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OF A RULE'OF THE DEPARTMENT OF REVENUE
RELATING TO THE TAXATION OF A UNITARY STATEMENT OF NEED
BUSINESS AND FORMULA APPORTIONMENT. AND REASONABLENESS

(13 MCAR SECTIONS 1.6501 TO 1.6503,
1.6004, MINNESOTA INCOME TAX RULE 2019

AND REPEALING RULE 2017(3)).

This document has been prepared as a verbatim affirmative presentation of the
facts necessary to establish the statutory authority, need for and reasonableness
of the proposed new and amended rules and repeal of a rule. It is submitted pursuant
to 9 MCAR Section 2.104 requiring a Statement of Need and Reasonableness. The
Statement of Need and Reasonableness for each rule has been typed separately for ease
in understanding and to reduce the cost for a person who is interested only in one
rule.

A Notice of Intent to Solicit Outside Opinion regarding income tax rules

including corporate income taxes was published in the State Register on January 29,

1979 and again on July 6, 1981. These proposed new and amended rules and repeal of
a rule were submitted to those people who contacted us, for their comment on Septem-
ber 7 and on November 19, 1982. Public meetings were held on September 29, 1982

and on December 8, 1982, at which time these rules were discussed with interested
people. All interested parties were allowed time to submit comments orally or in

writing. Suggestions and comments that were received have been duly considered.
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Authority to Adopt Rules

Minn. Stat. Section 290.52 grants the Commissioner statutory authority to pro-
mulgate rules concerning the income tax law. Implicit in the authority to establish
rules is the ability to amend and repeal rules. The unitary business rules are
caused by the law changes made in Laws 1981, Third Special Session, Chapter 2,

Article 3, Sections 13-15, and as amended by Laws 1982, Chapter 523, Article 29.



Rule 13 MCAR Section 1.6501 - Definition of Unitary Business.

Statement of Need and Reasonableness

The first sentence of this paragraph excludes an S corporation from the defi-
nition of a corporation for purposes of a unitary business. In the federal
Subchapter S Revision Act of 1982, P.L. 97-354, the designation of a Subchapter
S corporation was changed to an S corporation effective for taxable years
beginning after December 31, 1982. 1In order to qualify as an S corporation
under federal law, Internal Revenue Code Section 1361 provides that all share-
holders must be individuals or, in certain situations, an estate or trust.
Minn. Stat. Section 290.9725 provides that if an S corporation has a valid
federal election it will be accorded the same treatment for Minnesota purposes.
Minn. Stat. Section 290.9726, subd. 1 states that the provisions of Section
290.01, subd. 20 to 20f shall govern the treatment of this income to the share-
holder. Minn. Stat. Section 290.01, subd. 20 provides that Minnesota will use
federal adjusted gross income as its starting point for the taxation of indi-
viduals, estates and trusts. Minnesota taxes all of the income of its resident
individuals. Since no provision is made to increase or decrease an individual
resident's income if the individual is part of a unitary business, the rule
provides that the S corporation would not be a part of a unitary business. The
statute does provide modifications for part-year and nonresidents so that Minne-
sota will tax only their Minnesota income. For federal and Minnesota purposes,
the S corporate entity is disregarded and the tax consequences of the opera-
tions are passed on directly to the individual shareholders of the S corpora-
tion. This is why the term corporation would not include an S corporation for
purposes of a unitary business and the combined income approach. The exclusion
of an S corporation from unitary tax treatment is reasonable since no provision

is made in the law to modify an individual's income.
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The second sentence of this paragraph contains the definition for the term
United States. The term United States as used in Minn. Stat. Section 290.34&,
subd. 2 is read broadly by the Department and is considered to include not
only all the states but also the District of Columbia and the Commonwealth of
Puerto Rico. It also includes any possession of the United States or political
subdivision of any of the foregoing. It is the Department's position that
sincé.the Commonwealth of Puerto Rico and the possessions of the United States
are granted protection by the United States and are governed by the Constitu-
tion of the United States, these areas should be included within the definition.
These areas are granted substantial benefits by the United States Government.
Laws enacted by the Congress and decisions of the U.S. Supreme Court apply to
these areas. For these reasons, the Department has included these areas within
the definition of United States for purposes of the unitary business concept
and the combined income approach.
The first sentence of this paragraph defines the unitary business. It is a
restatement of the definition contained in Minn. Stat. Section 290.17, subd.
2, clause (4), 2nd paragraph, 2nd sentence. The rule states that more than one
corporation must be involved in order to find a unitary business. In addition,
those corporations involved in a unitary business must be related through
common ownership and the business activities of the corporations must be of
mutual benefit, dependent upon or contributory to the activities of one or more
of the other corporations in the unitary group. The rule does provide that
common ownership, as defined in this rule, must be found before the test of
mutual benefit, dependent upon, or contributory to is applied. This is a

clarification of the application of the test.

The concept of the unitary business and resulting formula apportionment were
developed by the states in order to serve as an expedient and rational means

by which to define the income of a multistate business for tax purposes. The



concern that many states have had was that many corporations which were derijv-
ing profits from a particular state were able to immunize themselves from tax
on those profits by organizing themselves in such a way as to eliminate or
substantially reduce their tax liability to that state based on their form of
conducting business. The unitary business concept was devised in order to
protect each state's tax base on the amount of profit generated by that cor-
porate:entity in the state. When applied for corporate income tax purposes,
the unitary business concept and combined reporting determine a corporation's
tax liability to a state by looking at the entire (unitary) business of which
the corporation is a part. That business consists of all units which are en-
gaged in it, whether those units be divisions in the corporation, or corporate
affiliates of a multicorporate enterprise. In a state which applies the unitary
business concept with combined reporting, substance triumphs over mere form.
The unitary business concept enables states to look beyond the immediate cor-
poration to determine the true nature of the operations of a multicorporate
business and to tax fairly the income derived from those operations. See,

Corrigan, Mobil-izing Interstate Taxation, Tax Notes, October 12, 1981; Dexter,

The Unitary Concept in State Taxation of Multistate-Multinational Businesses,

10 Urb. Law. 181 (1978); Chen, State Taxation of Unitary Businesses, & Forcdhar

Urb. L.J. 819 (1979-1680C).

The Minnesota legislature has enacted specific legislation in order to protect
Yinnesota's tax base and to fairly tax the operations of multistate and multi-
national corporations conducting part of their business within Minnesota. The
unitary legislation and these rules are written in order to avoid protracted
litigation which may otherwise be needed to establish Minnesota's-right to
utilize the combined income approach under the unitary business concept and to
put all corporations on notice that the unitary business concept and combined

reporting will be used by the State of Minnesota. It is the Department 's



position that these rules on unitary taxation are necessary in order to inform
the taxpayer as to the parameters and effects of the unitary business concept

and combined reporting to its particular business.

The mutual benefit, dependent upon, or contributory to test was used by Minne-

sota courts prior to the passage of the new unitary tax law. In Western Auto

Supply Company v. Commissioner of Taxation, 71 N.W.2d 797 (1955), the Minnesota

Supreme Court stated this test in finding a taxpayer was conducting a unitary
business partly within and partly without Minnesota. Western Auto was a
tissouri corporation engaged in the retail and wholesale merchandising of auto-
motive parts and accessories on a nationwide basis. During 1947 Vestern Auto
operated 257 retail stores in 30 states. This included eight such stores in
Minnesota. All general, executive, and management functions of Western Auto
were performed at its home office in Kansas City, Missouri. The centralized
purchasing was done by expertly trained personnel whose department was located
in Kansas City. All the merchandise sold by Western Auto was purchased from
manufacturers and jobbers by the company's central purchasing department and
initially shipped from the manufacturing jobbers to warehouses of the taxpayer
and from there to company stores, or sold and delivered to the dealer stores.
Western Auto, in filing its 1947 Minnesota corporate income tax return, appor-
tioned to Minnesota on the basis of separate accounting. The Commissioner,
upon auditing the return for 1947, apportioned Western Auto's income under the
statutory three factor formula of property, payroll, and sales. The issue in
the case was whether the Commissioner of Taxation was correct in readjusting
taxpayer's apportionable income to Minnesota. The Minnesota Supreme Court
stated that the test to be applied in determining whether a business is a
unitary one is based on whether the operation of the business within the state
is dependent upon or contributory to the operation of the business outside the

state. The court went on to state that the test of whether a business is



unitary is whether its various parts are interdependent and of mutual benefit
so as to form one business unit rather than separate business entities and not
whether the operating experience of the parts is the same in all places. The
court stated that the profits that Western Auto realized through centralized
purchasing and administration were not created solely by activities in the state
of taxpayer's home office or in states where its warehouses were located. It
was created by the operation of the entire business unit, through the coordin-
ated and standardized activity of numerous stores throughout the country which
made possible the central purchasing, the central management, the warehousing
as carried on, and the advertising methods adopted. The Minnesota stores con-
tributed in part to make all this possible, and the multiple formula methocs
simply allocated a fair share of the profits to Minnesota. Western Auto was

found to be a unitary business under this test.

