it would when California adopts unitary apportionmein be-
cause the “crossing” of heterogeneous delinitions of taxable income and/or inconsistent

327 §ep Mobil Oil Corp. v. Commissioner of Taxes of Vermont, 445 U.S. 425, 438 (1980). For an
enlightening illustration of this principle see J. Hellerstein, Allecation and Apportionment, sufra note
184, ar 164,

4 John Deere Plow Co, v, Franchise Tax Board, 38 Cal. 2d 214, 228, 238 P.2d 569, 576 {1951).
See alsy Dexter, The Unitary Concept, supra note 3, at 205-07.

4 1. Hellerstein, Allocation and Apportionment, supra note 184, at 164. Hellerstein contends that
the problem with the tuxpayer’s argument is one of preof, namely rhat there are not sufficient factual
elements 1o adjust wage rates and property costs “for comparative productivity, country by country,
and the elfects on unit cosis of production of the greater use of medern sophisticated machinery in
developed as compared o developing countries.” fd. at 164, I this view he is, however, mistaken,
The guestion is not whether, as a matter of fact, the existence of subsiantial disparities in the rominal
wage rates and propetty cost, when adjusted for comparutive productivity, country by country, is
nevertheless such as 1o make the eflective real cost of production so difterent as to cause apportion-
ment to result in severe «istortion and misattribution of income. No matter how well supported by
the evidence the disparity in real costs per umit of production is, the source rule remains legally
irrelevant in determining the appropriateness of formula apportionment,

B Container, 103 5. Gt. at 2949. In light of this statement contained in the text of the opinion, the
Court's notation in a_festnote that formula apportionment is based on “the assumption that rates of
return on property and payroll . .. are roughly the same in different jurisdictions,” id. a1 2949-50 o
n.20, remains an enigma.

3121 See supra notes 267-69 and accompanying text,

82 Gee supra notes 287-93 and accompanying text.
Container, 103 5. Cr. m 2952,

See supra note 252 and accompanying text.

ETE

334
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reallocations of income under section 482-type rules might still produce double 1axation
ol the sante incone, As a practical matter, however, the dissenters were correct in
pointing out that multiple tixation is much Jess likely to occur when the 1wo jurisdictions
involved have adopted homogencous approaches ™ Furthermore, even it double taxa-
tion actually resulted in this latter case. it would be unlikely that the effeas on tax
revenues would favor consistently and unilormly one jurisdiction over another and thus
its distortive effects would tend to balance oul over ume, "

The Court’s opinien had the merit of pointing out that international double 1axation
is not linked 1o any particular set ol technical division-of-income rules, but that double
taxation arises whenever two taxing authorities assert overlapping jurisdicoon over the
same taxable income and neither one provides the taxpayer compensatory reliet for the
other's claim 7 The Court recognized that international double taxation is simply a
speailic instance of unfair apportionment. Multiple taxation occurs whenever one or
more jurisdictions 1axes, either intentionally or inadvertently, a share of the overall tax
base out of proportion with the benelits and protection afforded w and the public costs
incurred in furnishing government services to the multijurisdictional enterprise that
generated the income. Double txation, therelore, is neither more nor less “inevitable™ it
botl jurisdictions adopt the arm’s length standard than il one uses formula ipportion-
ment. The disagreement between the majority and the dissent can be wanslated into the
difference between “inevitable”™ and “likely.” The mujority concentrated on the theoretical
issues underlying the Coniainer situation, while the dissent looked at the actual circum-
stances of the situation. 1 the correctness of logical deductions is the focus, the majority is
correct, i practical realities are the locus, the dissenters are correct.

