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Chapter 13
IMPACT oF PUBLIC Law 86-272
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to derive from the legislative materials a consensus on several major
oints.

P With respect to the impact of the law on business, it seems to have
been expected that Public Law 86-272 would not cause a significant
reduction in the number of income tax returns which businesses had
been filing. It was expected, rather, that the law would prevent a
sionificant increase in the number of such returns. In short, the policy
behind the statute was maintenance of the status quo existing prior to
the court decisions of 1959.2 The reason most commonly advanced for
this policy was the protection of small- and medium-sized businesses
against an expansion in the scope of State income tax liabilities,*
and it appears to have been anticipated that such businesses would
be the primary beneficiaries of the statute.’

These views of the law’s impact on business carried the implication
that its impact on State revenues would be small. If Public Law
86-272 was preserving a pre-existing jurisdictional rule rather than
contracting the States’ power to tax, it could not result in a material
diminution of the States’ income tax revenues.® Moreover, if small-
and medium-sized taxpayers would be the primary beneficiaries of the
statutory policy, it would appear that the States would not gain signifi-
cant amounts of revenue even if permitted to impose income taxes on
the basis of the activities protected by the statute.”

These, then, were the expectations prior to the conduct of the study
for which the statute provided. Now that more factual data is avail-
able, how do these expectations compare with the results?

C. Impact on Business

Two approaches have been used to assess the impact of Public Law
86—272 on interstate companies.

One approach was to ask companies what effect the statute had on
their State income tax liabilities. This was done in Part IIT of
Business Questionnaire 118 While this direct approach represents the
obvious way to determine what has happened under the statute, it
suffers from the major deficiency that many companies do not possess
a high degree of sophistication about legal rules governing jurisdiction
to tax. Thus, of the 1,907 respondents to the questionnaire, 1,180
indicated that they were not familiar with the provisions of Public
Law 86-272. Yet it cannot be assumed that the law had no applica-
tion to the operations of these companies; in many cases lack of
familiarity with the law may indicate only that the company is so
little concerned about its potential State tax liabilities that it feels no
obligation to keep abreast of relevant legislation. Moreover, a sig-
nificant number of respondents furnished answers to Part III of the

uestionnaire which were incomplete or otherwise unusable. For
these reasons, information gained througa this direct approach has
been supplemented by the use of information which respondents
provided regarding the nature of their activities in each of the States.

2 Sep 105 Cong. Rec. 16354 (1959) (remarks of Senator Saltonstall); id., p. 16471 (remarks of Senator Tal-
madge); id., D. 16477 (remarks of Senator Carlson); id., p. 17771 (remarks of Representatives Walter and

i Sgo S, Rept. 658, S6th Cong., 18t sess., p, 4 (1958); 105 Cong. Rec. 16354 (1959) (remarks of Senator Selton-
stall): id., p. 17771 (remarks of Representatives Walter and Miller).

s des 8. Rept. 453, 86th Cong,, 1st sess,, p. 3 (1959).

¢ See id., p. 12; 105 Cong. Rec. 17773 (1958) (remariks of Representative Miller).

7 Sea 5. Rept. 453, supra note §, p. 12.

¢ App. D, D. 435.
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1. Errect oN PaTrERN oF RETURN-FILING

The effect of Public Law 86-272 on the pattern of income tax return-
filing is suggested by some of the data presented in an earlier chapter.
When a State asserts jurisdiction on the basis of usual or frequent
activity by employees with authority to accept orders, only a handful
of the companies with this activity in the State are found to file the
returns which the State asserts are due. In the overwhelming major-
ity of cases, the assertion of jurisdiction does not produce an income
tax return.’ :

In view of the infrequency with which returns are filed on the basis
of this mﬂwmowmm activity which is not protected by Public Law 86-272,
it would be surprising indeed to mu% that large numbers of returns
had been filed prior to the enactment of the statute on the basis of
employee or uoﬂﬁﬁ%o%mm activities which are now within the pro-
tected area. Some States never asserted jurisdiction on the basis of
such activities, and those that did assert jurisdiction are unlikely to
have enforced their claims successfully. On this evidence alone, one
might conclude that Public Law 86-272 did little more than codify
the pre-existing practice. This conclusion is supported by the avail-
able information bearing more directly on the point. the vast
majority of cases in which respondents indicated that Public Law
86-272 protected them from State income taxation, they also indicated
that they had not previously filed returns with the H.mw‘mqpuﬁ State.

a. METHOD OF STUDY

Each respondent to Business Questionnaire IT was asked to indicate
those income tax States in which the company might have been
required to file a return under State law but in which Public Law
86-272, either clearly or arguably, gave immunity from income
taxation as of the time the questionnaire was answered. For each
State for which Public Law 86-272 had some relevance to the com-
pany’s tax picture in this sense, the respondent was also asked to
indicate whether a return was filed for the last fiscal year ending
before September 1958. The 1958 date was chosen wmomcmo the
statute prohibited the collection of some tazes even though liability
had accrued prior to its enactment; taxes accruing for years ending
before September 1958 would normally have been collected before
the enactment date.