The second sentence of this paragraph restates the presumption of a unitary
business where the three unities exist as provided in Minn. Stat. Section
2°0.17, subd. 2, clause (4), 2nd paragraph, 3rd sentence. The three unities
test (unity of ownership, unity of operation and unity of use) has been uti-
lized by the courts for several decades. The Supreme Court of the United

States in Butler Erothers v. McColgan, 315 U.S. 501 (1942), utilized the three

unities test in determining that the taxpayer was conducting a unitary busi-
ness. Butler Prothers was an Illinois corporation engaged in the wholesale drv
goods and merchandising business. It operated seven wholesale stores in seven
states, including one in California. Each of the seven locations served as a
separate territory. Fach location had its own sales persons, haindled its own
collections and credit arrangements, and kept its own accounts. All of the
sales in California were handled by a San Francisco office. All purchases madc

by the San Francisco office came from the company's home office in Chicago.
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Charges for the goods were made to each location at cost plus transportation
expenses. Operating and advertising costs by the central purchasing division
were allocated among the several wholesale stores. Although the business as
a whole realized a profit, the California operation showed a loss. This loss
was computed by the taxpayer using the separate accounting method. California
treated Butler Brothers as a unitary business and used a formula to allocate
a poréion of taxpayer's overall profit to the state. The United States Supreme
Court found that Butler Brothers was conducting a unitary business. The
critical factor in the court's holding was Putler Brothers' use of a central
purchasing division. This system enabled it to obtain lower prices than would
be possible from the individual branches. The court noted that this mode of
operation alone would indicate that the branches' functions were closely inte-
grated. The savings afforded by the lower purchasing prices were reflected in
the lower cost to each branch and undoubtedly contributed to the net overall

profit of the business.

In determining whether a presumption exists that taxpayer is conducting a
unitary business based on the three unities test, the focus of the determination
is whether, as a result of the unitary characteristics, the income (or loss®

of the combined operations are materially different from what would have bteen

in the absence of those unitary characteristics.

The rule sets out in the second sentence of paragraph B. what evidence cr clar-
acteristics will be looked at in order to determine whether each of the three
unities exist, thereby creating the presumption of a unitary business. The
question of whether or not a business is unitary and what constitutes the
income of that unitary business involves complex factual determinations con-
cerning all phases of the operation of the business, particularly that data

pertaining to the overall management of the business and interrelationship with



the various operating branches or departments of that business. Many of these
characteristics or indicia of one of the three unities have been incorporated
in numerous court cases over the years. Probably one of the most significant

court cases is Edison California Stores, Inc. v. McColgan, 183 P.2d 16 (1947},

In Edison California Stores, a multistate retail shoe business was operated
through a Delaware parent corporation with its headquarters in St. Louis. The
corporation was comprised of 15 wholly owned subsidiary corporations, each
operating in its state of incorporation. The parent provided centralized
management, purchasing, advertising, and other centralized administrative func-
tions., The home office determined operating policies for the entire affiliated
group and conducted the principal accounting work for all subsidiaries. Coods
purchased by the central purchasing division were shipped to the various stores
operated by the subsidiaries, which were charged with the cost and a portion
of the general overhead expenses. Each subsidiary operated solely within the
geographical confines of its particular state. The California Tax Commission
recarded the entire business, comprising the parent and all the subsidiaries,
as a unitary business. The taxpayer objected on the grounds that the unitary
rule did not apply to separate corporate entities. The court rejected this
arzument and held that the corporate veil of each corporation could not cloak
the existence of an integrated multistate unitary business enterprise. 1In
finding a unitary business, the California Supreme Court stated:

In the present case all the elements of a unitary business are present--

unity of ownership, unity of operation by centralized purchasing, management,

advertising and accounting, and unity of use, in the centralized executive

force and general systen of operation., The business of the parent and all

of its subsidiaries is owned and managed under one centralized syster, to

the same extent as in the Butler Brothers case and other cases considered

therein. Thus, the business is unitary regardless of the fact that in the

Futler Prothers case there was but one corporation involved . . . and that

in the present case there is a parent corporation owning and controlling

as units of one system 15 different branches organized as corporations

« « - « At page 21,

The third sentence in paragrapl !. states that not all of the examples arc

needed to show unity of operation or unity of use. The Department wishes to
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stress that the determination of whether a business is part of a unitary busi-
ness is based on the particular facts in each case. The factual determination
is undertaken in order to determine whether sufficient facts or indicia exist
which evidence the conduct of a unitary business. It is the Department's posi-
tion that not all of the factors mentioned in the rule which indicate a unitary
business are necessary in order to prove that a unitary business exists. The
determination of a unitary business must rest upon all the facts of that par-
ticular business. Therefore, all of the factors given in the rule are not

necessary before a unitary business will be presumed to exist.

Unity of operation is generally shown to exist by showing staff functions such
as the centralized advertising, accounting, financing, management, or central-
ized, group, or committee purchasing. Unity of operation exists where the staff
functions for several corporations are being performed by the same group of
people and which functions would not occur if the separate corporations were
in fact conducting their business as separate entities. Unity of use is
evidenced by the same group of people performing line functions such as a cen-
tralized executive force. Again, where the line functions are being performed
for the different corporations by the same group of management, unity of use
has been shown to exist. The same executive force would not be used for
separate corporations if those corporations in fact were conducting separate

independent businesses.

The rule sets out that in order to establish any of the unities it is not
necessary that all factors as enumerated in both the rule and the law exist.

It is sufficient that only some of the factors are shown to exist in order to
demonstrate that the particular unity does exist for a group of corporations.
Other cases that can be examined regarding the definition of a unitary business

are: 1. Associated Dry Goods v. Commissioner of Revenue, Minn. Tax Ct. Docket
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No. 2457, November 2, 1982; 2. Chase Brass & Copper Co. v. Franchise Tax Roard,

10 Cal. App. 3rd 496 (1970); and 3. Container Corporation of America v. Fran-

chise Tax Board, App. 173 Cal. Rptr. 121 (1981), cert. granted by U.S. Supreme

Court on Cctober 6, 1981, argued January 10, 1983.

The fourth sentence of this paragraph contains the test used by the United
States Supreme Court in determining the unitary nature of a business. See,

Mobil 0il Corporation v. Commissioner of Taxes of Vermont, 445 U.S. 425 (1020,

Exxon Corporation v. Wisconsin Department of Revenue, 447 U.S. 207 (1980);

ASARCC, Inc. v. Idaho State Tax Commission, 103 S.Ct. 3103 (1982); F. W. Wool-

worth Co. v. Taxation and Revenue Department of the State of New Mexico, 102

S.Ct. 3128 (19823},

The test enunciated by the United States Supreme Court to determine whether a
unitary business exists is whether functional integration, centralization of
rianacement and econcmies of scale are present. 1In Mobil, the U'nited States
Supreme Court noted that while separate accounting purports to isolate portions
cf income received in various states, (it) may fail to account for contributions

te income resulting from functional integration, centralization of manacerent,

and economies of scale. Mobil, 100 S.Ct., at 1232. See also, Putler Frothers

v. !YcColgan, 315 U.S., at 508-509.