"

The bottom line, as the Court said in Container, is that “allocating income among
various taxing jurisdictions bears some resemblance to slicing a shadow."® To the extent
that there is a “right” way of dividing the tax base, the “right” result may be accomplished
equally well through formula apportionment as through the arm’s length rule. Fair
apportionment is the result of political good will, rather than technical rules. Ultimately,

335 See supra notes 292-93 and accompanying text. Even the California tax authoerities implicitly
conceded that this was a correct view by “not seriously disput[ing) the acrual exisience of double
taxation,” even though it was not conclusively demonstrated on the record. See Container, 103 5, Ct. a1
9951-52 n.22. Container, in fact, ditt not procduce the tax rewurns filed by its subsidiaries in their
foreign domiciles. Id. 1t was emtirely possible that deduciions, exemptions, or adjusiments available in
the foreign income tax systems eliminated any overlap in taxable income caused by California’s
apportionment. Jd.

336 Contairner, 103 5. Ct. at 2958-59 (Powell, ]., dissenting}. The possibility that conflicts between
the substantive section 482-type allocation rules applied by each of the taxing jurisdictions involved
may result in overlapping taxation has long been recognized. See Madere, International Pricing:
Allocation Guidelines and Relief from Double Tuxation, 10 Tex. IsT'n L.J. 108, 109-10 (1975). Double
Taxation occurs, for example, when the United Stntes federal government assesses a deficiency
against a United States parent based on income reallocated to it from its foreign subsidiary pursuant
to L.R.C. section 482, and the subsidiary has already reported that same income to the foreign tax
authorities and paid taxes on it. /d. at 109. The subsidiary may, of course, try to obtain a correspond-
ing reduction of its tax liability in the foreign domicile. Id. at 109-10. Most countries, however, refuse
to grant a downward adjustment solely on the basis of the reallocation practices of a foreign
Jurisdiction. Id. at 121. Moreover, it must be nated that this kind of double taxation, contrary to the
kind present in the Confainer case, is nearly confiscatory, because the principle rate of corporate
income taxatton at the national level is between forty and fifty percent in most industrial countries.
fd. at 110. .

37 See generally Madere, supra note 336, at 122,

Y Container, 103 8. Co. at 2054,
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then, double taxation from whatever source has to be eliminated through international

negotiation and cooperation.®*

D. The United StatesiForeign Parent Dicholomy

The Court’s handling of the issue of foreign retalintion against California's
worldwide unitary tix centers on the United States/foreign parem dichotomy.** What
maotivated the Court 1o distinguish unitary taxation of a United Staies based multinational
from that of a foreign based multinatonal was probably the fact that the protests against
worldwide combined taxation submitted by several foreign countries to the federal
govermmnent dealt mostly with the case of a foreign parent with United States sub-
sidiaries ' One commentator has eriticized the Court for choosing "not to dwell” on such
protests, taking the position that the Container decision presented an issue of “local rather
than international concern.” ! Nevertheless, the Cowrt’s conclusion that foreign retalia-
tion against the California tax was unlikely 1s supported by the hndings of a study of the
Advisory Commission on Intergovernmental Relations *9 After a thorough investigation
triggered by the formal protesis of several foreign governments, the Commission found
no evidence that state use ol worldwide combination had caused harm to the nation.?*
The study concluded that unitary taxation of muhlinational firms by the stales did not
result in any cut-back in investment in the United States, any retaliatory taxation by
forcign governments of American corporations operaiing abroad, or any refusal by
foreign governments 1o conclude tax treaties with the United States government. ™3
Furthermore, because the Court considered the issue in Contaiver as one involving merely
the local corporate income tax on a domestic taxpayer, in the Court’s view, foreign
countries were really complaining of” excessive taxation indirectly affecting economic

¥ The proof that no system ol taxation of multi-jurisdictional taxpayers contains any magic
self-correcting feature against double taxation is that modern tax conventions invariably provide for
“ual agreement procedures.” authorizing bilateral negotiations directly between the competent
tax authorities of the signatory countries in order to remedy double taxation on a case-by-case basis.
Madere, International Pricing, supra note 336, at 124,

MY See supra notes 277-78 and accompanying text.