The question whether returns were previously filed in States in
which companies are now protected by Public Law 86-272 does
not fully measure the effect of the law on the pattern of return-filing.
It takes no account of the fact that businesses are dynamic: They
expand their operations, contract them, and change their methods
of doing business. The fact that a return was previously filed in
a State in which a company is now protected does not necessarily
indicate that it was filed on the basis of a nexus which consisted only
of protected activity. By the same token, the faet that no return
was filed in & State in which a company is now protected may reflect
ﬁcﬁ:bm more than the fact that the company had no activities at all
in the State prior to the effective date of Hun_uﬂo Law 86-272. Never-
theless, if the activities protected by Public Law 86-272 were activities

9 See pp. 302-304.
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which commonly caused returns to be filed before enactment of the
statute, one would expect to find that returns had previously been
filed in most cases in which companies are now protected. In fact,
the evidence suggests that returns were previously filed in very few
such cases.

b. PREVIOUS RETURN-FILING BY PROTECTED COMPANIES

It has already been noted that many respondents were not familiar
with Public Law 86-272, and that others provided incomplete re-
sponses. But 109 of the 1,907 respondents affirmatively indicated
nwma their operations either clearly or arguably fell within the scope
of the Federal statute in one or more States in which they might
otherwise be liable for income taxes. These respondents had, among
them, 1,614 instances of potential income tax liability in States in
which Public Law 86272 was relevant, or an average of about 15
instances per company. While 33 of these companies had previously
filed returns in one or more of these States, they provided only 52
instances of returns previously filed. No single company had pre-
viously filed returns in more than four States in which it reported
that the statute gave protection, and 28 of the 33 companies had
previously filed in only one or two such States.

Of the 109 respondents reporting that Public Law 86-272 had some
applicability to their situations, 22 failed to indicate for any State
that they would not be liable under State law in the absence of the
Federal statute. In some of these cases, there is reason to suspect
that the respondent erroneously treated the Federal statute as
relevant in States in which the company had no activities of any
variety. If this group is eliminated, there were 87 respondents
reporting that Public Law 86-272 was applicable in one or more
States, representing 943 instances of potential liability in the absence
of the statute. Of these 87 companies 26 reported that they had
previously filed returns in one or more States in which the statute
was applicable, but the 26 companies provided only 40 instances of
returns previously filed. i ) .

Thus, among the questionnaire respondents reporting that Public
Law 86-272 gave them either arguable immunity or clear immunity
in one or more States, a sizable minority reported that they had

reviously filed returns in at least one of these States. The majority,
WOquE._ reported that they had not previously filed such returns.
Moreover, &ﬂm total number of previously filed returns reported ww
this group of respondents was quite insignificant when compared wit.
the number of returns which could have been required if the States
had been permitted to assert jurisdiction on the basis of the activities
protected by the statute. y

In one sense, then, the data obtained from this small group of com-
panies suggests that Public Law 86-272 may have had a significant
impact on the pre-existing pattern of return-filing: A substantial
minority of the companies affected by the statute may have been
relieved of income tax obligations in some States in which they had
previously been filing returns. But in a more meaningful sense, the
supporters of Public Law 86-272 were almost certainly correct in the
belief that the statute would not significantly change the pre-existing
pattern. Even on the assumption that Public Law 86-272 is applicable
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in all cases in which respondents said that it was only arguably ap-
plicable—an assumption that gives the statute a relatively broad
scope—the data obtained from wmmmm respondents indicates that returns
had not previously been filed in the vast majority of instances in which
the Federal law provided immunity. If, following the court decisions
of 1959, the income tax States had successfully asserted jurisdietion
to tax in the circumstances in which Public Law 86-272 now grants
exemption, the result would have been a great increase in the number
of State income tax returns filed by companies whose selling methods
are of the types now protected. By comparison with Hmm radical
alteration in the pattern of return-filing that would have been implied
by successful assertion of jurisdiction in these circumstances, the effect
of Public Law 86-272 on the pre-existing pattern was a small one.
Indeed, if the objective of the statute was to preserve the pre-existing

attern, there is every reason to believe that its scope was too narrow.

or subject to such limitations as might be imposed judicially, the
statute continued to permit the imposition of income taxes in some
circumstances in which returns were rarely filed prior to its enactment.

This conclusion has some bearing on one of the criticisms that has
often been made of Public Law 86-272. The opinion has been ex-
pressed that many businesses might easily change their operational
methods in some States in order to bring themselves within the pro-
tection of the statute.® Sales offices mewﬂ be closed or moved across
State lines, inventories in public warehouses might be eliminated, or
work previously performed by employees might be transferred to
nonemployee agents or contractors. If Public Law 86-272 repre-
sented merely & codification of a pre-existing pattern, however, its
enactment would not be expected to be the signal for widespread
changes in methods of doing business. Information obtained from
respondents to Business Questionnaire I suggests that no substan-
tial change in business methods has in fact been motivated by the
statute.

Business Questionnaire II was answered approximately 3 years
after the enactment of Public Law 86-272. Of the 1,907 respondents
returning usable questionnaires, only 6 companies indicated that they
had made any changes in business methods even wpuamzwpﬁnoﬂqﬁ&
by a desire to qualify for the benefits of the statute. though 59
companies furnished unusable responses to the relevant part of the
questionnaire and another 100 gave responses that were incomplete,
1,742 companies had clearly made no such changes: 1,180 companies
not even familiar with the Public Law, 473 companies reporting that
it did not protect them in any State, and 89 of the companies reporting
that it did give them protection in one or more States. The inference
is clear that it was an mwom%aouﬂ case in which business methods
were changed in response to Public Law 86272 during its first 3 years.

