Final Repbrt of the Hearing Officers
regarding the
Proposed Definition of “Gross Receipts”
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I. Summary of Recommendations

Hearing Officers Roxanne Bland and René Blocker, respectfully submit this
third and final report to the MTC Executive Committee regarding the proposed
definition of “gross receipts”. After review and consideration of the comments
received during the public hearing process on this uniformity proposal, the
hearing officers recommend that the proposed definition of “gross receipts”, as
set forth beginning page three of this final report, be submitted for a MTC
Bylaw 7 survey of the Member States.

This report is rather brief. The initial hearing report (attached hereto as
Exhibit A-1) and the second report (Exhibir A-2) dealt with issues such as, the
clarity of the definitional language, the rationale for the exclusion of particular
items from the definition, the relationship of the proposed gross receipts
definition to the sales factor provisions under distortion relief provisions of
UDITPA §18, particularly, the provision dealing with “churning” of certain
intangibles, the applicability of the proposed definition to intercompany
transactions, erc. This final report provides a background and summary of the
hearing process for this proposal, presents the results of the additional comment
period and sets forth the hearing officers” recommendations and final version of
the proposed definition of “gross receipts”.

For the benefit of the members of the public reviewing this report, the
hearing officers note that the final report is simply the first step in the
uniformity proposal adoption process. The Executive Committee may accept,
reject or modify the hearing officers’ recommendations or take other action it
deems appropriate. If the Executive Committee decides to refer a uniformity
recommendation to the full Commission, it may authorize the conduct of a Bylaw
7 survey of the affected MTC Compact Member States.! If a majority of the
surveyed affected Member States affirmatively indicate that they would consider
the proposal for adoption in their respective States, the full Commission votes, at
its next meeting following the survey, on whether to adopt the proposal as a
Multistate Tax Commission uniformity recommendation to the States. Although a
uniformity proposal may be adopted by the Commission, no State is required to
adopt the recommended provision. Each State decides independently whether to

' MTC Bylaw 7(g) provides, in part: “Any recommendation for action submitted by the Executive
Committee to the Commission relating 10 uniform or compatible tax laws, regulations or
administrative practices. regardless of whether such matters required hearings, shall be circulated
to the members by the Executive Director for not less than 30 days to determine if the affected
members will consider adoption of the recommendation within their respective Jjurisdictions.™
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pursue adoption of an MTC recommendation through that State’s individual
administrative or legislative process.

II. Background and Discussion

The original draft of the proposed definition of gross receipts was developed
by the MTC Uniformity Committee and referred to public hearing by the MTC
Executive Committee. “Gross receipts” is the operative term in the definition of
“sales” under UDITPA §1(g) and in the MTC regulatory provisions, which
provide that “‘sales’ means all gross receipts of the taxpayer not allocated” under
other provisions of UDITPA. The determination of items to be included as
“gross receipts” becomes most important in applying the sales factor provisions
of UDITPA §§15-17 and in interpreting the sales factor provisions under
UDITPA §18. Currently, there is no statutory or regulatory definition of gross
receipts, although MTC Reg. IV.15.(a)(1) provides some guidance. The
Uniformity Committee drafted a definition in an effort to provide a uniform
general rule for determining the items of income that should or should not be
included within the scope of “gross receipts” for sales factor purposes.

Over the course of two public hearings and an additional public comment
period,’ the Uniformity Committee’s original draft has been revised to address,
for the most part, clarity concerns raised by quite a few of the participants in
the hearing process. (See Exhibit D for side-by-side comparison of original and
revised draft versions of proposed definition.) Most of the comments submitted
during the hearing process suggested clarification of the language of the proposal.
(See Exhibits C-1 through C-12 for all written comments submitted during the
public hearings on this uniformity proposal.) For the most part, the comments
were in general support of the proposed definition, although one commentary
noted explicit opposition to the proposal. In their first two reports, the hearing
officers attempted to address comments received from State and industry
participants and modified the language of the proposal accordingly. (See Exhibits
A-1, A-2.) An additional public comment period was held primarily to receive
comment on whether recent State court business income decisions might have an
effect on the language and/or application of the proposed definition.

Following release of the Second Hearing Report in July 2000, the hearing
officers concluded that it was appropriate to extend the public comment period on
the proposed definition of gross receipts in light of decisions by the California
and North Carolina Courts. Both courts separately ruled that monies received
from a pension reversion, which, according to the proposed definition, are

* The first public hearing was held May 8, 1998. The hearing officers’ initial hearing report was
submitied in November 1998. An “informal dialogue” on the proposed definition was held
pursuant to a notice dated March 1, 1999, and a second public hearing was held in July 1999. A
second hearing report was issued in July 2000. Additional public comment was sought during a
30-day public comment period from September 12, 2000 to October 13, 2000. See public notices
for these hearings at Exhibits B-1 10 B-4.
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excluded from the definition of gross receipts but may nevertheless constitute
business income, is not business income and therefore should be excluded from
the taxpayer's apportionable tax base (Hoechst-Celanese Corp. v. Franchise Tax
Board, No. C030702, December 3, 1999): (Union Carbide Corp. v. Offerman,
No. 453A98-2, February 4, 2000). In addition, North Carolina’s highest court
ruled that litigation awards, which are specifically excluded from the proposed
definition of gross receipts, constitute business income and should be included in
the taxpayer's apportionable tax base (Polaroid v. Offerman, 349 N.C. 290, 507
S.E.2d 284 (1998), cert. denied, -- U.S. -, 143 L. Ed. 2d 671 (1999)).
Although these cases address the determination of the nature of an item as
business or nonbusiness income, the Hearing Officers queried whether these, and
decisions like them, could have any effect on the application of the proposed
“gross receipts” definition, or vice-versa. These cases dealt with items specifically
listed in the proposed definition as examples of items of income to be excluded
from “gross receipts”. Thus, the Hearing Officers requested additional written
public comment on whether there was a potential for these decisions to affect the
proposed definition, as well as comment on the proposed definition in general.
See public notice at Exhibit B-4.)

During the additional public comment period, two State representatives
submitted general comments regarding the proposal (see FExhibits C-11, C-12),
however, no comments were received addressing the question of the potential
effects of recent court decisions regarding business and nonbusiness income. The
hearing officers thought it important to inquire whether the interested public had
any concerns about these cases in relation to the proposed definition. There very
well may be little or no potential for these kinds of cases to impact the
application of this definition of gross receipts or for this definition to affect the
outcome of business/nonbusiness income cases. Presumably, the proposal’s
unambiguous explanation that exclusion of an item from gross receipts “is not
determinative of its character as business or nonbusiness income” will be
sufficient to prevent misinterpretation of the intent that the definition remain
neutral on the issue of determining business or nonbusiness income.

Recommendation

The Hearing Officers recommend that the proposed definition of gross receipts
as set forth below, be submitted to a Bylaw 7 survey of Member States, and
further recommend that the Executive Committee approve same. The definition
recommended for approval has not changed from the Revised Draft II that was
the subject of the additional public comment. (See Exhibir B-4.) If adopted by the
MTC, the “gross receipts” definition would be added as a new paragraph (5)
under MTC. Reg. IV.2.(a). Definitions.

“Gross receipts” are the gross amounts realized (the sum of money
and the fair market value of other property or services received) on
the sale or exchange of property, the performance of services, or
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the use of property or capital (including rents, royalties, interest
and dividends) in a transaction which produces business income, in
which the income or loss is recognized (or would be recognized if
the transaction were in the United States) under the Internal
Revenue Code. Amounts realized on the sale or exchange of
property are not reduced for the cost of goods sold or the basis of
property sold. Gross receipts, even if business income, do not
include such items as, for example:

1) repayment, maturity, or redemption of the principal of a loan,
bond, or mutal fund or certificate of deposit or similar
marketable instrument;

2) the principal amount received under a repurchase agreement or
other transaction properly characterized as a loan;

3) proceeds from issuance of the taxpayer’s own stock or from sale
of treasury stock;

4) damages and other amounts received as the result of litigation;

5) property acquired by an agent on behalf of another;

6) tax refunds and other tax benefit recoveries;

7) pension reversions;

8) contributions to capital (except for sales of securities by
securities dealers);

9) income from forgiveness of indebtedness; or

10)amounts realized from exchanges of inventory that are not
recognized by the Internal Revenue Code.

Exclusion of an item from the definition of “gross receipts” is not
determinative of its character as business or nonbusiness income. Nothing
in this definition shall be construed to modify, impair or supersede any
provision of Section IV.18.
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Uniformity Committee
Uniformity Subcommittee—Income Tax

Proposed Definition of Gross Receipts
for Purposes of Determining the Sales Factor
for Apportionment of Multijurisdictional Income

Interim Hearing Officer’s Report

November 13, 1998

L. Introduction.
By direction of the Multistate Tax Commission (“MTC") Executive Committee,
the appointed hearing officers held a public hearing on May 8, 1998, 2:30 PM
EDT at the Hall of the States Building, 444 North Capitol Street, N.W., Room
325, Washington, D.C. 20001. The purpose of the hearing was to gather public
comment on the MTC proposed uniform definition of “gross receipts”. René Y.
Blocker, acted as the Hearing Officer, and Roxanne Bland participated as the
Assistant Hearing Officer. Below is the Hearing Officers’ Report and
~recommendations for future action.

II. Background. .

The Hearing Officer described the MTC public hearing process for determining
whether the Commission should adopt the proposed definition of “gross receipts”.
The MTC Uniformity Committee drafted a definition of “gross receipts” as a
proposed amendment to the definitions section of MTC Reg. 1V.2.(a). The term
“gross receipts” is not currently defined in the Uniform Division for Income Tax
Purposes Act (UDITPA) or in MTC regulations. The term appears in UDITPA at
§1(g) under the definition of “sales” and becomes applicable in the MTC sales
factor regulations under UDITPA §§15-17 and in various MTC regulatory
provisions under UDITPA §18. The proposed definition reads as follows:

“Gross receipts” are the gross amounts realized (the sum of money
and the fair market value of other property or services received) on
the sale or exchange of property, the performance of services, or
the use of property or capital (including rents, royalties, interest
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and dividends) in a transaction which produces business income, in
which the income or loss is recognized (or would be recognized if
the transaction were in the United States) under the Internal
Revenue Code. Amounts realized on the sale or exchange of
property are not reduced for basis or cost of goods sold or
property sold. Gross receipts do not include such items as
repayment, marturity, or redemption of the principal of a loan,
bond, cerificate of deposit or similar instrument, the gross principal
amount received under a repurchase agreement or other transaction
properly characterized as a loan, proceeds from issuance of the
taxpayer’s own stock or from sale of treasury stock, damages and
other amounts received as the result of litigation, property acquired
by a agent on behalf of another, tax refunds and other tax benefit
recoveries, pension reversions, contributions to capital, or income
from forgiveness of indebtedness. Exclusion of an item from the
definition of “gross receipts” is not determinative of its character as
business or nonbusiness income.

III. Public Comment Period.
The hearing officer opened the forum for formal public comment. No formal
public comments were offered.

IV. Discussion

Jeffrey Friedman, Commiunee on State Taxation (COST) noted that the proposed
definition excludes from gross receipts the “repayment of principal” and
“damages.” He asked how the “damages” portion would work in a State that
uses both the transactional and functional tests. The Hearing Officer responded
that the rationale for excluding the term in the definition of gross receipts was
that damages may stem from violations in more than one State, thereby rendering
the payments difficult to source. Mr. Friedman suggested that the concept’ should
not be discarded altogether, but noted that it is problematic to de-link the receipt
of damages from business income. He further noted that the same is true for
pension reversions. He suggested that the MTC Uniformity Committee revisit this
question with the aim of developing adequate sourcing rules.

Mr. Friedman further commented that the phrase “use of property or capital”, as
it appears in the proposed definition, seems to be quite broad and asked for
clarification of the intended meaning of the phrase.

Mr. William Luna, Quick & Reilly, questioned the treatment of damages received
for inventory loss, and whether it should be treated as business income. The
response was that because a taxpayer recovers damages from the sale of
inventory, damages replace income that would otherwise have been claimed as
business income. The damages might be difficult to source, but it would still be
classified as business income.




Joan Watson, Tax Analysts, queried how excluded receipts would be accounted
for, i.e., whether such receipts would be included in the preapportioned tax base.
The difficulty, she noted, is that there would be no factors in the apportionment
formula reflecting these receipts.

Mr. Luna queried why the Commission does not appear to be following rules
suggested in prior hearings—i.e., that the term “gross receipts” does not include
the return of one’s own capital. The Hearing Officer responded that the draft
definition was not intended to create conflict between sales of a taxpayer’s
securities, which constitute business income, and the return of a taxpayer’s own
capital. She agreed with the commentator thar the exception should be made clear
that sales by securities dealers are not excluded from the definition.

Mark Graber of the State of Alaska queried how the proposed definizion would
be applied to the oil and gas indusiry. He explained that when oil companies
exchange inventory, there is no recognition of gain or loss when the oil is
exchanged, as the swap is not the culmination of the earnings process. Any value
differentials resulting from the exchange are treated as inventory adjusmments, and
any gain resulting from the exchange is not recorded until the commodity is sold
to a third party. This practice is recognized in various provisions of the Internal
Revenue Code, and the State of Alaska also recognizes the practice. Under the
current proposed definition, any exchange would result in a gross receipt. The
Hearing Officer replied that it might be appropriate to survey other oil and gas
producing States to ascertain their views on this issue. A hearing observer noted
that other industries may engage in similar practices, and therefore it might be
helpful to include a general exception to the definition in these cases.

Lennie Collins of the State of North Carolina noted that certain types of non-
taxable income, such as interest income earned from U.S. bonds, could be
considered business income and therefore included in the denominator of an
apportionment fraction. The Hearing Officer replied that this issue was not
discussed by the MTC Uniformity Committee when developing the proposed
definition. Mr. Collins suggested that the definition could include a clarification
that it only applies to “taxable business income.” Mr. Luna commented that if
earned income is not taxable, then it should not be included in the apportionment
factor: If the income is used in a manner that generates business income, then it
should be included.