1 WhiteNack, supra note 305, at 780. Several foveign nations, incduding Canada, France, the
United Kingdom, the Netherlands, the European Economic Connnunity, amd Japan, protested
against the worldwide unitary tax, through amici eurige briefs filed in the Container and Chicago Bridge
& Iron cases. Conlatner, 103 S, Ct. at 2960 n.4. In s memorandum for the United States as amicus
curige in Chicago Bridge & fron, the Solicitor General noted that a "number of foreign governments
have complained — both officially and unoificialiy — that the apportioned combined method . . .
creates an ireitant in their commercial relations with the United States.” Memorandum for the
United States as Amicus Curiae at 3, Chicago Bridge & Iron Co. v. Caterpillar Tractor Co., appeal
dismissed 51 U.S.L.W. 3937 (U.S. October 10, 1983)), reprinted in 14 Law Rerrives (BNA) No. 9, 967,
973 (1981-82 terms).

When a state seeks to levy a worldwide unitary‘sla.\' on a foreign multinational the concern aver
the threar of retaliation is far more serious, Javaras & Browne, Litigation Prospects After Container: The
Foreign Parent Issue, 20 Tax Notes 1027, 1030 (Dec. 19, [983). One commentator suggested that in
this case the technical argument that the legal incidence of the tax falls on the United States
subsidiary of a foreign parent would be far less persuasive. Id,

2 WhiteNack, supra note 305, at 780 (citing Container, 103 S. Ct. at 2956).

#3 - Advisory Comunission on Intergovernmental Relations, State Taxation of Multinational Corpo-
rations, 18 Tax Norves 995 (March 21, 1983) [hereinafier cited as ACI#t Report].

M3 fd. ac 1002,

a1s ,d'
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activity abroad, rather than multiple taxation or tax discrimination.?® [n the absence of
double taxation ol foreign income or discriminatory treatment of foreign enterprises
operating in the United States, it was rather casy for the Court to dismiss forcign
retaliation as an unlikely and vnwarranted response (o the California tax.”"7

The Container opinion leaves a significant gap in the delimitation of the unitary
husiness concept as applied to foreign based multinational firms.** The issue of the
constitutionality of worldwide unitary taxation by a state ol domestic corporations with
foretgn parents, or foreign corporations with either loreign parents or foreign sub-
sidiaries will have to be brought before the Supreme Court again on a more appropriate
record. This issue has already been presented by several lower court cases in various
federal courts. ™™

Besides adhering to constitutional precedents and doctrine, the Court in the Con-
tainer case took the appropriate political stance. The combination of delerence 10 the
states” division-of-income rules and deference 1o the federal government’s authority to lay
uniform rules creates a powerful momentum toward a forthcoming, and badly needed,
compromise solution in the area of state income taxation of mulujursdictional corpora-
0ons.

1V, THE ImracT oF THE Container DECISION

The eflectiveness and equity of the unitary business/formula apportionment ap-
proach depends on its widespread and uniform application by the states and, ulitmately,
by the federal government and foreign nations. Although adoption by the latter is

$4% Container, 103 8. Cr. at 2956, The majority noted that “foreign nations have a legitimate

interest in reducing the tax burden of domestic corporations” and that “[they] may be . . . offended
by what [they] consider unorthodox treatment of [Container Corp.].” /d. These complaints, however,
do not rise to the level of legally cognizable rights of injuries, the Court held. /d. The dissenters
apparentely recognized this problem with the taxpayer's argument when they admitted that even if
toreign governments have no grounds for complatning about the overall tax burden of an American
corporation, they have legitimate grounds to complain against the worldwide unitary tax because, “if
nothing else, such a tax has the efiect of discouraging American investment in their countries,” fd. at
2959 (Powell, ].. dissenting). See also Javaras and Browne, supra note 341, ar 1029-30.

7 See Container, 103 8. Ct. at 2956. It must be kept in mind that the Court refused to engage in
fact finding and policy making on the issue of foreign retaliation. See id. at 2955. Instead the Court
chose to consider the issue in the abstract, based on the “imperatives of international trade and
international relations,” fd.