2. E¥rEcr onN PoreENTIAL LIABMLITY

In the preceding subsection, it was concluded that Public Law 86-272
did not significantly change the circumstances in which companies
filed returns for State income taxes. Such change as was introduced
by Public Law 86-272 was very much less radical than the change

___H‘a.NanSin.anmwelsuP mEquBounw_nnmeoEcunoaﬂzquU.Uaunon.Pmm_mgﬁbRoBcw
General, State of Michigan, &wﬁ.

e
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b. SCOPE OF PROTECTION PROVIDED

In table 13-1, the 1,431 studied respondents are classified according
to the number of income tax States in which they were protected from
taxation by Public Law 86-272. The data is shown separately for
all respondents as a group and also by size of company. The table
thus indicates for companies of different sizes the extent to which
income tax obligations could be increased if taxation were permitted
on the basis of the activities protected by the statute. While the
increase shown would actually occur only if all the income tax States
asserted jurisdiction on the basis of the protected activities, the table
does not take account of the possible adoption of the income tax
by additional States. Indeed, Indiana has not been treated as an
income tax State, having enacted its law after the data was tabulated.
For convenience in ﬂmwﬂm;a.ﬁmq however, the District of Columbia has
been treated as a jurisdiction subject to Public Law 8§6-272.

TasLE 13-1.—ScoprE orF ProTECTION GIVEN BY PUBLIC Law 86-272

1,481 companies, classified by the number of income tax States in which they
had protected activity but no tazable activity

By size of company (gross receipts)

Whole Under $200,000 $600,000 1 million $6 million $60 million

2 up to up lo or more

Zmﬁwmmuom R, R wmmw_wma 81 midiion  §5 million. 350 mirdion
O ati, by, o 890 176 189 176 235 97 17
1 [ 117 21 27 26 32 9 2
2t03______ 115 13 23 21 44 11 3
4t06._._.__ 72 4 21 11 21 10 2
71t010.____ 62 9 10 i3 20 9 1
11 to 15____ 38 2 8 6 11 8 3
16 to 20 ___ 37 3 7 3 14 9 1
21 t0 30.___ 55 2 1 13 17 19 3
31 t037___. 45 2 6 6 20 10 1

Total____ 1,431 235 202 275 414 182 33

Source: Business Questionnaire IT (sample of companies engaged in interstate
commerce). Resolution of doubtful cases may result in understatement of the
number of States for some compsanies. i

The table indicates that 541 of the 1,431 studied companies—
about three-eighths of them—received some protection from Public
Law 86-272. While companies in all size classes were among those
benefiting from the law, the proportion of companies affected was
greater in the larger size classes than in the smaller. Of the com-

anies studied with gross receipts under $200,000, only about one-
ourth received any benefit. But of those with gross receipts in excess
of $5 million, almost one-half received some protection, and this
holds true even for those companies reporting gross wmomwwﬁm of $50
million or more. Thus, Fmo%H as the supporters of the statute
believed that the law would be beneficial primarily to small businesses,
they appear to have been mistaken. On the other hand, some small
companies clearly did receive a significant benefit. )

Q.Wm companies represented in table 13-1 include some companies
which are affiliated with other businesses. To the extent that thisis 80,
it may be argued that the small companies studied are not necessarily
representative of small business. In table 13-2, the scope of protection
afforded by Public Law 86-272 to studied companies with gross
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receipts of less than $1 million is therefore shown mw%pwmomq for those
companies reporting that they were not affiliated with any other
business in the sense of being controlled by the same owner or group of
owners. The pattern shown for these unaffiliated companies, indisput-
ably representative of small business, is not mmmnmm%bﬁmq different from
the pattern shown for all companies with gross receipts of less than $1
million. If the legal issues resolved by Public Law 86-272 had been
resolved in favor of State power to tax, almost a tenth of the studied
companies with gross receipts under $200,000 would have been poten-
tially liable for taxes in seven or more income tax States in whic they
now are immunized. More than a tenth of the companies with gross
receipts between $200,000 and $500,000 would have been potentially
liable in seven or more such States, and almost a tenth of those with
gross receipts between $500,000 and $1 million would have been
potentially liable in eleven or more such States. Thus, Public Law
86-272 provided a very substantial benefit to some small businesses by
protecting them from possible income tax liability in large numbers of
mcome tax States. The benefit which these businesses received from
ﬁmm Wapwﬁm was wholly consistent with the intentions of the proponents
of the law.

TaBLE 13-2.—ScorE oF ProTECTION GIVEN BY PUBLIC LAW 86-272

580 unaffiliated companies reporting -mqoua receipts under $1 million,

classified by the number of income tax States in which they had protected
activity but no tazable aclivity

Size of company (gross receipts)

i

Under $200,000 up $600,000 up

Number of States:  $200,000 to $500,000 to $1 million
O zaimmman 139 134 112
| e 17 26 16
2to3.__.___ 10 17 15
4t06._.___. 6 15 6
7t010._____ 9 9 10
11to15_____ 2 6 4
16 to 20_____ 3 3 1
21 to 30_____ 2 1 8
31t037_____ 2 4 3
Total. ____ 190 215 175

Sources: Business Questionnaire IT (sample of companies engaged in interstate
commerce). Resolution of doubtful cases may result in understatement of the
number of States for some companies.

The benefits received by some of the larger companies, however,
were also very substantial. Not only were some of them protected
from assertions of liability in large numbers of States, but some were
protected in States in which the volume of business done was sub-
stantial. Of the 215 studied companies re orting gross receipts of
$5 million or more, 97 furnished a geographical breakdown of their
sales on a destination basis. Of these 97, 14 companies were immu-
nized from taxation by Public Law 86-272 in one or more income tax
States in which their sales volume exceeded $1 million. This fact is
indicated by «QEQ‘TP in which the 97 companies are classified by
the number of incifae tax States in which they were immunized from
taxation but had $1 million or more of sales. The sales volume
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in some of these cases was substantially in excess of $1 million, and
in one case exceeded $10 million. Furthermore, of the 14 companies
showing some States in which they were immunized from taxation
with sales of $1 million or more, 5 companies had gross receipts of
$50 million or more.