In ASAPCO, the United States Supreme Court noted that "The Mobil Court expli-
cated the limiting 'unitary business' principle by observing that geographic
accounting, in purporting to isolate income received in various states, mav fail
to account for contributions to income resulting from functional intecration,

centralization of management, and economies of scale.'" ASARCO, S.Ct. at 3100,
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The fifth sentence of this paragraph contains examples of functional integra-
tion. Examples of functional integration include centralized manufacturing,
warehousing, accounting, legal staff, personnel training, financing or central-
ized, group, or committee purchasing. These examples are generally taken from
the United States Supreme Court decision in Woolworth. 1In Woolworth, the United
States Supreme Court looked at the factors of functional integration, centrali-
zation of management and economies of scale to determine whether certain sub-
sidiaries were part of Woolworth's unitary business. The Court statec on pages
3135 to 3136 and 3138:

In Mobil we emphasized, as relevant to the right of a State to tax dividencs
from foreign subsidiaries, the question whether '"contributions to incore

(of the subsidiaries] result[ed] from functional integration, centralization
of management, and economies of scale." 445 U.S., at 438, 10C S.Ct., at
1232. 1If such "factors of profitability'" arising "from the operation of

the business as a whole'" exist and evidence the operation of a unitary
business, a State can gain a justification for its tax consideration of
value that has no other connection with that State. Ibid. We turn now tc
consider the extent, if any, to which these factors exist in this casc.

[5] There was little functional integration. Voolworth's subsidiaries
engaged exclusively in the business of retailing--the purchase of wholesale
goods for resale to final consumers. This type of business differs signif-
icantly fror the "highly integrated business'" of locating, processing, and
marketing a resource (such as petroleum) that we previously have found to
constitute a unitary business. Exxon, 6447 U.S., at 224, 100 S.Ct., at 212¢C,
See also id., at 226, 10C S.Ct., at 2121 (describing "a unitary stream of
income, of which the income derived from internal transfers of raw materials
from exploration and production to refining is a part"); Mobil, 445 U.S.,
at 428, 100 $.Ct., at 1227. Consistent with this distinction, the evidence
in this case is that no phase of any subsidiary's business was integrared
with the parent's. With respect to '"who makes the decision for seeing to
the merchandise, [store] site selection, advertising and accounting con-
trol," the undisputed testimony stated '[e]ach subsidiary performs thkese
functions autonomously and independently of the parent company." App.

12. "Each subsidiary has a complete accounting department and a financial
staff." 1Id., at 14, Eacl had its own outside counsel. App. to Jurie.
Statement 34. 1t further appears that Woolworth engaged in no centralized
purchasing, manufacturing, or warehousing of merchandise. The parent had
no central personnel training school for its foreign subsidiaries. Id.,

at 34. And each subsidiary was responsible for obtaining its own financing:

frorm sources other than the parent. 1In sum, the record is persuasive tlat
Woolworth's operations were not functionally integrated with its subsidi-
aries.

We now consider the extent to which there was centralization of managcuent
or achkievement of other cconomies of scale. It appears that eacl subsidiary
operated as a distinct business enterprise at the level of fulltire manace-
ment. With one possible exception, none of the subsidiarics' officers
during the year in question was a current or former employee of the parent.
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App. to Juris. Statement 34. The testimony was that the subsidiaries
"figure their operations are independent, autonomous.'" App. 13. Voolworth
did not '"rotate or train personnel to operate stores in those countries.
There is no exchange of personnel." 1bid. There was no "training program
that is central to transmit the Woolworth idea of merchandising[,] such as
it may be[,] to the foreign subsidiaries." Id., at 15. The subsidiaries
"proceed . . . with their own programs, either formal or informal. They
develop their own managers and instruct them in their methods of operation."

Ibid.

This management decentralization was reflected in the fact that each sub-
sidiary possessed autonomy to determire its own policies respecting its
primary activity--retailing . . . .

e conclude, on the basis of undisputed facts, that the four subsidiaries
in question are not a part of a unitary business under the principles
articulated in Mobil and Exxon, and today reiterated in ASAPCC. Except

for the type of occasional oversight--with respect to capital structure,
major dett, and dividends--that any parent gives to an investment in a sul-
sidiary, there is little or no integration of the business activities or
centralization of the management of these five corporations. Woolwortl,

Lkas proved that its situation differs from that in Exxon, where the cor-
poration's Coordination and Services lianagement office was found to pro-
vide for the asserted unitary business.

The rule demonstrates that functional integration exists where centralized
functions are being performed on behalf of all of the corporations in thke uni-
tary group by a management group and where said functions would not be performed
by the management group if the corporations were in fact conducting separate
distinct businesses which were totally unrelated to each other. Centralized
managerient is demonstrated by common officers or directors, exchange of per-
scnnel, frequent communication between management of the corporations, or whkere
the parent must approve of major financial decisions. These examples are
cenerally taken from Woolworth. See examples on pages 3137 and 3138. Acain,
centralized managenent is demonstrated where a management group is perfornine
functions on behalf of the unitary business wkich would not be performed if the
separate corporations were in fact conductiny separate and distinct businesses

and were unrelated to each other.

As stated previously, since the determination of a unitary business is mainly

a factual deternination, it is not necessary that all the exarples be shown in
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order to establish functional integration or centralized management. Functional
integration or centralized management is demonstrated where one or more of the

factors listed is shown to exist.

The eighth sentence of this paragraph restates the restriction contained in
Minn. Stat. Section 290.34, subd. 2 that combined reporting is limited in
scopé to domestic unitary groups only. As provided in paragraph A., the terr
United States includes the District of Columbia, the Commonwealth of Puertec
Rico and any other possession of the United States. The rule makes it clear
that combined reporting for Minnesota purposes does not mean worldwide report-

ing.

The nintl sentence of the paragraph provides that the ownership of as much as
10C percent of the stock of another corporation does not in and of itself
establish a unitary business. It is essential that an interrelationship whic!
demonstrates a mutual benefit, dependency upon, or contribution to one anotler
te established in order to show that a unitary business exists for }'innesota
purposes. Therefore, the mere ownership of the stock of another corporation
does not prove unitary absent other indicia of a unitary relationship. Thkis
is censistent with the U.S. Supreme Court's decision in Woolworth where Vool-

worth owned 100 percent of the stock of three of the subsidiaries.

The last sentence in paragraph E. states that if the factors as enumerate. in
the examples C. through F. are shown to exist then a strong presumption is
created that the corporations are conducting a unitary business. Apain, it
must be noted that not all the factors in the examples must be shown in order
to prove a unitary relationship.

A horizontal type of business is unitary when the activitics of the corporation

are basically in the same gencral linc of business and wherc there is common
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ownership, functional integration and economies of scale. This paragraph gives
as an example a chain of grocery stores where functional integration, central-
ized management and economies of scale are demonstrated. The focus of the
determination is on the interrelationship between the corporations and on
whether each separate corporation is conducting its business in a distinct and
separate manner from the other corporations or whether centralized functions
are Eeing performed on behalf of all corporations by a management group or an
entity on behalf of the whole group of corporations as a unitary business. The
origin of the test of functional integration, centralized management and
economies of scale was given under paragraph B. with citations to several United
States Supreme Court decisions. Common ownership is provided as a miniral
criteria in determining a unitary business. Examples of horizontal unitary

businesses are contained in Edison California Stores; Western Auto; Butler

frothers; Associated Dry Goods; Valley Markets, Inc. v. Commissioner of Fevenue,

Hinn. Tax Ct. Docket No. 2772, May 7, 1980; and Maurice L. Rothschild & Corpanvy

v. Corrmissioner of Taxation, 270 Minn. 245, 133 N.W.2d 524 (1965).

In Edisen California Stores, taxpayer was conducting a multistate horizontally

interrated retail shoe business from its headquarters in St. Louis. The cor-
poration was comprised of 15 wholly owned subsidiary corporations, each
operating in its state of incorporation. The parent provided centralized
nanager.ent, purchasing, advertising, and other centralized administrative
functions. The home office determined operating policies for the entire
affiliated group and provided the principal accounting work for all subsidi-
aries. Goods purchased by the central purchasing division were shipped to the
various stores operated by the subsidiaries, which were charged with the cost
and a portion of the general overhead expenses. Fach subsidiary operated

solely within the geographical confines of its particular state. The California

Tax Comumission regarded the entire business, comprising the parent and all the



~16-

subsidiaries, as a unitary business. The taxpayer objected on the grounds that
the unitary rule did not apply to separate corporate entities. The Court
rejected this argument and held that the corporate veil of each corporation
could not cloak the existence of an integrated multistate unitary business.

In finding a unitary business, the California Supreme Court stated:

In the present case all the elements of a unitary business are present--
unity of ownership, unity of operation by centralized purchasing, management,
advertising and accounting, and unity of use, in the centralized executive
force and general system of operation. The business of the parent and all
of its subsidiaries is owned and managed under one centralized systemn, to
the sane extent as in the Buitler Brothers case and other cases considered
therein. Thus, the business is unitary regardless of the fact that in tle
Butler Brothers case there was but one corporation involved . . . and that
in the present case there is a parent corporation owning and controlling as
units of one system 15 different branches organized as corporations

« » « » At page 21.