43 Javaras and Browne, supra note 341, at 1027; WhiteNack, supra note 305, w1 780.

38 See Shell Pewroleum, N.V. v. Graves, 709 F.2d 593 (9th Cir. 1983}, cert. denied sub nom. Sheil
Petroleum v. Franchett, 51 U.S.L.W. 3440 (Dec. 6, 1983): Capitol lndustries EMI, Inc. v. Bennett,
681 F.2d 1107 (9th Cir. 1982), on remand sub nom. EMI, Lul. v. Bennett, 560 F. Supp. 134 (N.D. Cal.
1982), cert. denied, 103 §. Ct. 1189 (1988): Alcan Aluminium, Lid. v. Franchise Tax Board, 558 F.
Supp. 624 (S.D.N.Y. 1983), aff'd, — F.2d — (2d Cir. 1983}, cert. denied, 51 U.S.L.W. 3309 (U.S.
January 10, 1984). Recent litigation on the foreign parent issue has dealt primarily with procedural
issues, in particular a foreign corporation’s right to initiate an action challenging a unitary tax
directly in the federal courts, Javaras and Browne, supra note 341, at 1032. Such right has been
repeatedly denied. See cases cited supra. Foreign parents are typically barred from initisting an
action against state tax authorities in federal courts on grounds of standing and ripeness. Javaras and
Browne, supra note 341, 1032-33. The few cases pending in state courts are all in the early stages at
the trial level. WhiteNack, sufre note 305, at 782. Pending the Container case, both the states and the
taxpayers were unwilling to go beyond the administrative level. /i,
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speculative, ™" uniformity ameng the states has always been the underlying concern in all
of the Supreme Court’s decisions in this area.?®! There is, however, no uniformity among
the states today.*> This state of affairs creates ditliculties for hoth the states and business-
es.%*¥ Uniform division-of-income rules would produce benefits for both the states and
businesses in (he form of improved tax administration and reduced compliance bur-
dens 3%

Both the taxing states and the taxpayers stand to lose from a continuation of the
present situation of nonuntformity. While some states may temporarily increase reve-
nues through aggressive division-ot-income practices, stich a practice will inevitably lead
ta loss of loreign investment. The states may force each other into fiscal disaster through
complacent income taxation 1o atiract foreign capital. Multijurisdictional corporations
may try to play olf the differences in state tax laws 10 reduce their taxes or wo play shell
games with their income, but the benefits so generated would be autweighed in the long
run by the inelficiency of allocating resources solely on the basis ol tax mininization and
tax avoidance considerations. The federal government may avoid a conflict with the
state’s claim of unfettered sovereignty and a possible sacrifice of some of'its own revenues
to offset lost state taxes. But it would become increasingly difficult for the tederal
government to deal with foreign countries in order to protect United States businesses
abroad and foreign businesses in the United States, Conflicting interests will generate an

80 Presently no foreign nation adopts the unitary business/formuta apportionment approach.
Consideration of the great dilficulties encountered by the lmernal Revenue Service in enlorcing
section 482 ol the Internal Revenue Code of 1954 has lead w0 suggestions that the United States
tederal government adopt the unitary approach. See GENERAL AccounTing Orrice, DIGEST OF THE
REPORT 10O THE CHAlRMAN OF THE House CoMMITTEE ON Wavs aND MEans, IRS Could Better Protect
U.S. Tax Interests in Determining the Income of Multinational Corporations, veprinted in 13 T'ax Notes 877
{October 19, 1981). No such action has yet been waken by the federal government,