H»wbuquw.WmmeHZHOHZQOEmH»Mma>aumazSmHommuH.EszoE;za
: W As ProTECTED BY PUBLICc Law 86-272

97 companies reporting gross receipts of 85 million or more, classified by
the number of such States in which they made sales of $1 million or more

Number of

Number of States: COmPpantes
O e bt it 83
) 6
2 i e e 4
Sarr__ pllim 2
40 '5L0 Skl Jooth 1
6. 5087 s e o ie s 1
Total. s Samsanss 97

Source: Business Questionnaire II (sample of companies engaged in interstate
commerce). Resolution of doubtful cases may resulf in understatement of the
number of States for some companies.

The pattern of protection indicated by tables 13-1 through 13-3
does not change greatly even if a more restrictive interpretation of
Public Law 86272 is employed. The effect of employing a more
restrictive interpretation has been tested by examining in_ greater
detail the activities reported by some of the companies in tables 13-2
and 13-3. In this examination, it was assumed that advertising is
the only activity not explicitly mentioned by Public Law 86-272 that
may be conducted without negating the statute’s protection. Quali-
fication to do business, the conduct of occasional activities of unpro-
Soﬂmm.%wmam, and a ﬂa@u of other contacts were thus treated as
disqualifying. If table :5-2 had been prepared on the basis of this
restrictive interpretation, 18 companies with gross receipts of less than
$200,000 would still have been shown as protected by the statute in
four or more States, and 9 of those companies would still have been
shown as protected in eleven or more States. If table 13-3 had been
wumvﬁ.mm on the basis of this interpretation, 8 companies would still

ave been shown as protected in some States in which they had sales of
$1 million or more, 3 companies would have been shown as protected in
two or more such States, and 1 company would have been shown as
protected in four or more such States. While use of the restrictive
interpretation reduces the number of companies shown as receiving
significant protection from the statute, it does not affect the conclusion
that substantial benefits were conferred on both large companies and
small ones.

Analysis of respondents’ own evaluation of the impact of the
statute is, as has already been noted, colored by the fact that most of
the H.mchummnnm were not familiar with its terms. This was true of
more than 70 percent of the respondents reporting less than $1
million in gross H.momwﬂ.‘m in the sample of companies engaged in inter-
state commerce. The responses of those companies which were
familiar with the law, however, confirm the conclusion that both
large and small companies received significant protection. Some

ST mEA M o cmmmn Al mmana maasaimba Pan avaranla
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reported that the statute clearly protected them in more than twenty
of the income tax States. Of the smaller companies indicating that
they were familiar with the law, the proportion indicating that they
were protected was quite small. But a few of the unaffiliated smaller
companies did indicate that they were protected in a significant
number of States. One such company, for example, with gross
receipts barely over $1 million, reported that it was ¢ early protected
in twelve income tax States and possibly protected in an additional
fourteen,
C. SCOPE OF UNPROTECTED ACTIVITIES

To the degree that it gave exemption to some of the larger com-
panies, Public Law 86-272 may well have gone beyond nw.m... results
anticipated by its wﬂwﬂ_oimwm. or some of mum smaller companies, it
has been seen that the protection given was wholly consistent with
the objectives. Some small companies, however, were left with a
broad scope of potential income tax liability even after the enactment
of the statute. In this respect, it can be argued that the statute failed
to give protection in cases in which protection was appropriate.

In table 13-4, the 580 unaffiliated companies ﬁnw gross receipts
under $1 million are classified by the number of income tax States in
which they had activities which are not protected by Public Law
86-272. The activities considered are those included in the list of
taxable activities on page 427, except that the “certain miscellaneous
unclassified activities” have been excluded. Some of the activities
on the list are clearly sufficient to confer jurisdiction to tax, while
the relevance of others has not been clearly determined by the courts.
The conduct of any of these activities in a State, however, is sufficient
to raise a substantial wowmm_uEﬁ% that the jurisdiction to tax would be
upheld. Indeed, the list falls short of including all activities which
might reasonably be argued to constitute a basis for taxation. It
omits, for example, occasional activities of unprotected types even
when combined with usual or frequent activity of protected types.
Table 13—4 thus presents a conservative view of the scope of liability
which could be imposed on the studied companies even when Public
Law 86-272 is taken into account. el

TaBLE 13-4.—ScoPE oF ActiviTies Nor ProrECTED BY PuBLic Law 86-272
680 unaffiliated companies reporting gross receipts under $1 million
classified by the number of States in which they had usual or \Smggm

unprotected activities
Size of company (gross receipts)

Under  $200,000 up $500,000 up
$200,000 1o $500,000 io §1 million

Number of States:

e i 44 43 23
) =y 111 117 89
2108 . 25 34 44
440 7 emmmmae 9 15 11
8to 15 . __.__ 1 6 7
16 to 23 . _.__ ST — e
24031 ... —_ —_ 1
321037 — — —

Total___________ 190 215 175

Source: Business Questionnaire IT (sample of companies engaged in interstate
rommerea) Roenlntinn af darhifnl nacoc mawr roerlt 4n indanetotamant ~Ff 4ha
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— 15 % . sdnot
i vast majority of the companies in the table either did no
ruﬁﬁwﬂw ﬂbﬁuogomam pw.ﬁiﬁmm in any income tax State om had mﬁww
activities in only one such State, & few had a rather broa mamwm_ww
tential liability even after the enactment of Public Law 8 462,
wmowmodwﬁ this vnowmmmﬁwo@m Mm %3 wmwwmﬁmwaowwwﬁvwm%mm%wu%%lw %m
i ; one of the objectiv Law
whmm% MM mwowmcnmﬁ%hmmb businesses m.m_m.mnmmm broad scope of liability, table
13-4 suggests that it fell somewhat short of achieving the objective.