Mr. Collins also queried whether the proposed definition excludes accounts
receivables that have been bundled and sold, and further, if the receivable is a
bond, would the principal and income be included in the sales factor, or only the
net gain. Mr. Friedman of COST commented that if a taxpayer has enough
accounts receivables, they could be viewed as inventory. Therefore, there would
be no reduction for basis and they should be included in gross receipts. Mr.
Collins asked whether this is not similar to making a nonliquid asset liquid. Mr.
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Friedman replied that almost all business assets are liquid, and only a very few
are illiquid. The business practice is to sell accounts receivables as protection
from default. Indeed, some businesses do nothing but buy and sell accounts
receivables.

Mr. Friedman asked for a clarification on what is meant by “gross principal
amount”, and whether there is a difference between “net” and “gross” principal
amounts. The Hearing Officer responded that no answer is available at the
present time, and that she would have to refer to her notes from the Uniformity
Committee discussions. '

Mr. Luna noted that it might be better to leave out the modifier “gross” in
“gross principal amount”, because in some transactions, such as repurchase
agreements, the principal may be paid back with a rebate. Using the term
“gross” would eliminate the rebate as taxable income.

Pat ‘Verscheden of the State’ of Kansas also asked how the MTC proposed
definition of gross receipts would relate to the definition used by a State that
imposes a gross receipts tax. Ms. Verscheden further raised a question with
respect to the treatment of nontaxable income—whether taxpayers should link the
year of the transaction with the IRC before including the income as gross
receipts for sales factor purposes. Mr. Friedman opined that the linkage would
not be between the IRC and the taxability of income, but whether the income is
taxable by the State.

There was no further discussion. The Hearing Officer extended the public
comment period for 60 days in order to poll States and receive additional written
comments. She then read into the record written comments received from the
State of Arizona (summarized below), and noted that the State of Colorado raised
a similar issue that the proposed definition does not include short term
investments by nonfinancial institutions.

V. Summary of Wrirten Responses

 State of New Mexico

New Mexico pointed our that the last sentence in the definition (“Exclusion of
an item from the definition of ‘gross receipts’ is not determinative of its
Character as business or nonbusiness income”) is incompatible with the first
sentence (“Gross receipts”™ are the gross amounts realized (the sum of money
and the fair market value of other property or services received) on the sale
or exchange of property, the performance of services, or the use of property
or capital (including rents, royalries, interest and dividends) in a transaction
which produces business income, in which the income or loss is recognized
(or would be recognized if the transaction were in the United States) under
the Internal Revenue Code”). The State noted if that by regulation an item of




income is not by definition a “gross receipt”, then States will have difficulty
In a court making the argument that it is still business income.

New Mexico also indicated that it is not certain what issue the gross receipts
definition is attempting to resolve, and will not likely adopt the measure until
after other States have had litigation experience.

State of Alaska

The State of Alaska's written comments reflected the concerns raised by the
State during the hearing. Specifically, Alaska is concerned that the draft
definition could include exchanges of crude oil inventory in the sales factor.
The State explained that oil and gas companies routinely engage in such
exchanges to minimize the commodity’s transportation costs, by allowing
companies to obtain suitable crudes produced nearest to the refineries. Such
exchanges usually include a cash differential representing the differences in the
quality of ‘the ‘crude (as well ‘as transportation” costs). Various generally =~
accepted accounting methods are used to account for such exchanges. the
common characteristic of which is that the gain or loss for each exchange Is
not recognized until sold to outside parties. Until then, the exchanges and
cash differentials are usually accounted for as inventory adjustments. To
account for each exchange according to the definition would “significantly
increase and inappropriately overstate the sales denominator.” The State
suggested that the gross receipts definition be clarified to “to convey the rule
‘that exchanges of inventory of this nature do not generate gross receipts for
sales factor purposes.”

State of Kansas _
The State of Kansas observed that as a general matter, the proposed. definition
is short on clarity. In addition, it was pointed out that the list of items not
considered gross receipts is “long and fairly specific”. The State queried
whether the list would “cover short term investments in money market
accounts and/or other types of securities that have not been invented yet.”
Kansas also questoned whether it is clear in the definition that gross receipts
includes the gain, loss or interest income from types of transactions not
included in gross receipts.

State of Arizona

The State of Arizona commented that the term “similar instruments”, as it
appears in the definition, could be misleading, as “taxpayers may believe that the
term connotes only a debt instrument of some type.” (Gross receipts do not
include such items as repayment, maturity, or redemption of the principal of a
loan, bond, certificate of deposit or similar instrument...). Arizona suggested that
the term be expanded upon either by including additional definitions, or including
the term in a separate sentence such as “Gross receipts do not include amounts




realized as the result of short term investments or re-investments of principal in
mutual fund accounts, money market accounts or similar instruments.”

The State further commented that although it appears that the proposed
definition would not preclude the application of MTC Regs. IV.15.(a)(1)(F)(2) or
IV.18.(c) in modifying the gross receipts included in the sales factor, because the
definition is fairly detailed and is adopted subsequent to a certain amount of
controversy over the sales factor, some taxpayers may atlempt to view the
proposed definition as a definitive statement of what items of income are included
in the sales factor.

State of Colorado
The State of Colorado requested the following addition to the proposed

definition: “Gross receipts do not include such items as repayment.....of short
term investments by non-financial institutions.” (Underline added).

Robert Feinschrieber, Esq., and Margaret Kent, Esq.

Mr. Feinschreiber and Ms. Kent offered three comments: 1) as used in the
definition, whether gross revenues and gross receipts are equivalent, and if not,
how the terms differ; 2) whether gross amounts are “realized” to equate to the
recognition of gain or loss, and how it should be accounted for when the two
amounts differ; and 3) the reference to business income in the context of gross
receipts is confusing and whether it would be better to apply the definition to all
receipts, whether or not they are for business or nonbusiness purposes.

The Williams Companies, Oklahoma

David Wulf, The Williams Companies, offered four comments: 1) Change the
first sentence to read “Gross receipts” are the gross amounts realized (the sum of
money and the fair market value of other property or services received) on the
sale or exchange of property, the performance of services, or from the use of
property or capital (ineluding e.g., rents, royaliies, interest and dividends) in a
transaction which produces business income, in which the income or loss is
recognized (or would be recognized if the transaction were in the United States)
under the Internal Revenue Code.

2) Change the second sentence to read “Amounts realized on the sale or
exchange of property are not reduced for 2 2 5
sofd the cost of goods sold or the basis of property sold.”

3) The third sentence of the definition (referencing exclusions from gross
receipts) is too long. Mr. Wulf suggests numbering the list of items mentioned.




4) Mr. Wulf commented that the fourth sentence, “Exclusion of an item from the
definition of “gross receipts” is not determinative of its character as business or
nonbusiness income”, has nothing to do with gross receipts and should be
deleted.

Hearing Officer Recommendations

The Hearing Officers recommend that the proposed definition of gross receipts be
redrafted in light of the written and oral comments received at the public
hearing. Specifically, it is recommended that the Commission, through the
Hearing Officers, engage in an informal dialogue with those who participated at
the hearing, as well as those who submitted written comments, with the aim of
crafting a definition that satisfies the concerns of States and taxpayers alike. It is
further recommended thar any redraft of the proposed definition of gross receipts
proposed by the Hearing Officers be presented to the MTC Uniformiry
Commitee at its March, 1999 meeting, provided that unless objected 1o by the

Uniformity—Committee:—the—Executive-Committee—authorizethe—comimmmon of —the
Public Hearing to consider the redrafted proposal, and to conduct a second public
hearing in the spring of 1999.

In response to the concerns of industry and States who participated in the hearing
process, the Hearing Officers present below a draft alternate proposal to the
current definition that the Uniformity Committee may wish to use as a starting
point for discussion:

“’Gross receipts’ are the gross amounts realized (the sum of money
and the fair market value of other property or services received) on
the sale or exchange of property, the performance of services, or
from the use of property or capital (e.g., rents, royalties, interest
and dividends) in a transaction which produces business income, in
which the income or loss is recognized (or would be recognized if
the transaction were in the United States) under the Internal
Revenue Code. Amounts realized on the sale or exchange of
property are not reduced for the cost of goods sold or the basis of
property sold. Gross receipts do not include such items as

e repayment, maturity, or redemption of the principal of a
loan. bond, certificate of deposit or similar instrument,

e the principal amount received under a repurchase
agreement or other transaction properly characterized as a
loan,

e proceeds from issuance of the taxpayer’s own stock or
from sale of treasury stock,

e damages and other amounts received as the result of
litigation, property acquired by a agent on behalf of
another,
tax refunds and other tax benefit recoveries,
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e pension reversions,

e conuributions to capital (except for sales of securities by
securities dealers),

+ income from forgiveness of indebtedness, or

e amounts realized as the result of short term investments
or re-investments of principal in mutual fund accounts,
money market accounts or similar instruments.”

Other issues that the Committee may wish to discuss include:

The development of adequate ‘sourcing rules for the receipt of damages and
pension reversions.

The question of how excluded receipts are to be accounted for in the tax
base.

The treatment of certain exchanges of inventory, and how such exchanges
should be treated for purposes of determining gross receipts.

Clarification of the term “gross principal amount” and whether there is a
difference between “net” and “gross” principal amounts.

Whether the proposed definition excludes accounts receivables that have been
bundled and sold. If the receivable is a bond, whether principal and income
would be included in the sales factor, or only the net gain.

The appropriateness of the final sentence in the proposed definition when
contrasted with the first sentence.

The relationship of the proposed definition of gross receipts to a definition in
use by a State that jmposes gross receipts -taxes.




Report of the Hearing Officers
regarding the
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Executive Summary

On July 8, 1999, a second public hearing was held on the revised draft of the
proposed definition of gross receipts. The term “gross receipts” appears in
UDITPA’s sales factor provision, but the term itself is not defined. The MTC
Uniformity Committee undertook to craft a definition for “gross receipts” as a
possible Commission uniformity recommendation. The first hearing on the
proposed -definition led to the amended version that was the subject of the second
hearing.

In the current revised draft (Revised Draft II), the Hearing Officers chose not to
incorporate a number of amendments suggested by participants in the second
public hearing because the Hearing Officers believe the issues addressed by the
proposed amendments are covered in distortion relief provisions in MTC
Regulations §IV.18. In addition, the Hearing Officers remind interested parties
that the gross receipts definition does not stand on its own as a replacement for
the definition of the “sales factor”, but works in conjunction with the definition
to determine what items of income should be included in the sales factor for
purposes of income apportionment. The proposed definition does not go to the
question of whether a receipt should be classified as business or nonbusmess
income. That is an entirely different issue.

Several recent decisions by state supreme courts concerning the character of
income received through litigation awards and pension reversions might have an
impact on the proposed definition. Hence, the Hearing Officers have determined
that it is appropriate to extend the comment period for an additional thirty days
in order to receive public comments on the effect of these decisions on the
proposed definition of gross receipts. Accordingly, the Hearing Officers propose
to extend the written comment period to August 24, 2000. Once the responses
have been reviewed, the Hearing Officers will issued a Final Report and make a
recommendation on whether the uniformity recommendation process should
continue.

Comments Received at Second Public Hearing

Under direction of the MTC Executive Committee, the hearing officers conducted
a second public hearing regarding the proposed definition of gross receipts for
purposes of determining the sales factor in apportionment formulae.

Participating in the hearing via teleconference or in person were:
René Y. Blocker, Hearing Officer
Roxanne Bland, Assistant Hearing Officer

EXHIBIT A-2
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Jason Lumia, Policy Research Associate

Fred Montgomery, Sara Lee Corporation

Helen Cushell, Arizona Department of Revenue

Jane Doyle, Arizona Department of Revenue

Pat Krantz, Arizona Department of Revenue

Shona McHugh, Montana Department of Revenue
George Farrell, Bureau of National Affairs Publishers

North Dakota representatives and the law firm of Baker & McKenzie forwarded
WTitten comiments.

During the hearing, Ms. Blocker outlined the procedure for the adoption of the
proposed definition by the Commission. She noted that a hearing report would be
prepared as a result of this hearing, which will be submitted to the Executive
Committee. The Committee will decide whether to move forward with considering
adoption of the proposal, return the matter to the Uniformity Committee for
further work, or modify the Hearing Officers’ recommendations. If the Executive
Committee decides to move forward, a survey of the States will be conducted in
accordance with the requirements of MTC Bylaw 7. If the survey results indicate
that a majority of the affected Compact Member States would consider adopting
the proposed definition, the proposal will be submitted to the Commission for a
vote on whether to adopt the proposed definition as an MTC uniformity
recommendation to the States. If a majority of Compact States are in agreement,
the definition will be adopted. Although a uniformity proposal may be adopted by
the MTC, there is no requirement that the States adopt the recommended
provision. Each State decides independently whether to pursue adoption of an
MTC recommended provision through that State’s individual administrative or
legislative process. ‘

Ms. Blocker opened the hearing for comment.

Ms. Doyle, (AZ) noted that the revised draft contains the term “marketable” in
the first item not considered a gross receipt. She further noted that this term was
not used in the original draft. The Hearing Officers responded that the reason for
the change was to make certain that Item 1 included more than simply debt .
instruments.

The Hearing Officer read the written cOmments received from North Dakota. The
first comment suggested that the senténce “Exclusion of an item from the
definition of ‘gross receipts is mot determinative of its character as business or
nonbusiness income”, which appeared in the original draft but was deleted from
the first revised draft, be restored to the proposed definition. Ms. McCue, (MT)
agreed with the North Dakota suggestion that the sentence should be included in
the draft. Ms. Doyle, (AZ) observed that Revised Draft #1 is mot taking a stand
on what is or is not business income; a taxpayer might be uncomfortable with
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the exclusion of an item of income from the factor, but that does not mean it is
not business income. Fred Montgomery (Sara Lee Corp.) noted that it would not
hurt to clarify that the exclusion of an item of income is not determinative of 1its
character as business or nonbusiness income. If an adjustment is made in a
taxpayer's gross receipts, then an adjustment also must be made in the factor.