1 See supra note 223 and accompanying text.

2 GENERAL ACCOUNTING OFFICE, DicesT 0F ToE REPORT 10 THE CHAIRMAN OF THE House
CoynTree oN Wavs asxn Means, Key Issues Affecting State Taxation of Multijurisdictional Corporate
Income Need Resolving, reprinted in 16 Tax Nores 159 (July 12, 1982) [hereinafter cited as GAO
RerorT DiGEsT, Key Issues]. According 10 a recent GAQ report, forty-five states (including the District
of Columbia) presently access taxes on the income of multi-jurisdictional — multistate and multina-
tional — corporations, using “a bewildering variety of rules.” Id. Of the forty-five states that 1ax such
income, six do not have specific criteria for multi-jurisdictional corporations, while the thiriy-nine
others use one or more of sixteen different rules. fd. at 160, Thirty-four states use federal taxable
income as the starting point for determining staie taxable income; the other eleven generally require
a corporation to start with gross income and deduct specific items. /d. Thirty-nine siates use an
equally weighed abrec-luctor formula composed of property, payroll, and sales, but four of these
states also can use alternative formulas which are differently compaosed and weighed. Id. The other
six states use different fornuulas, f4, States do not define uniformly the factors ol property, payroll,
and sales. I, Some states choose to allocate, instead of apportion, certain types of income in total to
individual states. /d. Eleven states allocate little or no income; twenty-four allocate non-husiness
income; and ten states allocate income which they Elassify in various ways, Id. Only thirteen states
currently adopt worldwide combined reporting, but a great majority of the large corporations with
foreign operations do business in states using this method. /d.

33 See generally GAO Report Digest, Key Issues, supra note 352, at 159. The present degree of
non-uniformity increases the risk of over- or undertaxation. Ultimately, a non-uniform and complex
tax system creates the risk of non-compliance and generates an unaccepeable level of enforeement
costs, compliance burdens, and uncertainity. /d.

1 See Corrvigan, Toward Uniformity in Interstate Taxation, 10 Tax NoTEs 507 (Sept. 15, 1980)
[hereinafter cited as Corrvigan, Toward Uniformity]; McLuve, Toward Uniformity in Interstate Tazation:
A Further Analysis, 13 Tax Notes 51 (July 13, 1981) [bereinafier cited as Mclure, Toward Uniformity].
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increasing amount of litigation, thereby wasting the courts’ limited resources and produc-
ing a crazy quilt of weaving precedents.

There are two self-correcting forces operating within the existing newwork of dispa-
rate division-of-income rules used by the states: businesses’ freedom 1o locate in states that
provide the most lavorable tax climate and judicial scrutiny ol unconstitutional state
practices®* These self-correcting forces may be effective in preventing the present
systern of nonuniform rules from generating excessive distortions in the taxation of
multijurisdictional entities. These forces, however, will never uachicve tax efficiency and
equity, which require that neither more nor less than one hundred per cent of a mul-
tijurisdictional corporation’s income be taxed overall, with each jurisdiction receiving a
share of tax revenues proportionate with the benefits and protection provided by it. This
optimal result can only be obtained through positive, nationally uniform rules, either
through the states’ voluntary cooperation or through congressional legislation.

Although the Supreme Court is aware of the need for uniformity and certainty in
division-of-income rules, it is unwilling 10 interfere with the political process and act
direatly to achieve those goals. The Court has repeatedly stazed that Congress and the
Executive Branch have the constitutional power and authority (o deal with the interstate
and international commerce issues posed by state taxation of corporate income 33 The
Court usell has steadfastly and appropriately refused to “assume the legislative mantle”
and dictate uniform rules for the states through its decisions.®” Nevertheless, the Court's
piecemeal provision of answers to issues raised in adversary proceedings between indi-
vidual taxpayers and individual states on a case-by-case basis is not a satisfactory way of
resolving the policy conflicts underlying unitary taxation ** Consequently, it seems very
unlikely that the Court would “try to pick apart” a negotiated solution at the tederal level
or a congressional stawute achieving true uniformity in division-of-income practices
among the states*5*

The Court’s attitude of judicial restraint in the Container casc creates a propitious
climate for a political solution to division-al-income problems. By granting wide discre-
tion to the states in the taxation of multinational firms, the Container decision may inspire
congressional activity aimed at curhing the states’ freedom to adopt aggressive tax policies
in this area. 3™ The threat of federal legislation, however, evokes immediate and vigorous

383 ACIR Report, supra note 343, at 1002, According to the ACIR Report, these self-correcting
forces make congressional action unnecessary. fd. Others disagree. See GAO Rerorr DiGEsT, Key
fssues, supra note 352, at 160: see also, Comimittee on Interstate Commerce of the New York State Bar
Association Tax Section, Cengress and the Taxation of Multijurisdictional Corporations, 20 Tax Noves 451
(Nov. 7, 1983} [hereinafter cited as N.Y. Bar Ass'n Report].