D. Impact on State Revenues

luating the revenue impact of Public Law 86-272, 1t is again
&WMMM to distinguish between the experienced impact and mmpm MWM@MH
tial. On the one hand, were the States’ revenues Ewﬁ% ww - wwm
ished by the enactment, of the statute? On the other, did the statu
bar access to a significant revenue source?

1. ExpeRIENCED IMPACT

i i iminuti f revenue
ble estimate of the experienced diminution o
ﬂfw._%%m MMMH. %v MM ossible on the basis of data wMQMpvmm a,.wu Mwwmwwwwmwﬁ.
iminuti sted to be
Most of any such diminution would be expec :
< i ls. ~ Since tax collectors cus
loss of taxpayers previously on the wo_ t |
i i t of sight without some
tomarily do not permit taxpayers to drop ou Hihows soe
i f the reasons, the files of the various revenue dep
Mwwﬁmm%mw%n data which would permit identification of taxpayers lost
_ { Public Law 86-272. |
vmmwd%w% be conceded that the loss of taxpayers previously on the uoﬂm
is not a complete measure of the revenue loss actually oxwmﬂmbooz.
At any given level of enforcement, the composition of Mrw& am,w .Hwo M
changes as businesses n_upbmmE«%me owmwpﬂﬁm mgﬁ%ﬁm .nww — .M ﬁmmﬁﬁ.m
1 i ne
to gain taxpayers which would have been gamned, 3 BLe-axsting
cement also contributes to an experienced re
wﬂﬂmwmwm %mm_mwu mH_w the short run, however—in the first few wmm.mw Mm .ﬁ_ﬂm
statute’s operation—the impact resulting from this factor would pr
tively small. .
mchmww%wmwmm—%mm Ewupvﬁ. of States could conceivably have m:mmMWa.
significant revenue losses through _%mmp& %omn%wpﬁmw. ﬁﬂ.\ow %Mumwwuﬁmm
1 ior to the enactment of the Federal s 5
anmo __M.HM W_Ei to conceive of any significant losses accruing to Sta ﬁmm
whose sales factors were not mmmeﬁswglommﬂnm@. Eﬁ.ﬁﬂmwwmﬁwuwmg
ides no exemption in cases in which property is ;
Wagﬁw. except Wmawm.vw for %wouﬁﬂwuiﬁow as company-owned auto
iles—whose use is inci 1 _
Mpuo% pwwwwamq is unlikely to be a significant proportion of a McEWwbwﬂw
total property. Although some payroll might be attri E_mmlmw L.
States in which a company is protected under Public Law v e
depending on the rule used for assignment of payroll, it does no ,ommmum
likely that this would in many ommvmmw.vw a wumﬂmnmﬂw WMMWM.HMM% m.q s
total payroll of the company. Particularly for m Higstiers) woldl
t for the major portion of the net income of
%m,om“m.ggﬂb. g concerns, the Upwwoﬂ_“a o*ﬁmm&&o&Bﬁ. %_wz mew Muowuﬁ%m-ww
q i t portion of the total pa : /, W)
www%mmmpmw@ﬂ_ mmvnw dSMmWonwn&um to criteria which are not destination-

ental to the protected employee activity |
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oriented, they will not often be assigned to States in which a company
is protected from taxation by the statute.

In the second place, even smong the States with destination-
oriented sales factors, revenue losses will have been actually experi-
enced only by those which asserted jurisdiction prior to 1959 in
cases in which the company’s activities were confined to those pro-
tected by the Public Law. The Pennsylvania Director of Corporation
Taxes, for example, has indicated that the law had no material effect
in that State because Pennsylvania had not previously asserted
jurisdiction on the basis of solicitation alone.!!

These facts may explain why only a few States responded to the
Subcommittee’s invitation to present estimates of the revenue impact
of Public Law 86-272. Even those States which did respond, how-
ever, evidently found it impracticable to conduct a thorough review
of their files in & search for the relevant data. The evidence presented
to the Subcommittee was thus in some cases derived from fragmentary
data and in others from estimating procedures unrelated to actual
experience with the operation of the law. For this reason, it is im-
possible to estimate with any accuracy even the revenue impact which
resulted from companies withdrawing from the tax rolls by claiming
exemption under Public Law 86-272. Nevertheless, a review of the
evidence does provide a basis for drawing some conclusions about the
extent of this impact.

8. CALIFORNIA

Although the California Franchise Tax Board was unable to give
specific details on the revenue impact of Public Law 86-272, its
representative at the Income Tax Hearings testified that “a number of
substantial taxpayers are claiming the exemption, and we are re-
ceiving new claims for exemption regularly.” > He concluded that
it was obvious that the revenue loss would run into “many hundreds
of thousands of dollars each year,” and indicated that it “may well”
reach $1 million or more.’* The basis for the estimate is not entirely
clear, and the figures may include some estimates of revenue lost
from companies which had not filed returns in California prior to
the enactment of the statute. Even the figure of $1 million does
not appear to be very great in terms of the total financial resources
available to California’s government. In its fiscal year ending in
1961, the year in which the Income Tax Hearings were held, mm&-
fornia collected some $273 million of taxes based on the net income
of corporations and $2.2 billion in taxes of all kinds. Thus, a
revenue loss of a million dollars would amount to less than one-half
of 1 percent of corporate net-income tax revenues, and less than four
one-hundredths of 1 percent of total tax revenues.

b. ¢EORGIA

H.mam_won%mgmmm&m mgnw‘ om»&mwﬁ_ﬁum&wwoogogaobm
which had claimed exemption under Public Law 86272, Mr. Fred L.
Cox, Conferee of the Georgia Revenue Department, indicated that
Public Law 86-272 would very likely deprive Georgia of more than

1 Income Taz Hearings, p. 207, testimony of Willlam H. Smith.

“" W Hm_oﬂmwﬁnuouw of Bruce W, Walker, Assistant Executive Officer, California Franchise Tax Board,
D, 16 .