North Dakota also queried the manner in which royalties, interest and dividend
mcome would be assigned to the numerator if they are to be included in the
“gross receipts” denominator. Fred Montgomery (Sara Lee Corp.) mused that the
answer to the question might be to determine if any activities producing such
income took place within the state. If the answer is yes, then the items of
income should be included; if not, then the income should be thrown out of both
the numerator and the denominator. The Hearing Officers agreed with Mr.
Montgomery’s assessment.

The Hearing Officers turned to the comments submitted by J. Pat Powers of
Baker & McKenzie. Mr. Powers queries whether it is appropriate to exclude
from the definition of gross receipts the return realized from investments in
mutual funds. He notes that while it is clear that returns of principal should not
be included in gross receipts with respect to loans, bonds, and certificates of
deposits, the same rationale does not necessarily support the exclusion of
Investments in mutual funds, since mutual funds are not instruments according to
the common meaning of the term. In addition, Mr. Powers queried whether this
exclusion would apply to a taxpayer’s holding of stock that is not issued by the
taxpayer. Another concern voiced by Mr. Powers with respect to the first
enumerated exclusion is that if it is directed at short term investments or
reinvestments, it follows that long term investments and reinvestments are not
excluded from gross receipts. If so, guidance is needed to distinguish between
long- and short-term investments.

Mr. Powers’ second comment concerned the question of why the term
“marketable” is used to modify the term “instrument”, asking whether this means
the return of principal from all instruments are excluded from gross receipts, or
whether the definition refers only to the return of principal from “marketable
Instruments.”

Mr. Powers also requested guidance as to why the amounts realized on the sale
or exchange or property are not reduced for the cost of goods sold or the basis
of property sold (which he agrees with), but that the same is not true for
investments in mutual funds. He notes that there appears to be no obvious reason
why amounts realized from the sale of property should be treated differently than
amounts realized from the use of property (i.e., the use of funds to generate
income).
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Ms. Doyle (AZ), responding to Mr. Powers’ third comment, observed that the
reason for the treatment of mutual funds as articulated in the draft definition is
the ease of investing and re-investing the principal of such funds. Sales of
tangible personal property, she noted is a different animal from sales of
intangible property. She also pointed out that the fact that the definition makes
no distinction between intangible property held for long or short periods
underscores the need for the final sentence in the first draft of the definition
(“Exclusion of an item from the definition of ‘gross receipts’ is not determinative
of its character as business or nombusiness income.”). The impact of investments
and reinvestments of mutual fund principal on the sales factor lends support for
its exclusion from gross receipts because of the liquidity of such funds—it 1s
almost like cash. With respect to tangible property, even if there is a high
turnover in inventory, one is still tying up capital. This is not quite the same for
intangibles. Fred Montgomery (Sara Lee Corp.) suggested that the definition
might be more explicit regarding the addition of gain to gross receipts, but not
principal.

Another question with respect to “churning” issue involves the question of how
to treat losses; i.e., whether losses should be netted out. Mr. Montgomery
suggested that the sentence preceding the numbered exclusions read: “Gross
receipts even if business income, do not include gross proceeds, but do include
the net gain or loss from items such as...”. No one present at the hearing made
any objection to this language. Mr. Montgomery also suggested that the language
be revised to clarify that the definition only applies to a part of the sales factor
regulation, and does not constitute the entire regulation; i.e., that other sections
of the sales factor regulations are not affected by this definition of gross receipts.

No further comments were forthcoming. The Hearing Officers advised that they
~would discuss the suggested changes to Revised Draft I of the proposed definition
of gross receipts and implement those changes considered appropriate. would be
discussed. Copies of the draft (Revised Draft II) will be sent to today’s hearing
participants, as well as those who participated in the first hearing. Depending on
the volume of the response, a third hearing may be scheduled. Otherwise, the
Hearing Officers advised that the proposed draft, with Hearing Officer
recommendations, would be forwarded to the MTC Executive Committee for

approval.

Upon consideration of the oral comments heard at the second hearing, the
Hearing Officers elected to clarify the sentence preceding the list of exclusions
and the first articulated exclusion to read as follows:

“Gross receipts, even if business income, do not include such items as,
for example: :
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repayment, maturity, or redemption of the principal of a loan; bond;
mutual fund; certificate of deposit or similar marketable instrument; or
stock;”

The Hearing Officers chose to make this limited revision because the majority of
concerns expressed by hearing participants and other commentators are addressed
elsewhere in Section IV.18 of the MTC Regulations. The “churning” issue
(which was the issue that caused the most concern and generated the most
discussion), is addressed in the definition by the phrase “even if business
income”, and also in IV.18(4). The Hearing Officers further determined not to
use Mr. Montgomery’s alternate language “Gross receipts...do not include gross
proceeds but do include the net gain or loss from...”. This concern too, is
addressed in Regulation IV.18(4). The regulation refers to gains and losses when
determining the sales factor. To include “net gain or loss” language in the gross
receipts definition could result in even more confusion because the gross receipts
definition is a further refinement of the definition of the sales factor, not its
replacement. Other concerns with respect to mutual funds and marketable
instruments have been resolved by changing the structure of the language
articulating the first exclusion. The Hearing Officers note that the proposed
definition does not supercede or alter in any way Section IV.18, nor does the
definition replace the definition of the “sales factor”. The proposed definition will
simply work in conjunction with Section IV.18 by defining a term that is used
throughout the section but has not been previously defined.

The American Institute of Certified Public Accountants filed written comments on
the proposed definition of gross receipts dated on October 11" 1999. In general,
AICPA does not support the proposed definition because, according to AICPA,
UDITPA itself and many UDITPA states require the inclusion of a taxpayer's
total sales in the sales factor, and further defines “total sales” as gross receipts.
The proposed definition limits the definition of sales to net receipts. Thus, absent
statutory changes in UDITPA and the corresponding state statutes, the no state
has the authority to adopt the regulation. Moreover, if the intent of the regulation
1s to curb distortion in the sales factor resulting from the inclusion of gross
receipts, then the remedy to limit sales to net receipts is sanctioned by § 18 of
UDITPA.

Specifically, AICPA points out that it is not clear from that portion of the
definition identifying gross receipts (“amounts realized from the sale or exchange
of property”) what the phrase “exchange of property” is intended to represent.
AICPA suggests a modification that conforms to the commonly cited definition of
a sale for sales tax purposes (“the transfer of title or possession of property”)
which encompasses sales, leases and exchanges.
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The Hearing Officers respond that the clause “sale or exchange” modifies the
term property, and simply recognizes that property can be disposed of in such a
manner as to produce income without monetary consideration.

AICPA also notes—using the example of interest earned from government
bonds—that treatment of income exempt under the IRC but taxable by states
appears to be excluded by the definition, while income taxable under the IRC but
exempted by states is included in the definition, and hence in the sales factor,
because the income is recognized for federal tax purposes even though it may not
be subject to state income tax. AICPA suggests a modification to the definition
that clarifies that only income included in the state tax base is used for purposes
of determining the sales factor. It is also unclear, AICPA says, whether income
or loss recognized for federal tax purposes but where no money Or property Is
actually received is excluded from gross receipts.

The Hearing Officers remind commentators and other members of the public that
the proposed definition is not intended to reach the issue of whether a given
receipt constitutes business or nonbusiness income. Rather, the definition applies
to gross receipts qua gross receipts, without reference to whether the receipt in
question should be classified as business or nonbusiness income. If it is
determined that a receipt is properly classified as business income, the definition
tells us whether that item should be included in the sales factor for
apportionment purposes. Since interest income on government obligations—whether
the underlying obligation is issued by the United States, state or local
governments—generally does not constitute business income, it is entirely allocable
to the state of domicile or principal place of business and is not included in a
taxpayer's apportionable tax base.

—On the specific exclusions from gross receipts, AICPA finds that it is not clear
whether the list is all-inclusive or non-inclusive. It also queries why the specified
items do not constitute gross receipts, and would like for the MTC to provide
guidance. Examples of items that are specifically excluded should be provided. In
addition, AICPA finds that the definition does not provide adequate distinctions
between when to include the full sales price of an asset or just the income
earned from that asset. AICPA further finds confusion in the final item listed
(“10. amounts realized from exchanges of inventory that are not recognized by
the Internal Revenue Code”). AICPA points out that the definition already
provides that gross receipts are amounts recognized under the IRC; the inference
is that income not recognized under the IRC is excluded. To include a specific
listing of income not recognized under the IRC as excluded from gross receipts,
is, in AICPA’s view, “a redundancy that will only create more confusion.”
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Discussion

The term “gross receipts” is the operative phrase in the definition of “sales” in
UDITPA §1(g) and in the MTC regulatory provisions of UDITPA. See, e.g.,
MTC Reg.IV.15. The concept of gross receipts becomes applicable in UDITPA
§§15-17 sales factor provisions and the complementary MTC regulations thereto,
as well as in MTC regulations interpreting the sales factor under UDIPTA §18.
Currently, there is neither a statutory nor a regulatory definition of “gross
receipts.”

The MTC Uniformity Committee drafted a definition of “gross receipts” in an
effort to develop a uniform general rule regarding what should be included in the
scope of that term. The proposed definition follows the general theme of Treas.
Reg.§1.448-1T(f)(2)(iv), which defines gross receipts to include total sales and all
amounts received for services, investment income (including interest, dividends,
rents, royalties), but excludes repayment of a loan or similar instrument and
gross receipts are not reduced by cost of goods or property sold.' The proposed
definition also reflects the existing treatment of interest, dividends, rents, erc., set
forth in MTC Reg. §IV.15 & §IV.17 and is designed to account for
nonrecognition transactions. Although the proposed “gross receipts” definition
generally follows Treas. Reg. §1.448-1T(f)(2)(iv), it clearly differs from the
federal provision by clarifying that “gross receipts” are not to be reduced for

' Treas. Reg. §1.448-1T(f)(2)(iv) provides as follows:

Determination of gross receipts--(A) In general: The term “gross receipts” means gross
receipts of the 1axable year in which such receipts are properly recognized under the
taxpayer's accounting method used in that taxable year (determined without regard to this
section) for federal income tax purposes. For this purpose, gross receipts include total
sales (net of rerurns and allowances) and all amounts received for services. In addition,
gross receipts include any income from investments, and from incidental or outside
sources. For example, gross receipts include interest (including original issue discoun: and
tax-exempt interest within the meaning of section 103), dividends, rents, royalties, and
annuities, regardless of whether such amounts are derived in the ordinary course of the
taxpayer's trade of business. Gross receipts are not reduced by cost of goods sold or by
the cost of property sold if such property is described in section 1221 (1), (3), (4) or
(5). With respect to sales of capital assets as defined in section 1221, or sales of
property described in 1221 (2) (relating to property used in a trade or business), gross
receipts shall be reduced by the taxpayer's adjusted basis in such property. Gross receipts
do not include the repaymert of a loan or similar instrument (e.g., a repayment of the
principa. amount of a loan held by a commercial lender). Finally, gross receipts do not
include amouats received by the taxpayer with respect to sales tax or other similar state
and local taxes if, under the applicable state or local law, the tax is legally imposed on
the purchaser of the good or service, and the taxpayer merely collects and remits the tax
to the taxing authority. If. irn contrast, the tax is imposed on the taxpaver under the
applicable law, then gross receipts shall include the amounts received that are allocable to

the pavment of such tax.
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cost of goods or property sold in any circumstance (unless UDITPA §18 is
applicable).?

In the Revised Draft II version of the proposed definition, the Hearing Officers
have re-inserted language stating that the exclusion of an item is not
determinative of its character as business or nonbusiness income. Commentators
made arguments both in opposition to this language as addressing an issue that is
irrelevant to the definition as well as in support of this language as necessary to
clarify that the proposed definition is not to be used as an indicator of whether
an item is business or nonbusiness income. It is true that the first sentence of
the definition indicates that a gross receipt results from certain named transactions
that produce business income. Even so, the Hearing Officers have observed that
there is much confusion regarding the subordinate relationship of the proposed
gross rteceipts definition to the definition of the sales factor. It was therefore
determined that the clarifying language serves the purpose of making clear that
the issue of whether a receipt is business or nonbusiness income is outside the
scope of the gross receipts definition.

Effect of Proposed Definition on Section 18

Several hearing participants raised concerns about the interaction of the proposed
definition of “gross receipts” with UDITPA Reg.IV.18, particularly IV.18.(c)(4),
which includes in the sales factor only net gains from the short term investment
and reinvestment of certain intangibles. As a standard UDIPTA regulation, the
proposed definition would be subject to same superseding effect that Section 18
would have on other regulations. Indeed, the proposal as revised specifically
states that it is not to be construed to modify, impair of supersede any provision
of Section IV.18. Thus, for example, Reg.IV.18.(c)(4), regarding net gains from
sales of certain intangibles, would supersede the proposed definition where the
particular circumstances warrant that provision's application.’

Examples of Items Excluded under the Proposed Definition
The introductory language to the list of excluded items makes it clear the list is

not intended to be exclusive, although it is designed to be fairly comprehensive.
The Hearing Officers note that by the use of the clause “for example”, the

* Under Treas. Reg. §1.448-1T(f)(2)(iv), gross receipts from the sales of certain capital assets anc
other property used in a trade or business are reduced by the adjusted basis in the property.