356 See, e.g., Moorman Mig. Corp. v. Bair, 437 U.S. 267, 280 (1978); Mobil Oil Corp. v.
Commissioner of Taxes of Vermont, 445 U.5. 425, 449 (1980); see generally Corrigan, Toward
Uniformity, supra note 354, at 510.

37 See McLure, Toward Uniformity, supra note 354, at 55.

84 See id.: GAO Rerorr DiGest, Key fssues, supra note 352, at 160: N.Y, Bar Ass'n Report, supra
note 355, a1 454, But see ACIR Report, supra note 343, at 1001-02, It is important 1o note the time and
context in which the different comments were made. The perception of the Supreme Court’s
attitude varied dramatically and repeatedly in the four-year period between 1978 and 1982 through
the sequence of cases analyzed supre at notes 101-187 and accompanying text.

3% Corrigan, Toward Uniformity, supra note 354, at 510. See also MclLure, Toward Uniformity, supra
note 354, at 53,

0 The Supreme Court's decisions in ASARCO and Woolworth undermined ongoing efforts to
shape a congressional solution to state division-of-income problems, while its decisions in Moorman,
Mobil, and Exxon provided a powerful stimulus for congressional involvement in these questions,
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opposition {rom the states.?®! Therelore, the likelihood of independent congressional
action is at best remote, as is shown by the history of recurrent bills to restrict the states’
power to tax the income of multijurisdictional corporations.?®? Legislation in this area by
Congress has long been paralyzed by a political stalemate with one group of congressmen
supporting multinationals and another group backing the states. To date, neither group
has sufficient voies to end this congressional standoff.#%? The hope tor uniform rules lies
entirely in a negotiated compromise among the states, the business community and the
federal government. The possibility of achieving such a compromise depends largely on

the Administration’s determination to effect a strong conciliation.?®

W. Hellerstein, State Income Taxation of Mullijurisdictional Corporations, Part I1: Reflections on ASARCO
and Woolworth, 81 Micn. L. R. 157, 190-91 (1982).

36t Sep ACIR Report, supra note 343, at 1000 & nn.26 & 27. The states oppose federal legislation
on a pragmatic level because of their concern about the revenue losses that would result if unitary
combination were limited to the “water’s edge.” Id. See generally Rosapepe & Goldberg, The Revenue
Effects of the Unitary Method: Two Responses to Shell's View, 21 Tax Notes 147 (Jan. 9, 1984); Rosch &
Kennedy, State Revenues That Would Be Lost by Prohibiting Werldwide Unitary Taxation or the “Flaky Data”
Caper, 20 Tax Nores 1035 (Dec. 19, 1983), It has been questioned, however, whether revenue
considerations should play such a prominent role in the policy debate. McLure, Toward Uniformity,
supra note 354, at 55 n.21. In the words of Charles McLure, “One can, after all, think of many bad
taxes that would raise substantial revenue!” /d. On a more doctrinal level, the states claim that federal
legislation would be an unconstitutional encroachment on their sovereignty. Dexter, State Taxation of
Mullinationals: Are the Mathias and Conable Bills Constitutional?, 14 Tax Noves 715, 716-17 (1982)
[hereinafier cited as Dexter, Mathias and Conable Bills]: ACIR Report, supra note 343, at 1000. They
argue that the states should be free to select any particular method of tax they see fit, absent
overriding national commerce constraints, /d.