" M_dmw. cwwvnmmz of the Census, Dept. of Commerce, Compendium of State Government Finances in 1961,
able b (1962).
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$1 million in revenue each year.®* Mr. Cox stated, however, that he
did not believe that the 33 corporations were entitled to the claimed
EE:E@ under the terros of the statute,’ and indeed expressed the
opinion that “there would not be enough at stake to pursue it” in
the case of a company whose activities did fall wholly within the
provisions of the law.”” The figure of $1 million thus represented the
estimated loss if the claims of exemption were upheld, s&m_ a negligible
loss anticipated if the State’s position should be sustained.

The 33 corporations studied were estimated to be about one-tenth
of all those that had claimed the exemption in Georgia. While they
were thought to be representative of the entire group, their selection
was not made on a scientific basis.!® Assuming, however, that a
valid estimate of the tax liabilities of all companies claiming the exemp-
tion in Georgia can be based on projection of the data of these 33
companies, it is nevertheless difficult to evaluate the revenue impact
on the basis of this evidence. In the first place, there is little doubt
that some companies protected by the statute would be worth pur-
suing if they were subject to Georgia’s jurisdiction; as has already been
seen, substantial volumes of business are sometimes done in States in
which the statute gives protection. In the second place, although
Georgia evidently challenged the claims of exemption of the 33 com-
wgmmm studied, most of the claims presumably have some rational

asis; it would be reasonable to infer that, even after litigation, some
of these companies would be lost from the tax rolls. Thus, it may
safely be assumed that Georgia does suffer to lose revenue from
companies previously on the tax rolls whose Georgia activities fall
within the Public Law. Whether this amount approaches the million-
dollar mark, however, is very much in doubt.

Any revenue loss suffered by Georgia can be compared to total
revenues from corporate net income taxes of $24 million, and total
tax revenues of $393 million in the fiscal year ending in 1961.% Al-
though a revenue loss of $1 million would represent more than 4 per-
cent of corporate net-income tax revenues, even a loss of this magni-
tude would represent less than three-tenths of 1 percent of total
tax revenues in Georgia.

¢. LOUISIANA

Although the basis for the estimate is not known, a Louisiana
official has estimated that Public Law 86-272 would cause a revenue
loss of approximately $1 million.*

In its fiscal year ending in 1961, Louisiana collected $17 million in
corporate net-income taxes and $463 million in taxes of all kinds.*
A revenue loss of $1 million would thus represent a substantial per-
centage of the corporate net-income tax revenue, but only slightly
more than two-tenths of 1 percent of total tax revenues.

15 Fncome Taxr Hearings, p. 83.

18 Id., p. 101.

17 Id., p. 99.

12 Bep id., pp. 82-83.
. mwdwmmuwmw.mmﬁ of the Census, Dept. of Commerce, Compendium of State Government Finances in 1961,
able D

20 Memorsndum from Roland Cocreham, Collector of Revenue, Louisiana (in Subcommittee files).
nmwﬁmma ww_.vomn of the Census, Dept. of Commeree, Compendium of State Government Finances in 1961.

e 5 (1962).
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d. MARYLAND

Maryland, a State which uses & sales-office standard in its sales
factor, has not traditionally sought to base jurisdiction on solicitation
alone. Public Law 86-272 was thus estimated to have had norevenue
impact.?

e. MICHIGAN

Although Michigan’s law is not strictly an income tax law, estimates
of revenue loss to Michigan were offered on the assumption that
Public Law 86-272 would be construed to apply to its Business
Activities Tax. Mr. William D. Dexter, Assistant Attorney General,
indicated that the Michigan tax had been “temporarily construed”
as being within the purview of the Federal statute.® The revenue
estimates were not based on actual experience under the law, but on a
review of about 550 of the 3,051 returns filed by businesses classified
as “‘out-of-State”.® On the basis of information shown on the tax
returns, an attempt was made to classify each business according to
its status under Public Law 86-272. Mr. Dexter wﬁ%amwmnmm that actual
experience of revenue losses might prove a misleading guide to the
impact of Public Law 86-272, since businesses in a position to change
their methods of doing business in response to the statute might well
refrain from doing so as long as the permanence of the legislation
remains in doubt.®

Since tax returns do not show whether a taxpayer’s activities are
restricted to those protected by Public Law 86-272, the Michigan
estimates involve certain assumptions. It was concluded that about
$850,000 of tax revenue for the year 1960 was received from taxpayers
reporting no property at all within Michigan, about $1.6 million was
received from those reporting no property at all or property valued at
$5,000 or less, and @Woun $3 million was received from taxpayers
reporting either no property at all or property valued at $25,000 or
less. On the assumption that epMmemam with $5,000 or less of Michi-

an property are all mxghﬂ under Public Law 86-272, the revenue lost
m_.oB such taxpayers would be about $1.6 million annually. On the
assumption that taxpayers with $25,000 or less of property within
Michigan could easily change their operations to come within the
purview of Public Law 86-272, the revenue loss was estimated at $3
million annually. And on the assumption that all taxpayers classified
as “out-of-State” could do so, the revenue loss would be about $13.5
million annually.? y