3 It was pointed out to the Hearing Officers that a financial arrangement known as a commodity
“tax straddle” might cause concern with respect to including receipts in the sales factor. (The tax
straddle is a rather complex transaction, however, it appears to involve the purchase by a
taxpaver of both a short and a long term position in a commodity, e.g., silver, and then the
offsetting of a gain in one position with a loss in the other position. It seems that the use of tax
straddles could have the effect of deferring federai income tax liability on capital gains for long
periods of time.) The Hearing Officers believe that the potential distortion effect of these
transactions can be addressed by using UDITPA’s §18 distortion relief provisions.
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language of the proposed definition already indicates that the list of exclusions
from gross receipts is non-inclusive. The list is a list of examples only, and is
expected to be used as a guide in determining which items should and should not
be included in gross receipts. The specific examples of items listed reflects the
rationale discussed by the Uniformity Committee for the need for a uniform
definition. Because the word “sale” implies a commercial transaction between
contracting parties in which there is an exchange of value between the parties,
the concept of “gross receipts” should not include receipts from transactions in
which there is no exchange of value in a-commerciai market. Thus, gross
receipts should exclude items like tax benefit recoveries, forgiveness of debt,
pension reversions, erc. Likewise, the principal amount received from repayment
of a loan, for example, should be excluded from gross receipts because the
principal represents simply the return of a sum of money not an exchange of
value. In contrast, the interest amount from a loan, for example, reflects a
transfer of value from the borrower in exchange for other value (the loan) from
the lender.

The exclusion of litigation awards from gross receipts was the subject of
significant discussion within the Uniformity Committee and was raised as an area
of concern by several hearing commentaters. Part of the reasoning behind
excluding such awards is that litigation generally does not create a market, is not
a sales transaction, in the case of torts, is not a transaction with a customer and
often does not produce income.‘ Also, for some types of income, such as
litigation awards, it is difficult to determine where that income should be
sourced, hence, it 1s excluded from gross receipts, which would effect essentially
the same result as a proportionate spread across the taxpayer's sales in all states.

Finally, Item 10 in the list of exclusions from gross receipts simply restates in
the negative the clause “in which the income or loss is recognized...under the
Internal Revenue Code.” Thus, if an exchange of property is not recognized by
the IRC then any income or losses from the same transaction cannot be
designated as a gross receipt.

Other Items Potentially Affected by the Proposed Definition.

InterCompany Transactions. AICPA also notes the definition’s reference to the
Internal Revenue Code in identifying business income. It is not clear, AICPA
says, “how the definition may be affected by intercompany transaction rules
under Treas. Reg. §1.1502-13. Acknowledging that most states do not require
intercompany transactions to be included in the sales factor, AICPA points out
that this treatment may not be consistent with the regulations governing federal
consolidated returns. Because the federal rules to determine income or loss

* The argumen: might be different if the Ciscussants had had the benefit of the North Carolina
Supreme Court decision in Polaroid v. Offerman, in which the court ruled that damages awarded
the taxpayer for patent infringemen: constituzed business income. See discussion below.
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relating to intercompany transactions are determined on a separate entity basis,
the definition of gross receipts as “gross amounts realized...in which the income
or loss is recognized under the Internal Revenue Code™ may result in the
inclusion of intercompany transactions in the sales factor for state apportionment

purposes

The Hearing Officers point out that the first sentence of the proposal refers to
“gross amounts realized...in a rransaction which produces business income, in
which the income or loss is recognized...under the Internal Revenue Code.” Since
in combined reporting states, intercompany transactions usually are eliminated
from the sales factor because they are viewed as occurring within the unitary
business, such transactions would not be considered ones which produce business
income within the language of the proposed definition. Additionally, it does not
appear that this definition of gross receipts would change how separate entity
states currently treat intercompany transactions in the sales factor.

Also, the AICPA states that the federal regulations do not apply to intercompany
transactions between foreign and domestic affiliates, because foreign affiliates are
not included in a federal consolidated return. At the federal level, such
transactions are treated as transactions between unrelated corporations. To comply
with the federal regulations at the state level necessarily means that transactions
with foreign affiliates would be included in the sales factor, but identical
transactions with domestic affiliates are not. This results in discrimination against
foreign commerce in contravention of the Commerce Clause of the U.S.
Constitution. AICPA’s solution is to modify the language “or would be
recognized if the transaction were in the United States” to ensure that the
regulations do not violate the Commerce Clause. Where combined reporting states
are concerned, the potential Commerce Clause issue does not arise because

" intercompany transactions will be ignored. Single entxty states continue to face
this potential constitutional problem whether or not this proposed definition is
adopted by those states.

One solution to the intercompany transaction issue raised by AICPA may be to
specifically list these transactions as excluded from gross receipts. From a
combined reporting state’s perspective, this already occurs. The effect of
excluding intercompany transactions in the proposed definition would relieve
separate entity states of the problems that might arise for those states as a result
of the federal rules. However, the rationale for excluding items from gross
receipts, i.e., gross receipts should not include transactions where there has been
no exchange of value between parties in a commercial market, may not hold
much weight when applied to intercompany transactions that separate entity states
are willing to recognize. The better approach may be to consider utilizing the
UDITPA Section 18 distortion relief provisions to address problems that might
arise in separate entity states dealing with intercompany transactions.
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Recommendations.

The Hearing Officers offer for further consideration of the public a Revised Draft
IT version of the proposed “gross receipts” definition. The major change in this
draft has been the addition of a sentence in the last paragraph of the proposal
clarifying that the definition is not intended to affect the determination of
business or nonbusiness income. The proposed definition, if adopted, would
amend MTC Reg.IV.2(a). Definitions, by adding a new paragraph (5). The draft
proposal follows.

“Gross receipts” are the gross amounts realized (the sum of money and
the fair market value of other property or services received) on the sale
or exchange of property, the performance of services, or the use of
property or capital (including rents, royalties, interest and dividends) in a
transaction which produces business income, in which the income or loss
is recognized (or would be recognized if the transaction were in the
United States) under the Internal Revenue Code. Amounts realized on the
sale or exchange of property are not reduced for the cost of goods sold
or the basis of property sold. Gross receipts, even if business income, do
not include such items as, for example:

1) repayment, maturity, or redemption of the principal of a loan, bond,
or mutual fund or certificate of deposit or similar marketable
instrument;

2) the principal amount received under a repurchase agreement or other
transaction properly characterized as a loan;

3) proceeds from issuance of the taxpayer’s own stock or from sale of
treasury stock;

4) damages and other amounts received as the result of litigation;

5) property acquired by an agent on behalf of another;

6) tax refunds and other tax benefit recoveries;

7) pension reversions;

8) contributions to capital (except for sales of securities by securities
dealers);

9) income from forgiveness of indebtedness; or

10) amounts realized from exchanges of inventory that are not recognized
by the Internal Revenue Code.

Exclusion of an item from the definition of “gross receipts” is not

. determinative of its character as business or nonbusiness income. Nothing
in this definition shall be construed to modify, impair or supersede any
provisior of Section IV.18.

For several reasons, the hearing officers recommend additional public review of
and comment on the above Revised Draft II version of the proposal. A number
of the hearing participants requested an opportunity to comment on any modified
proposed definition and hearing officers believe that the importance of this kind
of definition warrants thorough consideration by the public. Additionally, since
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the second hearing on the proposed definition was held in July 1999, courts in
two states have released decisions that may have an impact on the proposed
definition as currently drafied. California (Hoechst-Celanese Corp. v. Franchise
Tax Board, No. C030702, December 3, 1999) and North Carolina (Union
Carbide Corp. v. Offerman, No. 453A98-2, February 4, 2000) courts have each
ruled that monies received from a pension reversion, which, according to the
definition, are excluded from the definition of gross receipts but may nevertheless
constitute business income, is not business income and therefore should be
excluded from the taxpayer's tax base. In addition, North Carolina’s highest court
earlier ruled that litigation awards, which are specifically excluded from the
definition of gross receipts, constitute business income and should be included in
the taxpayer's apportionable tax base (Polaroid v. Offerman, 349 N.C. 290, 507
S.E.2d 284 (1998), cert. denied, - U.S. -, 143 L. Ed. 2d 671 (1999)).The
recent decisions raise questions regarding the potential effect of the proposed
definition on cases like these.

The hearing officers, therefore, wish to re-open the public comment period for
this matter and request written public comment on the Revised Draft II of the
proposed definition. We propose a 30-day public comment period after which the
hearing officers will submit to the MTC Executive Committee a final report with
recommendations.
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Multistate Tax Commission

NOTICE OF PUBLIC HEARING
regarding a
PROPOSED DEFINITION OF “GROSS RECEIPTS”

The MULTISTATE TAX COMMISSION will conduct a public hearing regarding a
proposed definition of the term “gross receipts”™ for the purpose of receiving comments
from the public on whether the MTC should adopt the proposal as a uniformity
recommendation to the States. This hearing session will be held at the following location
on the date and at the time specified:

FRIDAY, MAY 8, 199§, 2:30 p.M. (EASTERN)
Hall of the States Building
444 North Capitol Street, N.W., Suite 235
Washington, D.C. 20001-1538

The MTC Uniformity Committee drafied a definition of “gross receipts”™ as a proposed
amendment to the definitions section of the MTC regulations, Reg.IV.2.(a). The term
“gross receipts” currently is not defined in UDITPA or in the MTC regulations. The
tertn appears in UDITPA §1(g) in the definition of “sales” and becomes applicable in
the MTC sales factor regulations under UDITPA §§15-17 and in various MTC regulatory
provisions under UDITPA §18. The proposed definition reads as follows:

“Gross receipts”™ are the gross amounts realized (the sum of money and
the fair market value of other property or services received) on the sale
or exchange of property, the performance of services, or the use of
property or capital (including rents, royalties, interest and dividends) in a
transaction which produces business income, im—which income or loss is
recognized (or would be recognized if the transaction were in the United
States) under the Internal Revenue Code. Amounts realized on the sale or
exchange of property are not reduced for basis or cost of goods sold or
property sold. Gross receipts do not include such items as repayment,
maturity, or redemption of the principal of a loan, bond, cemificate of
deposit or similar instrument, the gross principal amount received under a
repurchase agreement or other transaction properly characterized as a loan,
proceeds from issuance of the taxpayer's own stock or from sale of
treasury stock, damages and other amounts received as the result of
litigation, property acquired by an agent on behalf of another, tax refunds
and other tax benefit recoveries, pension reversions, contributions to
capital, or income from forgiveness of indebtedness. Exclusion of an item
from the definition of “gross receipts” is not determinative of Its
character as business or nonbusiness income.

Public comment is sought on whether the MTC should adopt as a uniformity
recommendation this proposed definition. General comments about the proposed definition

EXHIBIT B-1




Notice of Public Hearing
Page 2

as well as specific comments on the language of the proposal are encouraged. Please
submit all questions, comments and correspondence regarding this hearing matter to:

René Y. Blocker, Hearing Officer
444 N. Capitol Street, N.W., Suite 425
Washington, D.C. 20001-1538
Phone: (202) 624-8699
Fax: (202) 624-8819
E-mail: rblocker@mtc.gov

All interested parties are invited to participate in this public hearing. Parties wishing to
make formal oral presentations are requested to notify the Hearing Officer in writing at
least two (2) working days prior to the hearing date. Written comments are acceptable
and encouraged and may be provided any time prior to or on the hearing date or by
such later date as may be announced for the closing of the public hearing period. Please
note that interested parties may request the opportunity to participate in the hearing via
telephone. Contact the Hearing Officer for information regarding participating
telephonically.




Proposed Definition of Gross Receipts
for Purposes of Determining the Sales Factor
for Apportionment of Multijurisdictional Income

March 1, 1999

At its November, 1998 meeting, the MTC Executive Committee affirmed
the plan of the hearing officers to engage in an “informal dialogue” with
interested States and industry representatives to craft a definition of “gross
receipts” that would be acceptable to both States and the taxpayer community. A
second public hearing on the revised draft will be held May 4, 1999.
Accordingly, attached for your review and comment is an amended draft of the
proposed definition of gross receipts. The amendments reflect the public
comments (written and oral) of interested parties and hearing participants received
to date. For ease of comparison, we have forwarded a “red-lined” and a “clean”
version of the definition.

Upon seceipt of vour comments and recommended changes (if any), to the
amended draft, a third draft incorporating comments and recommended changes
will be prepared and subjected to a second public hearing. Comments and other
recommendations should be sent to Roxanne Bland, MTC Counsel, 444 North
Capitol Street, N.W., Suite 425, Washington, D.C. 20001. Or, if you prefer,
you may submit your contributions via fax (202/624-8819), or email
(rbland@mtc.gov). To give MTC staff adequate time to review and incorporate
submissions into the third draft, we would appreciate your comments by March
31, 1999.

To remind you, the MTC Uniformity Committee drafted a definition of “gross
receipts” as a proposed amendment to the definitions section of MTC Reg.
IV.2.(a). The term “gross receipts” is not currently defined in the Uniform
Division for Income Tax Purposes Act (UDITPA) or in MTC regulations. The
term appears in UDITPA at §1(g) under the definition of “sales” and becomes
applicable in the MTC sales factor regulatons under UDITPA §§15-17 and in
various MTC regulatory provisions under UDITPA §18.
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Multistate Tax Commission
Proposed Definition of Gross Receipts
February 8, 1999

D*R*A*F*T
(Double underlined text replaces strikethough text)

“Gross receipts™ are the gross amounts realized (the sum of money
and the fair market value of other property or services received) on
the sale or exchange of property, the performance of services, or
the use of property or capital (including rents, fees, royalties,
interest and dividends) in a transaction which produces business
income, in which the income or loss is recognized (or would be
recognized if the transaction were in the United States) under the
Internal Revenue Code. Amounts realized on the sale or exchange

of property are not reduced for basis—er—cost—of—poods—sold—or

property—seold the cost of goods sold or the basis of property sold.