32 Since 1965, various bills have been introduced which would resirict the power of the states (1o
impose various axes on multistate-multinational corporations. 8. 1225, introduced by Senator
Charles C. Mathias, Jr., R-Md., and H.R. 2918 introduced by Ways and Means Commiittee member
Barber B. Conable, jr., R-NY, would restrict the application of the unitary method in the case of
multinational corperations and would exempt foreign-source dividends from state taxation. In
particular, H.R. 2918 and its idenucal Senate counterpart S. 1225 would add a new section (§ 7518)
to the miscellaneous provisions of the Internal Revenue Code of 1954. Subsection (a} would pre-
vent the states from applying “combined reporting”, by forbidding them o take into account, in
determining the income 1ax liability of any corporation, the gross income of “foreign corporations™
unless that income is subject to federal income tax. The states would then have to resort o section
482 of the 1.R.C. Suhsection (e) would restrict the states’ power to levy corporate income taxes on
dividends received trom foreign corporations or from domestic corporations whose income derives
largely trom ftoreign sources. For a detailed analysis of a predecessor of H.R. 2918, H.R. 5076,
identical in substance to H.R. 2918 and §. 1225, see W. Hellerstein. State Income Taxation of Multijuris-
dictional Corporations: Reflections on Mobil, Exxon, and H.R. 5076, 79 MicH. [.. REv. 13, 154-71 (1980).
In sum, H.R. 2918 contains three different restrictions: (1) restrictions on the application ot the
unitary concept to foreign parenis conducting operations in the United States through subsidiaries; {2)
restrictions on the application of the unitary concept 10 domestic parents conducting business in foreign
countries through subsidiaries; and (3) the exemption of foreign-source dividends. H.R. 2918 and §.
1225 have been severely criticized. W. Hellersiein, supra, at 170-71. It has even been questioned
whether such legislnion is constitutional under the Naticnal League of Cities v. Usery, 426 U.S. 833
(1976), doctrine. Dexter, Mathias and Conable Bills, supra note 324, at 718.

383 1. Hellerstein, Allocation and Apportionment, supra note 184, at 168; WhiteNack, supra note
305, at 783.

%4 While the Administration refused to go on record against the worldwide unitary tax and
combined reporting, it is actively promoting the adoption of a compromise plan on the unitary
method, Treasury Secretary Donald T, Regan announced the formation of a working group to study
the uniiary issue and 10 develop a federal policy on the unitary method. 20 Tax Notes 70 (1983).
The working group includes representatives of the federal government, state governments, and the

)
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V. CoxcLusioN

After the series ol Supreme Court decisions begining with Mobil and ending with
Container the constitutional parameters of unitary txation are reasonably well drawn.,
The Court may be expected in the near lwwure (o confront the issue of worldwide unitary
taxation by a state of foreign-based multinationals, which was left open in Container. The
Court, however, has clearly manifested its unwillingness to go beyond broad constitu-
tional doctrine in serwtinizing state practices and 1o immerse itsell’ in the technical
intricacies and policy judgments involved in the fine-tuning of state division-of-income
rules. It is therefore up to the political process 1o forge normative solutions that will allow
a balanced network of state apportionment practices to operate efficiently and equitably.
The states must resist the tempration 1o be content with the power and discretion that the
Court has granted them. They must be willing 1o compromise some of their {reedom for a
measure of uniformity and certainty. Orderly growih of interstate and international
commerce and elficient allocation of resources demand such a compromise. The equilib-
rium of the United States federal systemn and the viability of a community of nations
committed to {ree international trade also require it. The states, the business conununity
and the federal government have an interest and a duty to achieve a stable agreement in
the near future.

ETTORE A, SanTuCCl

U.8. business community. For a complete list of the members, see 20 Tax Novgs 525, 526-27 (1983), .
For a complete list of the group’s staff see 20 Tax NoTes 627 (1983). The mast pressing issue being
examined is state axation of multinationals, rather than domestic multistate corporations. 20 Tax
NoTes 101] (1988).



	Boston College Law Review
	5-1-1984

	The Supreme Court Upholds Worldwide Unitary Taxation by the States of Multinational Corporate Income: Container Corporation of American v. Franchise Tax Board
	Ettore A. Santucci
	Recommended Citation


	tmp.1275600963.pdf.Taa9o