In Vestern Auto, the Minnesota Supreme Court found that taxpayer was conducting

a horizontally integrated unitary business partly within and partly without
!/innesota. Western Auto was a Missouri corperation engaged in the retail and
wholesale merchandising of automctive parts and accessories on a nationwide
basis. During 1947 Western Auto operated 257 retail stores in 30 states. This
included eight such stcres in Minnesota. All general, executive, and managerent
functions of VWestern Auto were performed at its home office in Kansas City,
Iissouri. The centralized purchasing was done by expertly trained personnel
whose department was located in Kansas City. All the merchandise sold by
Vestern Auto was purchased from manufacturers and jobbers by the company's
central purchasing department and initially shipped from the manufacturing
jobters to warehouses of the taxpayer and from there to company stores, or sold
and delivered to the dealer stores. Western Auto, in filing its 1947 Minncsota
corporate income tax return, apportioned to Minnesota on the basis of separate
accounting. The Commissioner, upon auditing the return for 1947, apportionel
Western Auto's income under the statutory three factor formula of property,
payroll, and sales. The issue in the case was whether the Commissioner of

Taxation was correct in readjusting taxpayer's apportionable income to
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Minnesota. The Court stated that the profits that Western Auto realized through
centralized purchasing and administration were not created solely by activities
in the state of taxpayer's home office or in states where its warehouses were
located. 1t was created by the operation of the entire business unit, through
the coordinated and standardized activity of numerous stores throughout the
country which made possible the central purchasing, the central management, the
warehéusing as carried on, and the advertising methods adopted. The Minnesota
stores contributed in part to make all this possible, and the multiple formula

methods simply allocated a fair share of the profits to Minnesota. Western Auto

was found to be a lLorizontally integrated unitary business.

In Butler Brothers, taxpayer was found to be conducting a unitary business

based on horizontal integration and a centralization of management and purchas-
inz. As noted earlier, Putler Brothers was an Illinois corporation engaged

in the wholesale dry goods and merchandising business. It operated seven
wholesale stores in seven states, including one in California. Each of the
seven locations served as a separate territory. Each location had its own sales
persons, handled its own collections and credit arrangements, and kept its own
acccunts. All of the sales in California were handled by a San Francisco
office. All purchases made by the San Francisco office came from the company's
hore office in Chicago. Charges for the goods were made to each location at
cost plus transportation expenses. Operating and advertising costs by the
central purchasing division were allocated among the several wholesale stores.
Although the business as a whole realized a profit, the California operation
showed a loss. This loss was computed by the taxpayer using the separate ac-
counting methos. California treated Putler Prothers as a unitary business and
used a formula to allocate a portion of taxpaver's overall profit to the state.
The United States Supreme Court found that Putler Brothkers was conducting a

unitary business. The critical factor in the court's holding was Putler
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Brothers' use of a central purchasing division. This system enabled it to
obtain lower prices than would be possible or the individual branches. The
Court noted that this mode of operation alone would indicate that the branches'
functions were closely integrated. The savings afforded by the lower purchasing
prices were reflected in the lower cost to each branch and undoubtedly contri-
buted to the net overall profit of the business. Putler Brothers was func-
tionélly integrated and exhibited economies of scale. PButler Brothers was

found to be a unitary business.

In Associated Dry Goods, taxpayer was found to be conducting a unitary busi-

ness by the Minnesota Tax Court. Associated Iry Goods was a Virginia corpora-
tion that owned and operated 19 retail store divisions throughout the l'nited
States. In Minnesota, it operated a Powers division with seven stores in the
Twin Cities metropolitan area. The Comnissioner of Revenue considered Associ-
ated a unitary business that was horizontally integrated. The Departrment ap-
portioned Associatec's net taxable income to Minnesota by applying a threc-
factor statutory formula. Associated argued that it should be allowed to
report its income to Minnesota on a separate accounting basis. In finding that
Associated was conducting a unitary business, the Tax Court in its finding of
facts pointed ocut that Associated's headquarters staff exercised overall con-
trol of store operations. There was exchange of key personnel and information
within the unitary business. All of Associated's stores were financially
interdependent. All borrowing was based on the combined assets of the entire
unitary business. Associated's larket Research Division performed researcl for
all of the divisions within the unitary group. Insurance policies were handle!
centrally by Associated for all the divisions. Associated had a comron pension

plan. The Finnesota Tax Court lLeld that based on these facts, Associated was

conducting a unitary business partly within and partly witbout Minnesota.
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In Valley Markets, the Minnesota Tax Court found taxpayer was conducting a

unitary business. Valley Markets was a North Dakota corporation doing business
in Minnesota and North Dakota. Valley Market owned and operated a chain of
four supermarket food stores. Valley Market argued that it was conducting two
separate businesses, one wholly in Minnesota and the other wholly in North
Dakota, and that its income from these two businesses should be apportioned by
separéte accounting. In determining that Valley Market was indeed conducting a
unitary business, the Court pointed to the fact that the board of directors ant
corporate officers exercised centralized management control over the entire
corporation. Moreover, there was but one corporate manager exercising cen-
tralized control over the ordinary and usual business operations of the entire
corporation. Valley Market's centralized management exercised direct business
control over numerous areas having to do with all four stores. For example,
tasic employee policies such as wages, terms of employment, promises of vaca-
tion time, were set for the entire corporation by the central management. The
pavroll was centrally computerized and the board of directors and corporate
officers also set up a single profit sharing plan for all four stores, admin-
istered by a North Dakota btank. Insurance for all four stores was purchased in
one package by central management from a single insurance agent. All expansion
decisions were made solely by the board of directors. Finally, accounting and

Tt

financial statements for the corporation were done by one accounting firnm. 0
"innesota Tax Court therefore concluded that Valley Markets was a horizontally

integratecd unitary tusiness which exhibited strong centralized managenent and

economies of scale.

In the Pothschild case, the taxpayer's business consisted entirely of tle
operation cf six retail stores, three in the Twin Cities area and threc in the

Chicago arca, all selling men's, boys', women's and girls' clothing. Its
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officers were equally divided in both localities, the president, vice president
and treasurer residing in Chicago, and four vice presidents residing in Minne-
sota. Each store in Rothschild operated to a large extent independently of the
other stores. The Minnesota stores had their own purchasing office, their own
merchandise managers and buyers, and their own buying office in New York.
Separate decisions were made by each store with respect to quantity and type
of me;éhandise to be purchased, although it could not change any brand nare
carried without the approval of all the officers. Each store maintained its
own accounting records and handled its own accounts receivable and payable and
had its own bank account. Each store also handled its own employment and per-
sonnel matters. However, the Board of Tax Appeals in Rothschild found, and the
Supreme Court affirmed, that frequent consultations between the management of
the Chicago and Minnesota stores were held concerning fast-moving items and
overall policy; that slow-moving merchandise in one store or area would
occasionally be shipped te other steres for possible hetter and faster dispes-
ition; that although many lines of merchandise carried in the Chicago stores
differed from those carried in the Minnesota stores, the basic lines in men's
and wonen's clothing and in men's shoes were the same; that because of this,
price concessions resulted due to volume purchases and there was faster service
on reorders and greater advertising allowances by the manufacturer. Based on
these facts, the Minnesota Supreme Court found that Pothschild was conductin;
a unitary business partly within and partly without Minnesota.
This paragraph defines a unitary business as one which is vertically integrated
and which is engaged in a vertically structured enterprise. Again, the focus
is on the interrelationship between the corporations and whether there are anv
benefits or contributions being made by one or more of the corporations in the
unitary group to one or more other corporations in the unitary group. The
paragraph demonstrates a flow of goods from the exploration and mining of the

copper as a raw material to the smelting, refining and eventual fabrication of
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the refined copper into a finished product. The Department relies on the United

States Supreme Court decisions in Mobil; Exxon; Underwood Typewriter Co. v.

Chamberlain, 254 U.S. 113 (1920); and Pass, Ratcliff & Gretton, Ltd. v. State

Tax Commission, 266 U.S. 271 (1924) as its authority in demonstrating a verti-

cally integrated unitary business. The paragraph shows a vertically structured

enterprise in which the Mobil and Exxon tests of functional integration,

centralized management and economies of scale are present.