Gross receipts, even if business income, do not include such items

e~ repayment, maturity, or redemption of the principal of a
loan, bond, certificate of deposit or similar instrument,

e the eress_ principal amount received under a repurchase
agreement Or other transaction properly characterized as a
loan,

e proceeds from issuance of the taxpayer’s own stock or from
sale of treasury stock.

o damages and other amounts received as the result of
litigation, property acquired by a agent on behalf of another,

e tax refunds and other tax benefit recoveries,

e pension reversions,

e contributions to capital (except for sales of securities by

securities dealers),

e income from forgiveness of indebtedness, or




e amounts realized as the result of short term ipvestments Or
re-investments of principal in mutual fund accounts, monev
market accounts or similar instruments:

e amounts realized from exchanges of inventory that are not
recocnized by the Internal Revenue Code.” (See IV.18(c) for
proper treatment of receipts in the sales factor.)




Multistate Tax Commission
Proposed Definition of Gross Receipts
February 8, 1999

D*R*A*F*T

(Clean Version)

“Gross receipts” are the gross amounts realized (the sum of money
and the fair market value of other property or services received) on
the sale or exchange of property, the performance of services, or
the use of property or capital (including rents, fees royalties,
interest and dividends) in a transaction which produces business
income, in which the income or loss is recognized (or would be
recognized if the transaction were in the United States) under the
Internal Revenue Code. Amounts realized on the sale or exchange
of property are not reduced for the cost of goods sold or the basis
of property sold. Gross receipts, even if business income, do not
include such items as
e repayment, maturity, or redemption of the principal of a
loan, bond, certificate of deposit or similar instrument,
e the principal amount received under a repurchase agreement
or other transaction properly characterized as a loan,
e proceeds from issuance of the taxpayer’s own stock or from
sale of treasury stock,
e damages and other amounts received as the result of
litigation, property acquired by a agent on behalf of another,
e tax refunds and other tax benefit recoveries, :
e pension reversions,
e contributions to capital (except for sales of securities by
securities dealers),
e income from forgiveness of indebtedness, or
e amounts realized as the result of short term investments or
re-investments of principal in mutual fund accounts, money
market accounts or similar instruments;
e amounts realized from exchanges of inventory that are not
recognized by the Internal Revenue Code.” (See IV.18(c) for
proper treatment of receipts in the sales factor.)




NOTICE oF PUBLIC HEARING

regarding a

PROPOSED DEFINITION OF “GROSS RECEIPTS”

The MULTISTATE TAX COMMISSION will conduct a public hearing regarding a proposed
definition of the term “gross receipts” for the purpose of receiving comments from the public on
whether the Commission should adopt the proposal as a uniformity recommendation to the
States. This hearing session will be held at the following location on the date and at the time
specified:

THURSDAY, JuLY 8, 1999, 2:30 P.M. (EASTERN)
Hall of the States Building
444 North Capitol Street, N.W., Suite 231
Washington, D.C. 20001-1538

The MTC Uniformity Committee drafted a definition of “gross receipts” as a proposed
amendment to the definitions section of the MTC regulations, Reg.IV.2.(a). See “Original Draft"
included with this notice. The term “gross receipts” currently is not defined in UDITPA or in the
MTC regulations. The term appears in UDITPA §1(g) in the definition of “sales” and beccmes
applicable in the MTC sales factor regulations under UDITPA §§15-17 and in various MTC
regulatory provisions under UDITPA §18. The hearing officers have made suggested revisions
to the Original Draft to account for comments received from interested state tax agency and
business representatives. See “Revised Draft I” included with this notice.

Public comment is sought on both the Original Draft and the Revised Draft |. Specifically,
interested parties are requested-to submit their comments on whether the specific language of
either or both of the proposals sufficiently defines the term “gross receipts” and to identify
potential difficulties that may arise in the application of the definition. General comments also
are encouraged regarding whether the Commission should consider adoption of either of these
proposals. Please submit all questions, comments and correspondence regarding this hearing
matter to:
Roxanne Bland, Assistant Hearing Officer
444 N. Capitol Street, N.W., Suite 425
Washington, D.C. 20001-1538
Phone: (202) 624-8699; Fax: (202) 624-8819; E-mail: rbland@mtc.gov

All interested parties are invited to participate in this public hearing. Those wishing to make
formal oral presentations are requested to notify the hearing officers in writing at least two (2)
- working days prior to the hearing date. Written comments are acceptable and encouraged and
may be provided any time prior to or on the hearing date or by such later date as may be
announced for the closing of the public hearing period. Interested parties may participate via
telephone by dialing (703) 736-7307 at the time indicated for the hearing. Advise the operator
that you wish to participate in the “gross receipts hearing” teleconference moderated by
Roxanne Bland. The confirmation number for the call is 1632481.

EXHIBIT B-3
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Multistate Tax Commission

Xis?

NOTICE AND REQUEST FOR ADDITIONAL PUBLIC COMMENT
regarding a

PROPOSED DEFINITION OF “GROSS RECEIPTS”

The MULTISTATE TAX COMMISSION announces its request for additional public
comment regarding a Proposed Definition of Gross Receipts (See Exhibir A atiached.).
The MTC Uniformity Committee drafted a definition of “gross receipts” as a proposed
amendment to the definitions section of the MTC regulations, Reg.IV.2.(a). The term
“gross receipts” currently is not defined in UDITPA or in the MTC regulations. The
term appears in UDITPA §i(g) in the definition of “sales” and becomes applicable in
the MTC sales factor regulations under UDITPA §§15-17 and in various MTC regulatory
provisions under UDITPA §18. Two public hearings have been held on this proposal.
The Hearing Officers recently submitted a Second hearing report to the MTC Executive
Committee, which included revisions to the proposed definition. (For a copy of the
Second  Hearing  Officers’ report, please visit the MTC’s  website at

heep//www.mrtc.oov/MEETINGS/pubhres.htm or call (202) 624-8699.)

Additional public comment is sought with respect to the current revised draft definition
(Revised Draft II). Moreover, the Hearing Officers seek the public's views on the
potential impact on this proposed definition of recent decisions by state supreme COUItS
concerning the character of income received through litigation awards and pension
reversions. The current proposed definition of gross receipts (Revised Draft II) reads as
follows:

“Gross receipts™are the gross amounts realized (the sum of money and
the fair market value of other property~or services received) on the sale
or exchange of property, the performance of services, or the use of
property or capital (including rents, royalties, interest and dividends) in a
transaction which produces business income, in which the income or loss
is recognized (or would be recognized if the transaction were in the
United States) under the Internal Revenue Code. Amounts realized on the
sale or exchange of property are not reduced for the cost of goods sold
or the basis of property sold. Gross receipts, even if business income, do
not include such items as, for example:

1) repayment, maturity, or redemption of the principal of a loan,
bond, or mutual fund or certificate of deposit or similar
marketable instrument;

2) the principal amount received under a repurchase agreement or
other transaction properly characterized as a loan;

3) proceeds from issuance of the taxpayer's own stock or from
sale of treasury stock:

4) damages and other amounts received as the result of litigation;

5) property acquired by an agent on behalf of another;

EXHIBIT B-4




Notice and Request for Additional Public Comment
Page 2

6) tax refunds and other tax benefit recoveries;

7) pension reversions;

8) contributions to capital (except for sales of securities by
securities dealers);

9) income from forgiveness of indebtedness; or

10) amounts realized from exchanges of inventory that are not
recognized by the Internal Revenue Code.

Exclusion of an item from the definition of “gross receipts” is not
determinative of its character as business or nonbusiness income. Nothing
in this definition shall be construed to modify, impair or supersede any
provision of Section IV.18.

The Hearing Officers have determined that it is appropriate to extend the comment
period in order to receive public comments on the potential effect of these decisions on
the proposed definition of gross receipts. Accordingly, the written comment period has
been extended to October 13, 2000. Additionally, the Hearing Officers seek public
comment in general on the current revised draft. Once the responses have been
reviewed, the Hearing Officers will issue an additional report to the MTC Executive

Committee with recommendations regarding adoption of the proposal.

Please direct correspondence and any questions regarding this notice or the Report to:

Roxanne Bland, Hearing Officer
444 N. Capitol Street, N.W., Suite 425
Washington, D.C. 20001-1538
Phone: (202) 624-8699
Fax: (202) 624-8819
E-mail: rbland@mtc.gov

All interested parties are invited to submit written comments. Electronic communications
are acceptable and" specifically encouraged. Comments received by October 13, 2000,

will become part of the public record.




“81TAL UohIag
10 medur ‘Appour o) panisuod
2q  feys  uonmigop  siyl o ul JunpoN  C9WO0dUE | SSAUISqUOU
10 SSAWISnNQ s 120RILYD  SIL JO DANRUIUIIANGD  Jou  SI
«S310921 50T, JO UONIUYIP DY WOI) WA UL JO UOISNIXT

Jo uoisiaoad Aue apasiadns

apoD)
SNUAAIY [ewIAL] Ay Aq paziu§oodlr jou are ey

Atowoaur jo  salueyoxa  woly  pazieal  sunowe (o]

10 '$53uUpyqapur jo ssouaardio) wodj awodul (6
(($10783P $aNLINDDS AQ $ALLINDIS

JO o soes 1o deoxd)  qexden 01 suonnguiuod (g

‘suoisIsaar uosuad (g

1$OLI9A0I31 DU XB) J1AYI0 pue spungal xel (9
LIBLIoue

JO jeyoq uwo juafe ue Aq  pannboe  Auadosd (g
‘uonedny jo

JNSa1 3 SB PIAIINIL Sjunotwe Joyio pue sodewep  (p
0018 AINSEAI) JO 9JUS WO} 10 YO0IS

umo s.akedxe; oy jo oouenssy wotp spazosoid (g
‘uLo] e Se pazuojotieyd
Appodosd uondesue) 19110 10 JuaWaaIgde

aseyaandal v gopun poatadar Junowe jedisunid oy (g
Juawnnsul
alquiayiew  Jepwis 1o wusodop  jJo 23eOYyNIA0
1O puny emnuw 10 ‘puoq ‘uco] e o jedpuud

apy Jo  uondwoapar 10 ‘Aunjew Yuswdkedar (g

2opdwexa 10) ‘se SWN Yons Ipnjdul Jou op ‘Iwodul
ssauisng Ji uaAd  ‘spdiddar ssoiry  cpros Auadoad  jo o siseq
Yyl 10 plos spood jo 350D Ay Joj paonpar jou are Kuadoad
JO Q8uRYIXD 10 IS JY UO PIZI[LAl SHUNOWY "IPOD) INUIAIY
[BUIdJU Oyl Japun  (SaelS  PANu[] Sy} Ul 2IIm UOldesued)
3 1 paziufosal ag pnom 10) paziudodal s1 ssop 10 awoduy
AP yorgm Ul ‘swiooul ssauisng  saonpodd  yoiym  uonoesuel)
e oui o (spuapialp  pue  jsagajur ‘sapjefos  ‘sjuar Juipnpour)
fendeo 10 Auadosd jo osn oy 1o ‘sanialds Jo souewnojiad

817Al
uondag jo uoisiaosd Aue apasiadns 1o siedwt Appow
Ol pannsuod  3q  qlegs  wonmuyap sy w JuigioN

AP0 INUIARY [RUIAU] ) AQ paziudoddl jou ale

Je) AJojuaaul Jo $33uURYIX3 WOL) Pazijeal sjunowe (Q]

10 'SSaupalqopul Jo $saudAid1o) oy awosul (g
(sIajeap SaINOIS AQ SanLInoas

JO soles 1o} 1daoxd) [ended o) suounquiuod (g

‘su01s19A31 uoisuad (g

“SOLIIA0DIT J1JaUaq XTl JaYi0 pue spunjar xel (9
‘13ioue

30 Jleyeq uwo juade ue Aq pannboe Kuadoad (g
‘uonesmy jo

1|BS3T JYI e PIAlIDal sjunowie Iaylo pue sadewep (P
$}001s AINse3as) JO IS W01 10 NI0)S

umo s 19hedxe; ayr jo oouenssi woly spasosoid (g
‘URO| B ST DPIzLIIBLRLD
A11adoid uoi)oEsuel) 194j0 10 uWIge

aseyoindal e Japun paAtadas junowe fediounnd oy (g
udwnnsug
alqumayiew  Jeqnuis 10 nsodsp  Jo o f9)BOLNINDD

10 punj Jeminw 10 ‘puoq ‘ueo] e jo (ediound

syl jo  uondwspar 1o ‘Ajumew uswihedas ()
:se swap yons ‘ajdwexa
10} ‘'apnjoul jou Op ‘WOIUl Sssaulsng I udAI ‘s)diadal

sso1n “pjos Auadoid jo siseq oyl 1o pjos spood jo
1500 2y} 10j paosnpas Jou aie Auadoid jo afuerydxa 1o
3JES Ay} UO pIzZi{eal SJUNOWY 3P0 BNUIAIY [eulaju]
) I9pun  (S:EIS  PAAIUM YL Ul 313 UONIESuURI)
AP JU poziudoddl g pnom  10) Payiudodal sio sso|
10 2WOdUl 3yl YOM Ul ‘2u10dul Lo:_w:s saanpoid
Yolm  uoudBsuEl) B wl (SPUIPIAIp  pue  )sdIa
‘sonjedkol saaj ‘syua1 Fuipnjour) endes 1o Azadoid jo
3sn B 10 ‘$301AIDS j0 Iouewnojiad a2y ‘Auadord jo

"OWOIUL SSMSNQUOU 10
SSQUISIN] SB  JO)ILALYD S)I JO AANTUILIINDP jOu
st s1diadal s5013,, JO uoLILAD AP WO} wWdp

ug JO uoIsnjaXg  ssaupaqapul o ssauaatdio)
woij  awodwr 10 ‘epded 0y suonnqEIuoD
‘SUOIS13ADI uoisuad SALIAOIN njauaq
XE) OUYI0 pue spuyjal xey aapoue Jo o jjegag
uo Juade ue Aq pannboe Apadoad uonedny
JO |NSII 2y SE PIAIdIAL  SiunowE 1o
put  safewep ‘yools Aunsvaly JO aEs Wi