Obviously, the assumptions cbmmzﬁbmﬁnwm Michigan estimates
are subject to great doubt. Very little is known about the ease with
which businesses change their methods of operation. In the first 3
years of Public Law 86-272, very few businesses appear to have made
changes for the purpose of qualifying for the benefits of the statute.
Moreover, when it is assumed that Public Law 86-272 will induce
widespread changes in methods of doing business in order to avoid
State income tax liability, it is implicitly assumed that similar changes
prior to the enactment of the statute would not have had the effect of

n Income Taz Hearings, pp. 180-81, testimony of Benjamin F. Marsh, Chief, Income Tax Divislon, State
of Maryland.
ww Wﬂm‘%‘sm Tax Hearings, p. 374.

5 Id., p. 373. 5
26 I4., pp. 381-82 (supplemental statement).
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relieving companies of tax liability. Thus, Mr. Dexter supposes that
companies having property of $25,000 or less within Michigan ‘‘main-
tain’ limited inventories and/or sales offices that could easily be
maintained by independent contractors,” # and thus could escape the
Michigan tax by making only relatively minor changes in their methods
of doing business. But they could almost certainly have escaped the
Michigan tax by making the same changes in their methods of doing
business prior to the enactment of Public Law 86-272, and did not
choose to do so. The assumption that Public Law 86-272 constitutes
a new invitation to tax avoidance seems _p_.mmuq unwarranted.

For the fiscal year ended June 30, 1960, Michigan’s revenues from
the Business Activities Tax were about §72 E.meou and total tax
revenues were about $914 million.®

f. MISSISSIPPI

Public Law 86-272 was reported to have had no revenue effect in
Mississippi, a State which does not use a destination-oriented sales
factor.®

g. PENNSYLVANIA

Mr. William H. Smith, Director of Corporation Taxes for the
Pennsylvania Department of Revenue, indicated that Public Law
86272 had not had a material effect on Pennsylvania’s revenues.*
It had previously been Pennsylvania’s policy not to assert jurisdiction
on the basis of solicitation alone. However, Mr. Richard H. Wagner,
Chief Counsel of Pennsylvania’s Bureau of Sales and Use Tax, ex-
pressed some concern that businesses would change their methods
of operation to take advantage of the statute.®

h. WISCONSIN

No significant revenue effect was experienced by Wisconsin, &
State which uses a sales-office standard in its sales factor.3

1. SUMMARY

Public Law 86-272 had the potential of causing significant diminu-
tion of revenues only for those States which had previously asserted
jurisdiction on the basis of the activities now protected by the statute.

n addition, this potential was restricted to States with destination-
oriented sales factors. Thus, four of the income tax States—Mary-
land, Mississippi, Pennsylvania, and Wisconsin—informed m.mo

Subcommittee that no significant revenue loss had in fact been -

experienced. Only three income tax States—California, Georgia,
and Louisiana—provided estimates of the statute’s revenue impact
in response to the Subcommittee’s invitation to do so. Since these
three States all have sales factors with a destination orientation and
are all reputed to have been aggressive in seeking to extend their

¥ Id., p. 382.
i Mﬂdwﬂowaﬂ.gu of the Census, Dept. of Commerce, Compendium of State Government Finances in 1960,
able b

29 Letter from H. N. Eason, Chief, Division of Income Tax, Mississippi State Tax Commission, Sept. 17,
1062 (in Subcommittes files).

W Inecome Tax Hearings, p. 207.

a1 Fneome Taz FHearings, p. 426 (supplemental statement).
ﬂwwm Sales Tax Hearings, p. 670, testimony of John A. Gronouski, Commissioner of Taxation, State of

consin.
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jurisdiction prior to 1959, they are among the States in which the
experienced revenue impact might be expected to be relatively large.
epresentatives of all three States mentioned $1 million as a pos-
sible figure for revenue lost because of Public Law 86-272. For
California, this figure was offered as a high estimate. For Georgia,
the figure was offered as a “‘conservative” estimate, but was computed
on the assumption that taxpayers would prevail in all cases in which
they had claimed immunity under the statute even though Georgia
officials considered most of the claims invalid. For California
$1 million represents less than four one-hundredths of 1 percent o
total tax revenues; for Georgia, less than three-tenths of 1 percent;
for Louisiana, slightly more %mb two-tenths of 1 percent. e
Estimates of revenue losses were also presented on behalf of Michi-
gan, & non-income-tax State, on the assumption that its Business
Activities Tax would be treated as an income tax within the meaning
of Public Law 86-272. The Michigan estimates, however, were not
based on actual experience under the Federal statute. They were
based largely on the assumptions that taxpayers reporting $5,000 or
less of Michigan property were all exempt under Public Law 86-272
and that out-of-State taxpayers reporting more than $5,000 of Michi-
gan property could easily m%wwn their methods of operation to qualify
for the protection of the statute. Indeed, it was argued that “it
would be comparatively easy for all out-of-State taxpayers to con-
vert their operations within the State of Michigan to an exempt
status . . . .’ 3 These assumptions appear to be largely unwar-
ranted, and the estimates of large revenue losses for Michigan cannot
be considered persuasive.

2. PorEnTiaL IMpACT

The degree to which Public Law 86272 has barred the States from
sources of potential revenue is largely a matter of speculation. The
States have little knowledge of companies which have never been on
their tax rolls, and the sample of companies to which Business Ques-
tionnaire IT was sent was not designed to provide a basis for estimating
revenues. There is thus no factual data available from which an
estimate can be made of the volume of business done in States in which
the selling companies have only protected activities.