In Yobil, the linited States Supreme Court found that Mobil was engaged in an
integratecd petroleum btusiness. Mobil was vertically integrated ranging from
the exploration for petroleum reserves to the production, refining, transporta-
tion, distribution and the eventual sale of petroleum and petroleum products.
Yobil's commercial domicile was located in New York at the time the case arose,
During the years 1970, 1971, and 1972, Mobil's worldwide operations included
¢8,5344,000.00, $9,176,000.00 and $9,589,000.00 in sales in Vermont; and it file!
returns showing $£1,082.00, ¢25.00 and $25.00 in income tax liability. During
that period, it received some £739,000,000.C0 in dividends from overseas
affiliates and from ARANCC, an American corporation in which it owned a 1C per-
cent interest. Mobkil attributed no portion of the dividends to Vermont. It
aprplied the Vermont apportionment formula te only its nondividend income. In
two of the years in question, Mobil showed negative nondividend income and paid
the minimum £€25.00 fee. The Vermont Department of Taxes recalculated Moltil's
income by restoring the asserted nonapportionable items to the preapportionnent
tax basc. It determined that Mobil's aggprezate tax liability fer the threc
years was $7¢,618.77, and deficiencies plus interest were assessed accordingly.
The Supreme Court stated that the linchpin of apportionability in the ficld of
state taxation is the unitary business principle. 100 S.Ct., at 1232, 1Iotil
did not show, in order to establish that its dividend income was net subject

to an apportioned tax in Vermont, that the income was earned in the coursc of
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of activities unrelated to the sale of petroleum products in that state. The
Court found that Mobil's foreign activities (the source of the dividend income)
was part of Mobil's integrated petroleum enterprise. The dividends reflected
profits derived from a functionally integrated enterprise. Vermont was there-—

fore entitled to subject the income to an apportioned tax.

In Exfbn, the United States Supreme Court found that Exxon was a vertically
intezrated petrecleur company doing business in several states. The controversy
in the Fxxon case started in June of 1977 when Exxon (Humble) received a
frarchise tax assessment for tle years 1965-68 in the amount of $316,47¢.25.
Exxon had no exploration, production or refining operations in Visconsin.

Lxxon carried on only marketing in the state. Exxon had prepared returns tased
on accounting methods reflecting only its Visconsin marketing operation. TIxxor
used a nationwide uniform credit card system, whiclh was administered out of the
naztjonal headquarters in Heuston. Uniform packaping and brand nares were use:!,
ar< the overall plan for distribution of products was developed in Houston.
Visconsin assessec the taxes on Exxon as a single unitary business and applied
its three factor formula excluding only that income from the sale of crude o:l
anc cas at the wellhead to third parties. The Uisconsin Supreme Court held
that taxpaver's Wisconsin marketing operations were an integral part of onc
unitary business and that therefore its total corporate income was subject tc
the statutory apportionment fornula. The Wisconsin Suprerie Court concluded
that the test for what constituted a unitary business was whetlier or not tlhe
operatior. of the portion of the business within the state is dependent uper or
contributory to the operation of the busincss outside the state. Reviewine
the organizational structure and business operations' cffects, the Court
reasoned that Exxon's production and refining functiens were dependent upon

its marketing operations to provide an outlet for its producte, and Visconsir

was part of that rarketing systen. In a high capital investrent industry
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such as the petroleum industry, the Court found, the existence of a stable
marketing system was important for the full utilization of refining capacity.
The U.S. Supreme Court affirmed the Wisconsin Supreme Court's decision. The
United States Supreme Court found that Exxon's marketing operation in Wisconsin
was an integral part of Exxon's unitary business. The Court stated that the
important link among the three main operating departments of appellant was
stated most clearly in the testimony of an Exxon senior vice president. This
official testified that:
[1]n any industry which is highly capital intensive, such as the petroleum
industry, the fixed operating costs are highly relative to total operating
costs, and for this reason the profitability of such an industry is very
sensitive and directly related to the full utilization of the capacity of
the facilities.
So, in the case of the petroleum industry it is--where you have high capi-
tal investments in refineries, the existence of an assured supply of raw
materials and crude is important and the assured and stable outlet for
products is important, and therefore when there are--when these segments
are under a single corporate entity, it provides for some assurance that
the risk of disruptions in refining operations are minimized due to supply
and demand imbalances that may occur from time to time.
[T)he placing individual segments under one corporate entity does provide
greater profits stability for the reason that . . . nonparallel and non-
mutual economic factors which may affect one department may be offset by
the factors existing in another department. App. 224-225. 100 S.Ct.,
at 2121,
The Court went on to find that there is indeed a unitary stream of income, of
which the income from internal transfers of raw materials from exploration and
production to refining was a part. Exxon was conducting a vertically inte-
grated unitary business.
A unitary business may be established by showing that strong centralized
management exists among the individual separate corporations and that strong
centralized management is dictating the major policies of each corporation
respecting its primary business activities. As the rule states, strong cen-
tralized management is evidenced by such functions as financing, advertising,
research, or purchasing. The focus of the determination is on the interrela-

tionship between the separate corporations to determine whether strong central-

ized management exists which is dictating the major business decisions and
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activities of the separate corporations and which said corporations would not
be subject to if they were in fact conducting separate distinct businesses
independent of any outside control. Strong centralized management cannot be
shown by simply showing that the requisite ownership percentage exists. As
stated earlier, mere ownership alone is not sufficient to prove a unitary
business. Cther indicia of a unitary business must be demonstrated before a
unitary business can be found to exist, such as strong centralized management.
Strong centralized management is not shown where a mere incidental econonic
tenefit accrues to a group of corporatiens because such ownership improves its
financial position alone. As the example sets out, strong centralized manace-
ment authority must ke exercised in order for a unitary business to exist hase<d

on strong centralized management alone. See, L[xxon; Mobil; ASARCC; VWoolwecrtkh;

Container Corporation of America v. Franchise Tax Roard, 173 Cal. Pptr. 121

(1G€1); Associated Drv Goods; Butler Erothers.

In Ixxon on pages 212C and 2121, the United States Supreme Court emphasized the
importance of centralized management when it stated:

Ve agree with the Visconsin Supreme Court that Exxon is such a unitary
business and that Exxon has not carried its burden of showing that its
functional departments are ''discrete business enterprises' whose incore is
beyord the apportionment statute of the State. While Exxon may treat its
operational departments as independent profit centers, it is nonetheless
true that this case invelves a highly integrated business which benefits
from an uimbrella of cerntralized management and controlled interactien.

£s has already been noted, Exxon's Coordination and Service Management
provided many essential corporate services for the entire company, includ-
ing the coordination of the refining and other operational functiens "to
obtain an optimur short range operating prograu.'" App. 18¢. Many of the
items sold by appellant in Wisconsin were obtained through a centralized
purchasing office in liouston whose obvious purpose was to increase
overall corporate profits throuph bulk purchases and efficient allocation
of supplies among retailers. Cf. hutler Prothers v. McColgan, 315 U.S.,
at 508, 62 S.Ct. at 705 {"the operation of the central buying division
alone demonstrates that functionally the various branches are closely
inteprated”).
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The concept of centralized management was discussed in greater detail by the
United States Supreme Court in Woolworth at pages 3135 through 3137 where it
stated:

In Mobil we emphasized, as relevant to the right of a State to tax divi-
dends from foreign subsidiaries, the question whether "contributions to
income [of the subsidiaries] result[ed] from functional integration,
centralization of management, and economies of scale." 445 U.S., at &43€.
If such "factors of profitability" arising "from the operation of the
business as a whole'" exist and evidence the operation of a unitary busi-
ness, a State can gain a justification for its tax consideration of value
that has no other connection with that State. Ibid. Ve turn now to con-
sider the extent, if any, to which these factors exist in this case

e now consider the extent to which there was centralization of manager ent
or achievement of other economies of scale. It appears that each sutsidi-
ary operated as a distinct business enterprise at the level of fulltine
management. With one possible exception, none of the subsidiaries'
of{icers during the year in question was a current or former employee of
the parent. App. to Juris. Statement 34. The testimony was that the sul -
sidiaries "figure their operations are independent, autonormous." App. 13.
“oolwortl. cid not "rotate or train personnel to operate stores in those
countries. There is no exchange of personnel." 1Ibid. There was no
"training progranm that is central to transmit the Woolworth idea of mer-
chandisingl,] such as it may bel,] to the foreisn subsidiaries." Ty
at 15. Thle subsidiaries "proceed . . . with their own prozrams, eitter
fermal or infermal. They develop their own managers and instruct thes
ir. their methods of operation.'" Ibid.