10 }001s umoO s JaAedxe) Iy Jo JduLasSt wiol)

spaasord  ‘ugop B se  pazuapovieys  Apadosd
uonoesuen) 1910 10 juawaude  aseynndal
B Japun paatdoas qunowe  jediound  ssoad

A Judungsul IBpUNS 1o psodap o ajedjnian
‘puoq ‘ueof e jo qudpuad ap jo uodwapad
10 ‘fumewt juswdedar se swan yons apnjow
wou op sidiaoar ssor) plos Auadoid 10 pjos
SpPooT  JO 150D 10 SISLG 10] PP Jou ale
Auadoad jo a3ueyaxa 10 DS MY uo pazyeal
SIUNOWY  "ap0))  AUUIAY LU} Ayl 1opun
(S?LIS  paNuf] Y UL 2UIM UOHdUSURY) Ay
Jopaziudosal aq ppiom 10) paziudodar siosso)
JO WU LIIYAY Ul ‘30dUT S$AuIsng saonpod
UDHIM  UOLIDERSUEI) B UL (SPUAPIAIP pur 1$aidul
‘sanjefod ‘syuas Juipnpur) qendes 10 Auadoad
JO 3sn Ay 10 “SAdALIS O dauvuniojiad  ay
‘Ausdoad jo oFueyoxa Jo oS Ayl uo (Paandar

oy ‘Auradosd Jo oBueyoxa 10 9puS O U0 (PIAINVAI $3AIIS | aTuryOoXa 10 3jLs Ay UO (PAAladAl $IAAIS 10 Apadoid $301A13s 10 Auadoxd  1oio Jo anjea jayiew
1o Auddord 1oyo jo onjea jaylew sivy 3y pue AJuOW | JIYI0 JO enjeA jayJew I} Ay pue Aquow jo wms [aigp ay pue Aguow Jo wns ayy)  paziead
JO wms o) pazijeas siunowe ss013 oy e | $1d13das sso1n, | ) pazipeas siunowe ssoad oy ase  sidiadar ssoiny, | sjunowe  ssoig ap e sidooor ssoany

1 i posiany

I LAV AASTATYL

LAVIA TYNIOHIMO

(0007 Amy) suoisiop _z.m_>m-, Jo uostiedwo)y apis-£y-apis

«SIRINY sso -, Jo uontuyyaq pasodody
" LIgIH NG

I
“




Exhibit
Exhibit
Exhibit
Exhibit
Exhibit
Exhibit

Exhibit

Exhibit

Exhibit

Exhibit

Exhibit

Exhibit

Final Report of the Hearing Officers
: regarding the
Proposed Definition of “Gross Receipts”

Written Public Comments

C-1: Letter, AZ Dept. of Rev., May 7, 1998

C-2: E-mail, CO Dept. of Rev., May 7, 1998

C-3: E-mail, Robert Feinschreiber and Margaret Kent, May &, 1998
C-4: Letter, Kansas Dept. of Rev. May 26, 1998

C-5: E-mail, The Williams Companies, Inc., June 25, 1998
C-6: Letter, NM Tax. and Rev. Dept., June 26, 1998
C-7: Letter, AK Dept. of Rev., July 1, 1998

C-8: E-mail, North Dakota, June 25, 1999

C-9: Letter, Baker & McKenzie, June 30, 1999

C-10: Letter, AICPA, October 11; 1999

C-11: E-mail, MI Dept. of Treas., August &, 2000

C-12: E-mail, OR Dept. of Rev., October 10, 2000
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ARIZONA DEPARTMENT OF REVENUE
1800 WEST MONROE - PHOENIX, ARIZONA 85007-2650

MARK W. KILLIAN
DIRECTOR

JANE DEE HULL
GOVERNOR

May 7, 1998

Rene Y. Blocker

Multistate Tax Commission
444 N. Capitol Street, NW,
Suite 425

Washington, D.C. 20001-1538

Dear Ms. Blocker:
The following comments are made with regard to the proposed definition of "gross receipts".

The term "similar instruments" could be misleading in the context in which it was used.
Taxpayers may believe that the term connotes only a debt instrument of some type. We
would like to see the term expanded upon, either by including additional definitions (e.g.,
mutual funds, money market accounts) or the term could be included in a separate sentence
such as "Gross receipts' do not include amounts realized as the result of short term
investments or re-investments of principal in mutual fund accounts, money market accounts,
or similar instruments."

It is our interpretation that the addition of this definition would not preclude the application of
Reg.IV.15.(a)(1)(F)(2) or Reg.IV.18.(c) to modify the gross réceipts included in the sales _
factor. However, because the definition is fairly detailed and is adopted subsequent to a
certain amount of controversy over the sales factor, some taxpayers may try to view this as a
definitive statement of what is included in the sales factor.

We appreciate the opportunity to comment on the proposed definition. If you have any
questions, you may call me at (602) 542-4672, extension 8809 or Tamara Harrls at

(602) 542-3345, extension 4540.

Sincerely,

érg”ea&ne;‘ ; N

Tax Analyst
Tax Research & Analysis Section

{.88lat\mlcrac

OTHER LOCATIONS: Tucson Government Mall - 400 W. CONGRESS - TUCSON
East Valley - 1440/1460 E. SOUTHERN - TEMPE
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03: 53 177 P.Qzre2

22 524 6813 1998, 85-67

FROM :DEPT. OF REVENUE TO

From: Bowrman, Ana (Tina)

Sent; Thursday, May 07, 1998 10:57 AM
To: 'Rene VY. Blocker'
Subject:  Gross Receipts Definition

Rene,

We want to request an addition to the proposed definition. On line 9. where it says, ...Gross
recelpts do not include such items as repayment..., we'd like to add “short-term investrnents by
non-financial institutions" (week-enders or over-nighters). In Colorado's opinion, the inclusion of
such investments in gross receipts would incorrectly inflate the denominater of the revenue factor.

We'd like to know if other states have raised this issue. Please et me know if you need more
details or if you want us to write 2 memo about it.

Tina Bowman

Colarado Department of Revenue

FAX:  (303)355-0951

E-mail: abowman®@spike.dor.state.co.us

EXHIBIT C-2




« Multijur, 08:20 AM 5/8/98 E, proposed definition of ''gross

From: Multijur <Multijur@aol.com>

Date: Fri, & May 1998 08:25:04 EDT

To: rblocker@mtc.gov

Subject: proposed definition of Ycross receip:ts’

The proposed definitien is interesting, but more fine tuning would be helpful.
Consider the fellowing:

1. Are "gross revenues" and "gross receipts" eguivalent? In not, how do they
differ?

2. Are gross amounts "realized" to equate to the recognitior cf gain or loss?
How do wes adjust when these two amounts differ?

3. The reference to "business income" in the context of the gross receipts
definition appears to be confusing. Shouldn't "grecss receipts” definition
aoply, whether or nct the receipts are for business cr for ncn-business
purposes?

Rcpert Feinschreiber and Margaret Kent Multijur@acl.com

Printed for Rene Blocker <rblockerlmtc.gov>
EXHIBIT C-3
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STATE OF KANSAS DEPARTMENT OF REVENUE

B Graves. Govenuon GJotin D. LaFaver. Seernetarny

(785) 296-308

FAX (785) 296-792¢

Hearing Impaired TTY (785) 296-390¢
Internet Address: www.ink.org/public/kdo:

Shirley K. Sicilian, Director
Office of Policy & Research
Kansas Department of Revenue
915 SW Harrison St.

Topeka, KS 66612-1588

Office of Policy & Research

Lo
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Rene Y. Blocker, Hearing Officer
Multistate Tax Commission
444 N. Capitol Street, N.W. , Suite 425
Washington, D.C
RE: Definition of Gross Receipts

Dear Ms. Blocker:

I circulated the MTC proposal for a definition of “gross receipts” to interested staff members. I
received two comments from staff. The first comment was the observation that a uniform
regulation is needed and that the MTC proposal is consistent with the following statement made
in this years Kansas Corporate Income Tax Booklet:

LINE C-SALES FACTOR— ... (f) Inthe case of a taxpayer engaged in the sale
or redemption of investment securities, “sales” includes the interest or other
income from such transactions. The term “sales” does not include the return of
capital or the recovery of principal utilized to make such investments.

I believe that this statement-published by Kansas for taxpayer guidance reflects the MTC
definition of “gross receipts.” h

The second auditor comment is:

‘In my opinion, the proposed definition gets more wordy and less clear with each new
version. This one, with all its parenthetical phrases, i1s awful. Two specific comments:

1. “Gross receipts do not include such items as repayment......"” This list is long and
fairly specific. Will it cover short term investment in money market accounts and/or other
types of securities that have not been invented yet?

2. By the time you read the entire paragraph, is it clear that gross receipts do include the

gain, loss or interest income from the types of transactions not included in gross receipts?

Audit policy is to use gross receipts from the sale of tangible property and net receipts from
the sale of intangibles. Our canned explanation provided by DPIII is:

The sales factor has been adjusted to exclude from it the gross proceeds from the
sale of interest-bearing securities. Income from them has been included in the
sales factor. The reasons for this adjustment are explained in American Tel. and
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Tel. v. Taxation Div. Director, 194 N.J. Super. 168 (1984), American Tel .and Tel.
v. Tax Appeal Bd., 787 P.2d 754, Syl. 1, (Mont. 1990) and Appeals of Pacific

Telephone and Telegraph Company, Cal. Tax Rpts. (CCH) 205-857 (May 4,
1978).

We see this issue often on audits. We would be very happy to get a uniform regulation.
Hopefully, Kansas would adopt it immediately.’

I hope that these comments are useful to you. Please call me at (785) 296-4010 if you need to
discuss this matter further.

Sincerely,

o Z—

Thomas E. Hatten
Attorney/Policy & Research




From: David Wulf [DWulf@fin.twc.com]

Sent: Thursday, June 25, 1998 9:17 AM

To: rblocker@mtc.gov

Cc: dsmith@statetax.org; jfriedman@statetax.org

Subject: Gross Receipts

Comments on the Proposed Definition of Gross Receipts -

I had 2 little trouble fecllowing some of this. In the first sentence, i'd
suggest: ...the performance c services, oxr from the use of property cor capital
(e.ag. rents, roya'tles, interest, and dividends) in a transacticn...

In the second sentencs, I'd suggest: ...are not reduced for the cost of goods
scld or the basis of the property sold. The third sentence is way to long. 1I'd

suggest going to a numbered list cof the items mentionec.

The fourth sentence has nothing to do with the definitiocn of gross receipts and
should be deleted. I realize nonbusiness inceme is a sensitive subject, but the
definition of gross receipts is net the place to make this point. Rather, the
definition of non-business income is the place whers this sentence should
appear. I would strongly urge you not te mix bits and pieces in different
places, because that is what we do in Oklahoma. The result is a most shamefully
convoluted statute. If ycu'd like to see the result of such and approach, read
the Oklahoma income tax statute (68 0S5 2358).

I appreciate the opportunity tec comment on this proposed regulation.

Regards,

David Wulf

The Williams Companies, Inc

Thlsa, OK )
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June 26, 1998 S

René Y. Blocker, Hearing Officer
Multistate Tax Commission

444 North Capitol Street NW, Suite 425
Washington DC 20001-1538

Dear Ms. Blocker:

I apologize for our untimely response regarding the proposed definition of “gross
receipts”. Nonetheless here are some comments.

As a stylistic point, perhaps it would be better to start the third sentence with: “The
term ‘gross receipts” excludes ....”

We’re not sure the last sentence works since the first sentence ties the definition of
“gross receipts” to whether or not a transaction produces business income. If by
regulation something is not “gross receipts”, states will have an uphill battle trying to
argue in court that, nonetheless the something is business income.

Although we've thought about it some, we’re still not sure what problem this is
addressing. That makes it more difficult to evaluate the proposal. As a result, we’ll

~ probably not adopt it until after some other states have had litigation experience with
it.

Sincerely, — %

-/ /
7/5(' 71(4 < //C / ~ o

j'arnes P. O'Neill
Director of Tax Policy
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July 1, 1998
Rene Y. Blocker, Hearing Officer Re: Proposed Definition of
Multistate Tax Commission Gross Receipts

444 N. Capitol Street N.W., Suite 425
Washington D.C. 2001 - 1538

Dear René,

This letter follows the discussion during the formal hearing of 5/8/98. Alaska is
concerned that the draft definition of gross receipts could be interpreted to support
including in the sales factor the "gross receipts" derived from the exchange of crude
oil inventory by oil and gas taxpayers. The MTC draft states: "gross receipts are the
gross amounts realized...on the sale or exchange of property in a transaction
. which produces business income, in which income or loss is recognized...under
the Internal Revenue Code "

Crude oil exchanges are routine among oil companies in order to minimize
transportation costs. Exchanges allow oil companies to trade for suitable crudes
that are produced nearest to their refineries. An oil exchange usually includes a
cash differential that represents the differences in the quality of the crudes
exchanged and transportation costs. There are a variety of generally accepted
accountirg methods used to account for exchanges, the common characteristic
being that gain or loss for each exchange is not recognized. Exchanges and the
related cash differentials are usually accounted for as inventory adjustments - no
gross receipt is recorded. Gains and losses from the exchange transactions are
deferred until outside sales occur.

Both GAAP and the Internal Revenue Code support the gain deferral accounting
treatment. Under APB 29, an exchange of inventory is not the culmination of the
earnings process and gains are recognized only upon, and limited to, the receipt of
boot. For tax accounting, IRC sec. 446 says that the taxpayers book accounting is
acceptable for tax purposes if it clearly reflects income. IRC sec. 471 requires
inventory methods to conform to the best industry accounting practices. For these
reasons Alaska does not include "gross receipts" derived from the exchanges of
crude oil in the sales factor. :

While the majority of oil companies use a gain deferral method for federal tax
purposes, support for an alternative federal tax treatment is found at IRC sec. 1001,
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This section gives the general rule that a taxpayer must recognize gain or loss on
exchanges of property. For tax accounting purposes, IRC sec. 1001 could be
applied to each exchange transaction. This would result in a gross receipt
recognized for each exchange, with corresponding, and offsetting gains and losses.
The federal tax effect of this method would be the same as an inventory adjustment
method. However, it would significantly increase and inappropriately overstate the
sales denominator. We believe the regulation might be clarified to convey the rule
that exchanges of inventory of this nature do not generate gross receipts for sales
factor purposes.