On the one hand, it has been observed that Public Law 86-272
does protect some companies in States in which they have substantial
volumes of business. This fact suggests the possibility that States
with destination-oriented sales factors are barred by the Federal
statute from reaching mmmumbombd amounts of tax base. On the other
hand, in spite of observed exceptions, it is still true that a firmer nexus
exists in the vast majority of cases in which large volumes of sales are
made into particular States. It may thus be the case, in spite of the
fact that Public Law 86272 insulates some potentially large taxpayers
from income taxation, that the total amount of revenue involved is
relatively small. Whatever the potential tax liabilities of companies
protected by the statute may be, it seems clear that the full potential
could not have been realized at present levels of State income tax
enforcement.

4 Income Taz Hearings, p. 382, supplemental statement of William D. Dexter, Assistant Attorney General.
State of Michigan.
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As was noted earlier, a significant impact on revenue might be
anticipated only for those States which use destination-oriented sales
factors in their ﬂm_uonnmoab._mﬁ formulas. In the absence of assign-
ment of sales to the State of destination, it would be & rare company
indeed that could incur s Hﬂm—m tax liability in a State in which its
activities were restricted to those protected by Public Law 86-272.
This fact suggests that the objections to the Federal statute are closely
related to the apportionment formulas used by the States. But for
the widespread and growing use of the destination test, neither con-
siderations of revenue nor considerations of equity would create strong
pressure in the direction of sustaining jurisdiction to tax on the basis
of solicitation or similar activities.

E. m:iEmww and Conclusions

Public Law 86-272 was enacted as stopgap legislation to forestall
what was viewed as a possible expansion of the taxing jurisdiction
of the States. Its wﬁwomm was not to change the pre-existing juris-
dictional rules, but rather to resolve some jurisdictional issues which
had not been finally resolved through the litigation process. The
statute may or may not haye resolved these issues differently from the
ﬁw% in which they would ultimately have been resolved by the courts,
and in this sense it may have had no effect at all on the legal obliga-
tions of interstate companies,

In practical terms, it is clear that widespread assertions of juris-
diction on the basis of the activities protected by the statute would
have called for a radical increase in the scope of income tax return-
filing by interstate companies. Prior to 1959, many States had not
asserted jurisdiction on the basis of these activities. Others had not
ageressively sought to enforce their assertions. And those States
that were aggressive in their enforcement had met with a notable
lack of success. Thus, returns were rarely filed by companies in
States in which their activities were Eam% to those now protected
by the Federal statute. While the statute did relieve some taxpayers
ow. income tax obligations which they had previously recognized, its
effect for the most part was to provide a clear legal justification for a

ractice which taxpayers had already been following without & clear
prmm in law. 'This result was wholly consistent with the expectations
of the statute’s supporters. :

The policy of forestalling a threatened expansion of the taxing
jurisdiction was justified largely in terms of the effect that the expan-
sion would have on small- and medium-sized businesses. While many
such businesses did receive substantial protection from the statute,
the jurisdictional line drawn is not one that distinguishes between
the large and the small. Many large businesses also received sub-
mﬂwn&pmwuoamoaou some of them in States in which their sales vol-
ume exceeds $1 million. And a number of small businesses were left
with a rather broad scope of potential tax liability. At present levels
of State income tax enforcement, this scope of potential liability is
unlikely to become a reality. But these companies have been left
with uncertainties similar to those which Hu:wmc Law 86-272 was
designed to resolve.

The jurisdictional issues dealt with by Public Law $6-272 are
significant primarily in the context of a system in which destination-
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oriented sales factors are widely used. The statute’s potential for
significant revenue impact is limited to those States which now use,
or may in the future adopt, the destination test. In addition, sig-
nificant impact is likely to have been maacmbm experienced after the
enactment of the Public Law only by those States which were pre-
viously aggressive in asserting claims of jurisdiction on the basis of
the protected activities.

No evidence is available to the Subcommittee which permits a
reliable analysis of the revenue impact of the statute. Even on the
question of experienced diminution in revenues, no State has offered
an estimate based on systematic analysis of taxpayers lost from the
rolls as a result of the H_Mmmmwa statute. The available estimates sug-
gest that some States did experience a loss of revenue which was more
than nominal. However, the magnitude of the losses experienced is
small when compared with the total tax revenues of the States in-
volved. While 1t seems possible that the statute also barred the
States from access to considerable revenue sources which were pre-
viously untapped, it is unlikely that these sources would have been
tapped effectively even in the absence of a legal barrier.

summary, 1n_terms of its stopgap function Public Law 86-272
achieved very much what it was designed to achieve. It held the line,
and thereby protected interstate businesses from possible claims of
jurisdiction in circumstances in which State income tax returns had
not traditionally been filed. Indeed, in terms of this objective it can
be argued that the statute did not go as far as it might have. To the
extent that its purpose was primarily to protect smaller businesses,
the statute’s success was more limited.  While many small busi-
nesses were protected against a broad scope of tax liability, others
were left :bwuorwcumm. Moreover, many large businesses received
benefits which were perhaps unintended ﬂ% the statute’s supporters.
In the context of a system in which income is widely attributed on the
basis of the destination of shipments, the exemptions given to some of
the larger companies may be difficult to defend. Whether retention
of Public Law 86-272 as permanent legislation is desirable, however,
depends largely on the alternatives available. Some of these alterna-
tives are discussed in chapter 15.%

3 Pp. 481-516.