This ranagement decentralization was reflected in the fact that eack sub-
sidiary possessed autonomy to determine its own policies respecting its
primary activity--retailing . . . .

Iwiportantly, the Department's hearing officer found that VWoolworth had

"no department or section, as such, devoted to overseeing the foreign
sutsicdiary operations." App. to Juris. Statement 34, Neither the parent
corporation nor any of the subsidiaries consolidates its tax return with
any of the ctlier companies. App. 37-3¢. The tax manager for Woolwortth
stated that he did not review the subsidiaries' tax returns or consult
woth then on decisions affecting taxes. 1Id., at 14. There was no "policy
of the parent that all of the nanapers of all the operations get tocether
periodically to discuss the overall VWoolworth operations." Id., at 35.

The Court concluded that bascd on the undisputed facts, that the four subsili-
aries in question were not part of Uoolworth's unitary business. The Court on
page 3137 distinguished Voolworth and Ixxon and stated that:

Voolwortl has proved that its situation differs from that in Exxon, where

the corporation's Coordination and Services lanagement of fice was found to
provide for the asserted unitary business
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""long-range planning for the company, maximization of overall company
operations, development of financial policy and procedures, financing
of corporate activities, maintenance of the accounting system, legal
advice, public relations, purchase and sale of raw crude oil and raw
materials, and coordination between the refining and other operating
functions so as to obtain an optimum short range operating program."
447 U.S., at 207.
In this case the parent company's operations are not interrelated with
those of its subsidiaries so that one's 'stable'" operation is important
to the other's "full utilization" of capacity. 447 U.S., at 218. See
also id., at 225. The Woolworth parent did not provide 'many essential
corporate services'" for the subsidiaries, and there was no ''centralized
purchasing office . . . whose obvious purpose was to increase overall
corporate profits through bulk purchases and efficient allocation of
supplies among retailers.'" 1d., at 224.
Woolworth demonstrated that strong centralized management was not present.
Woolworth was able to demonstrate that it did not exert an active centralized
management over the four subsidiaries. Woolworth was therefore found not to

be conducting a unitary business with its four subsidiaries.

In ASARCO, the United States Supreme Court found that ASARCO did have a
potential to control the subsidiaries. However, the Court found that ASARCO
had not asserted its control over the subsidiaries. Strong centralized manage-

ment was not present.

In Container, the California Court of Appeals found taxpayer to be conducting

a unitary business based in part on strong centralized management. Container
Corporation was a Delaware corporation headquartered in Chicago and engaged in
the production and distribution of paperboard packaging materials. Container
Corporation was subject to corporate franchise taxes on its activities in Cali-
fornia. Container Corporation argued that its California and out-of-state
operations did not compromise a unitary enterprise to which the Franchise Tax
Board could properly apply its formula for apportionment of income. The Court

of appeals found that Container Corporation was indeed a unitary business and
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allowed the Franchise Tax Board to apply its apportionment formula to Container
Corporation's total income in order to establish tax liability. The Court
stated that there was unity of ownership since the parent corporation owned

the subsidiaries. Unity of operation was established based on the intercor-
porate loans. Finally, the Court found unity of use based on centralized
management and technical assistance. Significantly, the Court went on to statc
that ;he flow of goods is only a factor and is not in and of itself determina-
tive ir finding a unitary business. The Court stated:

Tecause a substantial flow of goods between the parent and its subsiciaries
is not requisite to unitary status, the operational interrelationship cf tle
corporate entities must be evaluated. The integration of major executive
functions is a factor of great importance pointing toward unity. (See Chase
frass & Copper Co. v. Franchise Tax Bd., supra, 10 Cal.App.3d 4096, 504, ©F
Cal.lprr., 805, Although the everycay operations of the suksidiaries were
handled by local employees, najor policy decisions of the subsidiaries werc
sut: ject to review by appellant. "The 'major policy matters' are what count
in our estimation of integration.'" (Chase Brass & Copper Co. v. Franctise
¥d., supra, 10 Cal.App.3d 496, 504, 95 Cal.Rptr. 805.) Righ officials of
appellant gave directions to subsidiaries for compliance with the parent's
standard of professionalisn, profitability and etkical practices. Appellant
constantly reviewed the financial reports of its suksidiaries; if these
reports had not given sufficient infornation of a subsidiary's condition,
appellant would have intervened. The subunission of financial reports or =
rontlly basis fror the subsidiary to the parent corporation is of sore si; -
nificance. (Seec Standard Register Co. v. Franchise Tax Roard, supra, 25°
Cal.App.2¢ 125, 136, 6€ Cal.Rptr. 803.) Appellant's officials served on
Loards of directors of most of the subsidiaries. Thus, control on tle
Lighest level was exerted by appellant. Appellant also employed a "foreign
operations staff' to oversee the subsidiaries, to prepare studies regardirs_
tle subsidiaries' activities and to give directions to the management of tic¢
subsidiaries.

fprellant's policy of regional decentralization was followed by the suleidi-
aries. The parent corporation was involved with the training of local
rationals for managenent positions. Appellant provided important personnel,
equipmnent and financing to assist its first foreign subsidiary to enter tle
paperboard packaging industry. Such assistance in the initial stayes of
operation was crucial te the success of the subsidiary. Appellant contiruc.
to provide technical assistance to its subsidiaries. The subsidiaries !al
ready access to appellant's expertise. The subsidiaries were only clarcel
costs and an apportionment of overhead; in some cases the charpes were not
recovered. The extent of the technical assistance provided by appellant

was substantial; it included design work, sample packaging, marketine ro-
search, formula nethods used in packaging and cost accounting. Appellart
did not provide extensive technical service to any nonaffiliated corpeora-
tions. The sulsidiaries were prohitited from transferring informatior re-
ceived from appellant to third parties. 173 Cal.Pptr. at 127-128,
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Container was therefore found to be conducting a unitary business with its sub-

sidiaries based on strong centralized management.

Finally, in Chase Brass the Court placed considerable significance on the cen-
tralized executive force of the parent to determine that the parent and its
subsidiary corporations conducted a unitary business.

The intezration of executive forces is an element of exceeding importance.
It is top level managerment which is credited (or, in the case of failure or
indifferent results, debited) with the effects of corporate enterprises.
Chicf executives of large organizations are regarded as highly prized ac-
quisitions. They are induced to join a corporation, or to remain with it,
ant to exert their best efforts, not only by generous salaries, but alsc in
many cases by incentive plans of various kinds. For a subsidiary corpora-
tion tc have the assistance and direction of high executive authority of
sucl. & corporation as Kennecott is an invaluable resource. The stipulation
cf facts reads: "The day tc day operations of tlie subsidiaries were tle
concern cf the executives of the subsidiaries and were handled by various
subordinate employees of the subsidiaries. The Board of Cirectors of
Kennecott was primarily interested in, and devoted the majority of its

tine te, the larger protlems facing the copper industry in general, includ-
ing the developrnent and maintenance of its fabricating sutsidiaries. Tre
Fresident of kermnecett was concerned with basic problens and policies of
the subsidiaries. The executives of the subsidiaries reported te the
Fresident of Hennecott with respect to major policy matters." The "ma]
relicy matters' arc what count in our estimation of integration. Tay to
7ayv operations are nade at various levels by many executives in any orpani-
zation. They are made, no doubt, by a rmultitude of officials of I'ennecctt
and its subksidiaries. MNajor policy is another thing. This was tle ma'n
concern of Kennecott. 10 Cal.App.3d, at 504,

roup of companies which are engaged in separate operations but whichk arc
functionally integrated and wherc strong centralized management is exercised
regarding its primary business functions are part of a unitary business. Scc,

Dexter, The Unitary Concept in State Taxation of Multistate-Multinational

Businesses, 10 Urh. Law. 181 (1078),

The 50 percent ownership test is set out in Minn. Stat. Section 290C.17, sul..
2, clause (43, 2nd paragrapl., Under the statute, the test to determine a

unitary business is the "mutual benefit, dependent upon, or contributory to”
test,  In order to clarify this test, the rule does include a common ownere’

threshold before the test applics. This rule charifics that tlreslold.
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The statute also provides that a unitary business will be presumed if the unity
of ownership, operation and use are present. The unity of ownership is then
defined. The statute needs to be clarified by this rule to provide for indirect
ownership. Clearly the statute must be read to find the unity of ownership
present when the corporate parent owns 100 percent of the stock of the first
tier subsidiary, which in turn owns 100 percent of the stock of the second tier

subsidiary.