You indicated that other oil producing states might be surveyed for comment on this
issue. We are very interested in comment about our technical analysis of this issue
and whether other states think this question has enough broad application to
warrant revision to the current language. In the alternative, we will be considering
whether an industry specific Alaska regulation or modification would be appropriate.
If | can assist in any way please let me know.

Sincerely,

Mark Graber
Audit Manager
(907) 269-6626
cc: Deborah Vogt —
Larry Meyers




From: inger, . [haldinge@state.nd.us]
Sent:  Friday, June 25, 1999 5:09 PM

To: ‘rbland@mtc.gov'

Subject: Proposed Definition of "Gross Receipts”

We will not be participating in the public hearing on July 8, 1999, but
would like to offer the following cemments:

1. We would like tc see the last sentence of the original draft (Exclusion
of an item from the definition of “gross receipts” is not determinative
of its character as business or nonbusiness income.) added to the
Revised Draft I.

2. |If royalties, interest, and dividends are to be included in the “gross
receipts” denominator, how will these items be assigned to the
numerator?

Thanks for the opportunity for input. Please contact me if you have
any questions.
Harold Aldinger

North Dakota
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June 30, 1999

Roxanne Bland

Assistant Hearing Officer
Multistate Tax Commission
444 North Capitol Street, N.W.
Suite 425

Washington, D.C. 20001 - 1538

Re:  Proposed Definition of Gross Receipts for Purposes of Determining the
Sales Factor for Apportionment of Multijurisdictional Income

Dear Ms. Bland:

_We are writing to comment on the draft regulations dealing with the proposed definition
of gross receipts. The MTC’s notice of public hearing indicated that comment is sought on both
the “Original Draft” and the “Revised Draft I,” but we note that there was also an interim draft
dated February 8, 1999. In this letter, we include comments to the February 8, 1999 version as
well as comments to the Revised Draft I version.

We have previously had some exposure to the issue of gross receipts for sales factor
apportionment purposes and consider this area to be both interesting and important. We
appreciate the opportunity to comment on the proposed regulations. We begin our comments
with the February 8, 1999 draft.

Comments to February 8, 1999 Draft Regulations

We are particularly concerned with the last sentence in the February 8. 1999 version
containing the list of excluded items. (The Original Draft includes some of these items and in
some cases uses the same language as used in the February 8, 1999 version; however, as noted
below, the February 8, 1999 version introduced some additional problems that were not presant
in the Original Draft; fortunately, these problems appear also to have been eliminated in Reviszd
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Draft1.) Although very specific in some respects, this list of the items that are not included in
the definition of gross receipts also creates significant ambiguity and confusion. Is the list of
excluded items exhaustive such that only items listed are excluded? Or is the list more open-
ended and at times just suggestive of items to be excluded? The list appears not intended to be
exhaustive because there are two instances when the list includes “similar instruments™ to the
specific listed items.

The first time the words “similar instrument™ appears 1s in the item:

“repayment, maturity, redemption of the principal of a loan, bond,
certificate of deposit or similar instrument.” (This phrase was included in
the Original Draft in these exact words.)

In this instance, the meaning of similar instrument probably can be deduced from the
context. It seems to mean, roughly, similar instruments evidencing debt or obligation to pay
money. The point of this item would seem to be that repayment by the obligor or maker of the
instrument does not cause the recipient to include the amount in gross income. If such intention
underlies this item, it would be helpful to illustrate the item with an example in which 1t could be
explained that the reason gross receipts do not arise is that the transaction directly involves return
of money by the borrower back to the lender.

Far more problematic is the second instance where the words “similar instruments™ are
used:

e -

“amounts realized as the result of short term investments or reinvestments
of principal i mutual fund accounts, money market accounts or similar
instruments.” (We note that this item was not included in the Original
Draft and was added in the February 8, 1999 draft.)

-

To begin with, it is not entirely clear that the phrase “similar instruments” is part of the
list “mutual fund accounts, money market accounts or similar instruments” rather than being
parallel with “investments or reinvestments . . . or similar instruments.” The former appears to
be the intended construction, but the phrase is still inherently inconsistent and confusing because
mutual fund accounts and money market accounts are not instruments.

While we realize that the tax regulations do not have to use words in the same fashion
they are defined in other uniform laws (e.g., the Uniform Commercial Code), it nevertheless 1S
useful to look to other uniform laws to get a sense of commonly accepted meanings. An account
under the Uniform Commercial Code Sec. 4-104(a)(1), as applicable to bank deposits, means
“any deposit or credit account with a bank, including a demand, time, savings, passbook, share
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draft, or like account, other than an account evidenced by a certificate of deposit.” Under Article
9, Section 106, the Uniform Commercial Code defines account as “any right to payment for
goods sold or leased or for services rendered which is not evidenced by an instrument or chattel
paper.” The official comment indicates that an account is generally understood as the ordinary
commercial account receivable. An instrument, on the other hand, as defined by UCC Sec. 9-
105(1) means “a negotiable instrument, or other writing which evidences a right to the payment
of money and is not itself a security agreement or lease and is of a type which is in the ordinary
course of business transferred by delivery with any necessary endorsement or assignment. The
term does not include investment property.” The term instrument suggests items such as a note
or a check but does not include investments in mutual fund companies.

The phrase is confusing because it is like saying “oil, water, alcohol, or similar precious
metals.” Just as metals are not a liquid like oil, water or alcohol, instruments are not accounts
like mutual fund accounts or money market accounts. In any event, we think that the phrasing of
this item needed clarification, and, as explained below, the revised treatment of this item in
Revised Draft I is a significant improvement.

Examples should clarify which items are excluded from gross receipts and why. For
example, is the rationale underlying this exclusion, as in the first instance when the words similar
instrument were used, that repayments of principal by the obligor should not be included in gross
receipts? Perhaps the reasoning is that investments in money market funds are sufficiently
similar to placing money in an interest-bearing bank account or making a loan to another person
that all these methods of “lending” money ought to be treated similarly. If this is the rationale
for the exclusion, it should be clearly stated so as to reduce confusion as to the aim and the
application of this exclusion. The exclusion from gross receipts of mutual fund accounts is a
little harder to justify under this rationale because it is less like a lending transaction where the
lender’s principal is returned to him by the borrower. Nevertheless, in one superficial sense
investment in a mutual fund may, in some cases, be similar to a loan or investment in a money
market fund; that is, in these cases, the person or entity to which the taxpayer transfers its funds
(i.e., fund manager or custodian) is also the person or entity that returns funds to the taxpayer.
However it seems to be stretching the point to include investments in mutual funds in this
category. Moreover, instead of specifying that investments in “similar instruments” will be
excluded from gross receipts, we suggest that the regulations specify that investments in mutual
funds, money market funds and similarly pooled investment funds do not generate gross receipts
to the extent of the principal balance returned to the investor or lender.

As written in the February 8, 1999 draft, the exclusion of “mutual fund accounts, money
market accounts or similar instruments” might have invited the interpretation that any investment
in the kinds of things that mutual funds invest in are excluded from the definition of gross
receipts because the phrase similar instruments lends itself to such an interpretation. If the MTC
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1s still considering the concepts behind the February 8, 1999 draft, the regulations should clarify
whether the investment in the mutual fund itself is what causes the receipts to be excluded from
the definition of gross receipts or whether investments in the same properties in which mutual
funds invest would also be excluded from the definition of gross receipts. The latter
interpretation might mean that dividends and capital gains income would always be excluded
from the definition of gross receipts. The former interpretation would suggest that clarification is
needed to specify what other investments besides mutual funds and money market funds should
be excluded. If only investments in mutual funds or money market funds are excluded, then the -
words “similar instruments” should be deleted. Again, as noted above, investments in mutual
funds and money market funds should produce accounts and not instruments, as the terms
“account” and “instrument” are commonly understood and as defined in the UCC.

One other alternative reading of the section relating to mutual funds is that the exclusion
is directed at “short term investments or reinvestments” in mutual fund accounts and money
market accounts. This would suggest that long term investments and reinvestments are not
excluded. If this is the aim of the regulations, then the Commission needs to provide guidance as
to what distinguishes short term investments from long term investments. And again, there is
ambiguity as to what other investments are excluded besides short term investments in mutual
funds and money market funds. Some, but probably not all, of the ambiguity arises from the
phrase “similar instruments.” As noted above, examples would help to clarify the meaning of
this provision.

Comments Regarding the Revised Draft 1

In comparing the Original-Praft, the February 8, 1999 draft and the Revised Draft [, we
think that the Revised Draft I is substantially clearer than the prior two drafts. In particular, it is
a notable improvem?ﬁt'over the February 8, 1999 version. The exclusion from gross receipts of
“repayment, maturity, or redemption of the principal of a loan, bond, or mutual fund or
certificate of deposit or similar marketable instrument™ leaves few doubts that the exclusion is
intended to apply to the principal of the loan, bond, mutual fund, certificate of deposit or similar
marketable instrument. Here, the intent appears clear that repayments of principal by the obligor
should not be included in gross receipts but, as we noted above, this rationale does not '
necessarily support the exclusion of investments in mutual funds. Unlike the other instruments
included in the list, investments in mutual funds are not instruments as explained above.
Moreover, by excluding the return of principal from mutual fund investments from the definition
of gross receipts, does the exclusion also apply if the taxpayer were to invest in stocks directly?
A share of stock is arguably a marketable instrument such that the return of principal is excluded
under the terms of this definition. Presumably there could be some logic to excluding from
gross receipts an amount received when the issuer redeems a share of stock in that in some sense
this is like repayment of a loan. The holder of the loan or share of stock is receiving something
from the issuer in repayment or redemption. If this is the intent of this definition, then would it
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be fair to say that there is no meaningful distinction between loans and investments such that
both will be treated the same with respect to determining what amount is included or excluded
from gross receipts? Again, we suggest that the Commission articulate the rationale behind these
exclusions to reduce the likelihood of misreading its intent. Furthermore, we think the
Commission should provide some examples of what other instruments which are not classified as
a loan, bond, certificate of deposit, or a (share in a) mutual fund that would result in repayment
of principal such that the principal amount is not included in gross receipts.

Another issue is why the word “marketable” is used to modify “instrument.” This is a
minor point but in order to prevent future litigation over whether the principal from all
instruments is excluded or only that from marketable instruments is included, the Commission
should consider clarifying the use of “marketable” in this context. Not to bore you with the same
point, but we think that examples might be used to clarify the use of marketable to modify
Instrument.

Additionally, perhaps the Commission should consider providing some guidance as to
why the amounts realized on the sale or exchange of property are not reduced for the cost of
goods sold or the basis of property sold (which we believe is the correct position) but that this is
not the case for investments in mutual funds. Gross receipts is defined as the “gross amounts
realized ... on the sale or exchange of property, the performance of services, or the use of
property or capital ... in a transaction which produces business income.” There 1s no obvious
reason why amounts realized from the sale of property should be treated differently than amounts
realized from the use of property (i.e., the use of funds to generate income).” .

The foregoing comments are made primarily in order to seek clarification of what 1s
being excluded from gross receipts. Once we are better able to understand what is being
excluded and the conceptual basis for those exclusions, we may have substantive comments on
the inclusion or exclusion of specific items. We hope that the Commission will revise the
definition so as to clarify the ambiguities we have found and discussed above.

Very truly yours,
DN
/// V %/{ o= —
MJ . Pat Powers

JPP
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Ms. Roxanne Bland

Assistant Hearing Officer
Multistate Tax Commission
444 N. Capitol Street, N.-W.
Suite 425

Washington, D.C. 20001-1538

Dear Ms. Bland:

Enclosed are the American Institute of Certified Public Accountants comments on the
Multistate Tax Commission (MTC) Proposed Definition of “Gross Receipts”. These
comments were developed by members of the State and Local Taxation Commiittee.

We would be pleased to discuss the comments and proposed definition with you or a
member of your staff. You may contact one of the following: me at (212) 572-5555;
Karen J. Boucher, Chair of the State and Local Taxation Committee, at (414) 283-3621;
or Eileen Sherr, AICPA Technical Manager, at (202) 434-9256

Sincerely,

“Byaw A 4 ﬁs%
David A. Lifson

Chair

Tax Executive C_ommittee

Enclosure
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AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS
Comments Regarding Multistate Tax Commission
' Proposed Definition of Gross Receipts
October 11, 1999

GENERAL COMMENTS

The Multistate Tax Commission (MTC) Uniformity Committee has drafted a definition
of “gross receipts” as a proposed amendment to the definitions section of the MTC
regulations, Reg.IV.2.(a). Presently, neither the Uniform Division for Income Tax
Purposes Act (UDIPTA) nor the MTC regulations provide a definition for “gross
receipts”. '

The Notice of Public Hearing indicates that the MTC is seeking public comment on both
the Original Draft and the Revised Draft I which were attached to the notice. We do not
support either definition for two reasons. First, if the plain language of a statute requires
the inclusion of total sales in the sales factor and defines sales as gross receipts, then
absent statutory changes to UDITPA and the adopting states’ statutes, the MTC’s
adoption of a regulation limiting the definition of sales to net receipts does not appear to
be authorized. Secondly, if the purpose of the definition is to eliminate situations state
tax administrators believe are abusive, we would like to point out that in those unique
circumstances where inclusion of receipts results in distortion, the appropriate remedy to
limit sales to net receipts is already sanctioned under section 18 of UDITPA.