The three unities test cannot be read to be more restrictive than the statutory
test. The three unities test is merely a statutory example of a unitary busi-
ness. The rule states that there must be two or more corporations involved in
order to find a unitary business. In determining a common owner, the Depart-
ment will look not only at direct ownership but also constructive ownership of
voting stock to determine who has effective control of the corporation. The 50
percent ownership test focuses on who has effective control of the enterprise.
The test is applied by the Department to pierce through mere form or appear-
ances and ascertain who, in substance, has ownership and therefore control.

The definition of common ownership is intended to circumvent any attempt at
changing the nature of a taxpayer or taxpayer's form in order to avoid the
application of the unitary tax treatment to a group of corporations where
common ownership does exist. Therefore, the Department will look at the stock
ownership by a corporate taxpayer, the stock ownership by partnerships and
individuals, the relationship between the taxpayers and whether any construc-
tive ownership exists so as to establish common ownership for purposes of
implementing the unitary business concept and combined reporting. For this
reason the Department will look at the total ownership structure. It should be
noted that the indirect ownership test is the same as that used by the Internal

Revenue Code to determine related parties.



=
* ]

Example 1. sets out the situation where common ownership is shown to exist

between all four corporations through effective control based on ownership.

Indirect and constructive ownership exist for the entire group. Corporation

P directly owns 5] percent of the voting stock of Corporation Rl only. Corpor-

ation P does not directly own any of the stock of either Corporation N2 or F3.

llowever, Corporation Rl directly owns 51 percent of the veting stock of bot!

Corpor%tions F2 and R3. Comron ownership exists because Pl controls R2 and F3,

ant P controls RI,

Example 2. deronstrates that there must be over 5C percent ownership in order
to estallish sufficient ownership and implement the unitary business and cor-
Fined reporting requirenents. Common ownership exists between Coprporation
ard Corperation P1. Courmon ownership also exists between Corporation K2 an{
Corporation R3. Cormen ownership does not exist between Corporatien Fl arc
Torperation R2 since Corporation Rl owns enly 40 percent of Corporation T'Z.
Since Fl dees not have control eover [2, the rule states that there is no cerror
cwnersl !y between Croup A and Group F.

- )

Tie first exarple sets out a unitary business which is vertically integrate:l.

l.e four sulsidiaries and parent in the exanple are all highly interrelated fres

-
~

researc! and drilling fer oil to the transport, refining and sellin; of the
firnished preduct. Flow of goods is established within the unitary grou;.
Svlling corporation cwns 51 percent of the outstanding voting stock in eaci of
trhe four subsidiaries. Corion ownership is established. The parent corporaticr

and four sulsidiaries arc conducting a unitary business.

In Exxon, whicl hkas previously keen discusscd, the Court found that there was
in fact 4 flow of goods. Txxon was found to be A vertically intecrated unitars
busincss from its exploration, drilling, rescarch and production functions te

its refining, storape, transportation and sale to the ultinate consumer. The
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benefits from this vertical integration to Exxon were substantial and have been

previously discussed.

Example 2. demonstrates a unitary business which is horizontally integrated.
Corporation A is in the primary business of operating multiline departnment
stores. The other subsidiaries, P and C, operate retail department stores i;
other:areas of the country. Subsidiary D provides the financing in order tc
facilitate the sale of the goods by the parent and two subsidiary corporations.
Corporation F acts as the purchasing agent for Corporations A, I and C and rain-
tains the warehouses for these corporations' inventories. Corporation A is
previd!/rng the management and maintains the overall control in determirning the
prirary business policies respecting the primary business activities of the
other corporations. All five corporations are of mutual benefit, dependent upen
ard contributory to each other. Comncn ownership has been estalblishkecd. The
cerporations are engzaged in a horizontally integrated business. The cerpora-

t ons are conducting a unitary business. Sce, generally, Edison California

Stores; Vestern Auto; Futler Brothers; Asscciated Dry Gocds; Vallev Markets;

rothschild. The example sets out that centralized purchasing was donc on beralf

cf the unitary group. See, Fdison California Stores; Western Auto; Tutler

“rothers., Centralized management regarding the primary business activities of

the unitary group is set cut in the exanple. See, Voolworth; Edison Californi,

Stores; “estern Auto; Associated Drv Goods; Vallev Markets: Rothschild. A1l

corporations in the exarplc are engaged in the retail husiness or in suppertive

functions tc the retsil business. See, Fdison California Stores:; "'estern Aut.:

Putler Frothars; Associated Dry Coods; Valley Harkets; Fothsclild,

Exanple 3. denonstrates a unitary business which bas strony centralized manare-
rent. As noted in exaumple 3., there is no significant flow ¢f roeds betvee:

any aof the corporations. Furtherrnore, each of the individual cerperations o
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autonorious as to their daily operations. The example includes corporations
which are engaged in the manufacturing and sale of canned goods, the operations
of a chain of department stores, the manufzcture and sale of household goods,
and the development and marketing of computer software and programs. However,
the subsidiaries do not operate as distinct and discrete business enterprises.
See, MolLil. Corporation £ is involved not only in the major policy determina-
tions hut in the approval of annual budgets, approval of capital expenditures,
aprroval of financing arrangements, preparation of tax matters, performing of
centralized warehousing and accounting functions for the subsidiaries. Corper-

ation ' and its subsidiaries forrn a diverse and multifaceted corporate congloi-

s
o

erate. The exercise cof strong centralized management as enumerated in t

exarple establishes a unitary business. See, Voolworth; ASAPCC; Mobil; Con-

tainer; Superior Cil Company v. Franchise Tax PFoard, 386 P.2d 33 (1963);

llonclulu 0§l Corporation v. Franchise Tax Board, 386 P.2d 40 (1963),

-

t¢ rresence of stron; centralized management has already been discussed in

Voclworth, ASARCC, Container, Lxxon, and Chase Brass. As VWoolworth pcints out,

the central inquiry is whether there is centralized control of the primary
business activities of the unitary group. If centralized control exists, then

the corporations are comducting a unitary business.

"lease note that the preparation of tax matters was specifically mentioned in
Veolwortlh. The Department wishes to point out that it will not bootstrap a
taxpayer into unitary by demanding a unitary combined return and then usec tie
return as< an c¢lement in proving that taxpayer is conducting a unitary busincss.,
The Department will therefore only look at tle preparation of the federal re-

turn as an element in proving or disproving unitary.
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Two additional cases which have not been discussed which show strong centralize:

management are Superior Cil and Honolulu 0il. Superior 0il was not a vertically

integrated oil company, as it did not engage in refining and processing. It
engaged only in producing and selling petroleur and petroleum products in
Califorrnia and seven other states. Typically, Superior 0il sold its crude
petroleur at the well site to other companies. All of its California crude ol
was sb}d within the state and all of its crude oil produced outside the state
was sold outside of California. 1Its executive office was in Los Angeles, which
hariled acceunting, insurance, and the purchasing of equipment for the ent 'r.
enterprise. Fersonnel were moved frequently throughout the several states whers
Superior 011 operated. Superior sought unitary business treatment in order t»

apjly losses incurred in Arkansas and Louisiana to offset its California ‘nco c.

r

California, on the other kan!, vanted to tax Superior as a separate busiress.

ey

"¢ court rejectecd the state's position and found that Superior was a unitar:
vsiness.  Tihe court's decislion wae hased on the centralized perforrarce of

certzin supporting functions !y Superior's executive office, and its contri'u-

tior to cut-of-state Lusiness. The court declared on page 39 that:

It is only through @ nultitude of individual operations which precede and
rake possible the outflow of petroleum at a producing well that Supericr
‘s a'le to ottain possession of a product which it can market., Viile tle
actual recovery and sale of the crude oil are, perlaps, local activitics,
nevertheless very extensive interstate transactions are invelved in tle
otter indlvidual operations which make such production possitle. Tie
evidence bere reveals that such essential factors as land acquisit er,

ex; lorat Ten, technolopy, testing, availatility of equipment and persorrel,
fivanciry, and nany others are definitely interstate in character. 1t
rust alse be considered that each producine well in a particular state ¢
tiic end product of interstate activities which may invelve wmarny otier unpre-
ductive vells in many other states. Superior's products arc thus acquire.!
for tte local market enly as a result of interstate transactions . . . .