In the event the MTC decides to continue with this regulation project, we believe that the
Revised Draft I requires less clarification than the Original Draft and as such our
comments will be limited to the Revised Draft I. Aside from our overall apprehension
addressed in the previous paragraph, our primary concemn with the draft is the removal of
the ambiguity in the proposed definition. In the spirit of cooperation, we suggest the -
following specific issues be addressed and clarified as discussed below.

SPECIFIC COMMENTS

The revised draft defines “gross receipts” as:

[T]he gross amount realized (the sum of money and the fair market value of other
property or services received) on the sale or exchange of property, the
performance of services, or the use of property or capital (including rents, fees,
royalties, interest and dividends) in a transaction which produces business
income, in which the income or loss is recognized (or would be recognized if the
transaction were in the United States) under the Internal Revenue Code. Amounts
realized on the sale or exchange of the property are not reduced for the cost of
goods sold or the basis of the property sold.




Our specific concerns with this portion of the proposed definition include:

The definition of gross receipts as the gross amounts realized from the listed
transactions seems to be appropriately broad. Nevertheless, it is not clear what an
“exchange of property” is intended to represent. Perhaps the definition should be
modified to conform to the commonly cited definition of “sale” for sales tax
purposes — that is, “the transfer of title or possession of property,” which would
encompass sales, leases, and exchanges.

Although the proposed definition refers to income recognized under the Internal
Revenue Code (IRC), it is not clear how the definition may be affected by
intercompany transaction rules under Treas. Reg. §1.1502-13 (**-13 regulations”).
The definition should be modified to clarify how these regulations should be
taken into account in determining gross receipts.

Most combined reporting states do not require multistate enterprises to include
intercompany transactions in the sales factor for state apportionment purposes.
Income or loss produced from transactions between related entities is usually
eliminated from the sales factor because these transactions are seen as occurring
within one indivisible entity, i.e. the unitary enterprise. However, this treatment
may not be consistent with the treatment of intercompany transactions under the
federal consolidated return regulations.

Under the federal consolidated return regulations,’ the amount of income or loss
relating to intercompany transactions between affiliated corporations is first
determined on a separate entity basis.> Then the related affiliates are treated as
separate divisions of a single entity in determining the timing. The regulations
contain a number of rules for subsequently determining when these
“Intercompany items’ are “taken into account” on the federal consolidated return.
By defining gross receipt as the “gross amounts realized...in which the income or

. loss is recognized under the Internal Revenue Code”, intercompany items that

were eliminated from the sales factor for state apportionment purposes now may
be included currently in the sales factor. The federal intercompany transactions
regulations include specific rules for a number of the intercompany transactions
mentioned in the MTC draft, including: :

(1) intercompany sales of intangible property;

(2) intercompany gains and losses from the disposition of tangible personal
property;

(3) intercompany performance of services; and

(4) intercompany dividends received.

'See 26 U.S.C. § 1502 and corresponding regulations dealing with intercompany transactions, U.S.
Treas. Reg. §§ 1.1502-13 et. seq.
* U. S. Treas. Reg. §1.1502-13(a)(2).




If a state requires separate returns, the application of the “-13 regulations” is even
less clear. Presumably, a state might want to include items as “gross receipts” of
a separate taxpayer even if they are eliminated or deferred for federal tax
purposes. However, that intent is not apparent based on a plain reading of the
proposed definition.

The federal intercompany regulations do not cover intercompany transactions
between foreign and domestic affiliates, since foreign affiliates will not be
included in the federal consolidated return. Accordingly, transactions between
domestic and foreign affiliates are treated as transactions between unrelated
corporations at the federal level. The Commerce Clause precludes states from
discriminating against foreign commerce. Therefore, strict compliance with the
federal rules cannot be tolerated when transactions with foreign affiliates are
included but identical transactions with domestic affiliates are not. Kraft General
Foods, Inc. v. Iowa Dep't of Revenue, 505 U.S. 71 (1992). Nevertheless, the
appropriate treatment of transactions between a related U.S. and foreign entities is
not clear. The language “or would be recognized if the transaction were in the
United States” should be modified to ensure that the regulations do not violate the
Commerce Clause.

The treatment of income that is exempt under the IRC but taxable by the states
(e.g., municipal bond interest) would appear to be excluded by the above
definition, while income taxable under the IRC but classified as non-taxable by
the states (e.g., interest on U.S. obligations) would appear to included in the factor
because it is recognized for federal tax purposes even though it may not be subject
to state income tax. The definition should be clarified to provide that only income
that is included in the state tax base is includible in the sales factor.

In circumstances where income or loss is recognized for Federal purposes yet no
money or property is received (i.e. foreign exchange gain/losses) it is unclear
whether the intent is to exclude such income from gross receipts.

The proposed definition continues with examples of what does not constitute “gross
receipts”

Gross receipts, even if business income, do not include, for example, such items as:

1)
2)
3)

repayment, maturity, or redemption of the principal of a loan, bond, mutual fund
or certificate of deposit or similar marketable instrument;

the principal amount received under a repurchase agreement or other transaction
properly characterized as a loan,

proceeds from the issuance of the taxpayer’s own stock or from sale of treasury
stock;




4) damages and other amounts received as the result of litigation,

5) property acquired by an agent on behalf of another,

6) tax refunds and other tax benefit recoveries;

7) pension reversions;

8) contributions to capital (except for sales of securities by securities dealers);

9) income from forgiveness of indebtedness; or

10) amounts realized from exchanges of inventory that are not recognized by the
Internal Revenue Code.

Nothing in this definition shall be construed to modify, impair or supersede any
provision of Section IV.18.

Our specific concerns with the exclusionary examples portion of the proposed definition
include:

e The zbove list of items that are excluded from the definition of gross receipts
creates ambiguity and confusion in that it is unclear whether the list is exhaustive,
such that only items listed are excluded, or merely suggestive.

e Equally important is the fact that it is not clear why these specific items do not
constitute gross receipts. For example, why are litigation damages excluded from
gross receipts? If the damages constitute business income and are a recovery of
income in lieu of profits, why are they not included in gross receipts? To provide
more guidance to taxpayers and to ensure that the MTC is not arbitrarily trying to
exclude certain items from the gross receipts, the rationale for excluding the 10
categories of items from the definition should be clearly provided. Upon receipt
of the reasons why the specific items are excluded from the gross receipts
definition, we may have additional comments regarding the inclusion or exclusion
of items from the definition.

e In addition, examples of the specified excluded items should be added to reduce
confusion as to the aim and application of the exclusions. For example, the first
excluded item “repayment, maturity or redemption of the principal of a loan, bond
or mutual fund or certificate of deposit or similar marketable instrument” is
troubling. It is unclear what items may be considered to be “similar marketable
instruments”, or for that matter how “marketable” and “instruments” as used in

that phrase are defined.

e The definition does not provide adequate distinctions between when to include the
full sales price of an asset or just the income from the asset. For example, how
are the sales or redemptions of zero coupon bonds or US Savings Bonds treated?
Are these considered loans or assets?




e It is unclear what velue or clarificatior the final item provides. The first part of
the definition states “gross receipts” are the amounts recognized under the IRC.
This infers that all income not recognized under the IRC is to be excluded.
Providing a specific listing of income not recognized under the IRC as excluded
from gross receipts is a redundancy that will only create more confusion.

* The provision provided in itern #8 may be better suited for itern #1.

CONCLTUSION

Clearly, further clarification should be provided through specific definitions of
terminology used and explanations of the reasoning behind the examples given. At this
time we do not support the adoption of the current proposed definition; however, if the
MTC decides to continue with this regulation project, we encourage the MTC to modify
the definitions for the comments received and prepare another draft. We welcome the
opportunity to discuss these comments with the MTC staff informally, or in the context -
of a working group.




----- Criginal Message-----

From: Thomas Halick [mailto:HalickT@state.mi.us]
Sent: Tuesday, August 08, 2000 8:56 AM

To: rbland@mtc.gov

Subject: Gross Receipis Proposed Regulation

Roxanne,

[ have a few questions regarding the proposed MTC regulation to define gross receipts. Michigan is working or @ statutory
definition of "sales" and “gross receipts” for Single Business Tax purposes.

1. What is the purpose of adopting a definition of gross receipts? Are there specific persons caliing for this definition”

2. Your proposed definiticn excludes from gross receipts "property acquired by an agent on behalf of another.” Why do you
apply this exception to property but not "amounts” or "proceeds?" Are there si.tuatlons where an agent merely hancles
money for a principal and the amount is not accounted to the agent as & receipt? Fo.r example: a'p(operty management
company receives an amount that it pays on behalf of the property owner for t;xes, msuranc_:e,'utllltxes, mortgage
payments. Or, a service firm (agent) hires a third party to perform certain services for the principal?

3. "Sales" means all "gross receip‘s” not allocated. What would be included in gross receipts, bu} not included in "saies?
Are gross receipts and sales the same except for receipts that constitute allocable nonbusiness income?

1otice that Texas regulations define gross receipts as "all revenues that wo_u!d be recognized arnjually unde;r a
... erally accepted accounting principles method of accounting, without deduction..." Have you considered such an
approach?

Thanks, .

Tom Halick

Tax Counsel

Michigan Dept. of Treasury . -

Bureau of Revenue ‘ o
Legal & Hearirgs

=

EXHIBIT C-11




----- Original Message-----

From: HAMILTON Leonard M [mailto:Leonard.M.Hamilton@state.or,us]
Sent: Tuesday, Octaber 10, 2000 6:26 PM

To: 'rbland@mtc.gov’

Cc: SCOTT John C; MCCLAIN Stanley J

Subject: Comments re. MTC Proposed Definition cf Gross Receipts

. The Oregon Depariment of Revenue recommends adoption of the MTC's proposed
definition of "gross receipts”. No changes are recommended to the proposal.

We believe that Oregon laws wili require some legisiative changes to fully
conform to the MTC proposal.

EXHIBIT C-12




Final Report of the Hearing Officers
regarding the
Proposed Definition of “Gross Receipts™

Exhibit D:  Side-by-Side Comparison of Revised Versions (July 2000)




Proposed Definition of “Gross Receipts”

Side-by-Side Comparison of Revised Versions (July 2000)

ORIGINAL DRAFT

REVISED DRAFT I

REVISED DRAFT 1

received) on the sale or exchange of property,
the performance of services, or the usc of
property or capital (including rents, royaltics,
interest and dividends) in a transaction which
produces business income, in which income or
loss is recognized (or would be recognized if
the transaction were in the United  States)
under the Internal Revenue Code.  Amounts
realized on the sale or cxchange ol property
are not reduced for basis or cost of goods
sold or property sold. Gross receipts do not
include such items as repayment, maturity, or
redemption of the principal of a loan, bond,
certificate ol deposit or similar instrument, the

gross principal amount reccived under a
repurchase agreement or other  transaction
properly characterized as a loan, proceeds

from issuance of the taxpayer’'s own stock or
from sale of treasury stock, damages and
other amounts received as the result of
litigation, property acquired by an agent on

behalf of another, tax refunds and other tax
benefit recoverics, pension reversions,
contributions  to capital, or income from

forgiveness ol indebtedness. Exclusion of an
item from the delinition of “gross receipts™ is
not determinative of its character as business
or nonbusiness income.

of property, the performance of services, or the use
of property or capital (including rents, fees royalties,
interest and dividends) in a transaction which
produces business income, in which the income or
loss is recognized (or would be recognized if the
transaction were in the United States) under the
Internal Revenue Code. Amounts realized on the sale
or exchange of property are not reduced for the cost
of goods sold or the basis of property sold. Gross
receipts, even if business income, do not include, for
example, such items as:

1) repayment, maturity, or redemption of the
principal of a loan, bond, or mutual fund or
certificate  of  deposit or similar  marketable
instrument;

2) the principal amount received under a repurchase

agreement © o1 other transaction properly
characterized as a loan;
3) procecds from issuance of the taxpayer’'s own

stock or from sale of treasury stock;

4) damages .and other amounts received as the result
of ltigation;

5) property acquired by an
another;

6) tax refunds and other tax benefit recoveries;

7) pension reversions;

8) contributions to capital (except
sceurities by securities dealers);

9) income from ﬁ.oﬂmws_‘.:amm of indcbtedness; or

10) amounts realized [rom cxchanges of inventory that
are not recognized by the Internal Revenue Code.

agent on DLehalf of

for sales of

Nothing in  this
modify, impair or
IV.18.

definition  shall be construed to
supersede any provision of Section

“Gross receipts” arc  the pross amounts | “Gross receipts” are the gross amounts realized (the | “Gross receipts” are the gross amounts realized (the sum of
realized (the sum of money and the fair | sum of money and the fair market value of other { money and the fair market value ol other property or
market value of other property or services | property or services received) on the sale or exchange | services reccived) on the sale

or exchange of property, the
performance of services, or the use of property or capital
(including rents, royaltics, interest and dividends) in a
transaction which produces business income, in which the
income or loss is recognized (or would be rtecognized if the
transaction were in the United States) under the Internal
Revenue Code. Amounts realized on the sale or exchange of
property are not reduced for the cost of goods sold or the

basis of property sold. Gross receipts, even if business
income, do not include such items as, for example:
1) repayment, maturity, or redemption of the

principal of a loan, bond, or mutual fund or
certificate  of deposit  or similar marketable
instrument;

2) the principal amount received under a repurchase
agrecment  or  other  transaction  properly
characterized as a loan;

3) proceeds from issuance of the taxpayer’'s own
stock or from sale of treasury stock;

4) damages and other amounts received as the result
of litigation;

5) property acquired by an
another;

6) tax refunds and other tax benelit recoveries;

7) pension reversions;

8) contributions to capital (except
securities by securities dealers);

9) income [rom [orgiveness of indebtedness; or

10) amounts realized from exchanges of inventory
that are not recognized by the Internal Revenue
Code.

agent on  behalf of

for sales of

Exclusion of an item from the definition of “gross reccipts”
is not determinative ol its  character  as  business  or
nonbusiness income. Nothing in  this definition  shall  be

construed to modily, impair or supersede any provision of
Section 1V.18.
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