Tre factual situat’on in Honolulu il is subtstantially the same as irn Supericr

Cil. Tre issuc¢ lefore the court was whetler lionolulu 0il's Fusiness was

unitary in maturc entitlin: it to report its Califernia income by the crployrent

of an allocation fornula. The court quoted Putler Frotlers which held that tle

unitary naturc of a business wus definitely estal'lis!ed by the jpresence of tle
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following factors: 1. unity of ownership, 2. unity of operation as evidenced
by central purchasing, advertising, accounting and management division, and 3.
unity of use in its centralized executive force and general system of operation.

The court in Honolulu Oil felt that unity of ownership and unity of use were

manifestly present in the case. Also, unity of operation which the California
Franchise Tax Board apparently directed its contentions against appeared to be
also ;atisfied. As stated, unity of operation is evidenced by central purchas-
ing, advertising, accounting and management, all of which except for advertising
appears as a matter of record to have been centrally controlled in the instant
case. The court stated that exploration and development are not an end in and
of themselves, but are only the forerunners of production and processing in
Honolulu's scheme to create revenue. The court went on to find that where the
operation of the portion of the business done within the state is dependent

upon or contributes to the operation of the business without the state, the

operations are unitary. See, Edison Stores. Both Superior 0il and Honolulu

il were found to be unitary based on strong centralized management.
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13 MNCAR Section 1.6502 - Intercompany Transfers Within the Unitary Business.

Statement of Need and Reasonableness

The authority for this rule is contained in Minn. Stat. Section 290.34, subtd. 2.
Hinn. Stat. Section 290.34, subd. 2 states in reclevant part that "All interconjany
transactigns between companies which are contained in a cormbined report shall ke
elivinatel." The rule sets out that intercomnpany transactions whick are elininated
‘nelule incoie, less, expense or deduction items and items used to compute tre ap;er-
tionrent factors,

The elirination of interconmpany transactions within a unitary tusiness is botl
reasonable and necessary for the followinz reasons:

l. Intercorpary elimirations are necessary in orcder to eliminate doukle court ing.
anoexarile is the taxation of tle operating income of a sutsidiary on tle co -
“inel report and tlen the taxation of the dividend income received by tle
parent corporatior. In AS&MCC, the U'nited States Supreme Court approvecd at
paze 31C7 this elii'nation of the intercompany transaction., Doulle countin,

Le elininated te prevent a distortion of the factors and inceme rerortal le

Tiest
te Uinnesota,

2. Iy c¢lisinating interconyany transactions, a unitary husiness is treatc. as one
cerporation conrducting its business activities both within and witheut tle State
of Minnesota. Tlis is in conforrity with the basic concept beliind unitary tas
treatrent and corbined reporting of multicorporate and multinational corpora-
tions. The tax consequences for a multicorperate or multinational corporat cn
shoulZ be the sane as tliey are for one corporation where both concduct Lus ness
both within and without the State of NMinnesoto. Ty elirinating interceisan:

transactions, this equality is acliieved,
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Ey eliminating intercompany transactions, a multicorporate enterprise cannot
distort the amount of its activities, both within and without the State of
Minnesota. The distortion becomes especially important when attempting to
determine both the amount of taxable income of that entity to Minnesota and tle
factors used in apportioning income of the entity between Minnesota and the
other states.
The elirination of intercompany transactions, as required by MNinnesota, would
be uniform with other states which impose corbined reporting under the unitary

18

s

mn

iness concept. Therefore, a company in determining its proportionate s!are
of taxztle income to Minnescta would te following the same rules as in ctler
states. The Departnent has adoptel this procedure whicl is sirnilar te that
useo by Tllinois. See, Tllinois Pegulation Section 304=1(F (LY, I1lirais rrr
Tax Fptr., Vol. 1, p. 1327. It is therefore extremely important te r.-
nove intercorpany transactions whichk would distort the amount of incore report-—
abtle by the unitary grovp or which would distort the factors used to arrert ian
the Income arong the menbers of the unitary sroup. This is consistent ir
alloving tle unitary business te he treated as one entity. The purpose of
eliriinatin, intercoipany transactions is to see the unitary business entity as
crne whole. Therefore, interconpany transactions cannot be allowed since it

vould allow a unitary business to generate artificial expenses and sales.

Tiese expenses and sales would prevent seeing the tetal unitary entity as onc.

Finally, the Minnesota legislature has recognized the importance of elit inatin,
intercorpany transactions, Criginally tle law was changed by the Minnesota
Legislature, 1071 Laws, Third Special Session, Chapter 2, Article 3, Sectior 1
to eliminate intercoupany dividends only within a unitary business. T!¢ la
was later clanged by the Minnesota Legislature, 1072 Laus, Chapter 522, “rricl

27, fection & to state that all intercompany transactions bLetween corpenies
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whicl are contained on the combined report shall be eliminated. All inter-
company transactions must therefore be eliminated. The only exception, as
provided in the rule, is where a corporation can demonstrate an unusual situa-
tion and where it can demonstrate that, in fact, no distortion of income
results. For purposes of reporting income or deduction items, if a taxpayer
has f{lcd a federal consolidated return and totaled the items, the Department
could accept the combined return without the elimination of intercompany tranc-

actions. TlLis exception is contingent on taxpayer having the same companies

[

included on Loth its federal consolidated return anc its combined report.
!s also contingent on taxpayer showing the Department that no distortion would
result by allcewing taxpayer to file in this manner. The Department will allo:
taxpayer to file under this exception in order to ease taxpayer's burden ir
reperting te Vinnesota. tHowever, for purposes of determining the factors, in
all cases, all intercompany trarnsactions must be eliminated. This is necescary
sirce tle factors, especially the sales factor, can be easily inflated by inter-
1;Aany trarsactions. Since the unitary husiress is seen as one unit, for

'3

jur;oses of thte factors, all intercorpany transactions nust he elirminated t«

prevent cistert;ons.
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13 MCAR Section 1.6503 - Unitary Business, Reporting.

Statement of Need and Reasonableness

The first sentence in this paragraph allows a 100 percent Minnesota unitary
business to file a combined report for each corporation. The authority for
paragraph A. of this rule is contained in Minn. Stat. 290.17, subd. 2(4).
Minn. Stat. 290.17, subd. 2(4) states in relevant part that "If the trade or
business carried on wholly or partly in Minnesota is part of a unitary business,
the entire income of that unitary business shall be subject to apportionment
under Section 290.19." 1t is the Department's position that based on this
authority, a 100 percent Minnesota corporation would be allowed to file a com-
bined report. This provision is reasonable for the following reasons:

1. It is the Department's position that all corporations which are part of a
unitary business shall be treated equally. Therefore, no distinction
should be made between a unitary business which conducts its business both
within and without Minnesota and a unitary business which conducts 100
percent of its business within Minnesota.

2. The provision is inserted so that a unitary business which is conducting
100 percent of its business within Minnesota is not penalized because of
different reporting methods, for conducting all of its business within
finnesota.

3. The Department does not want to encourage a unitary business which is
conducting 100 percent of its business in Minnesota to begin to transact
business outside the state merely to qualify for combined reporting.

The second sentence states that should the Minnesota corporation elect to file

a combined report that it must use the equally weighted arithmetic average of

the factors. The authority for this provision is contained in Minn. Stat.

Sections 290.17, subd. 2(3) and 290.19, subd. 3. Minn. Stat. Section 290.17,

subd. 2(3) states that:
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Income derived from carrying on a trade or business, including in the

case of a business owned by natural persons the income imputable to the

owner for his services and the use of his property therein, shall be

assigned to this state if the trade or business is conducted wholly within

this state, and to other states if conducted wholly without this state.
Minn. Stat. Section 290.19, subd. 3 states that "Nothing in this section shall
prevent the application of Sections 290.17 and 290.18 to that portion of a tax-
payerfﬁ income which is not from a trade or business carried on partly within
and partly without this state.'" The use of the equally weighted arithmetic
average is reasonable as a familiar means of dividing up corporate income. To
do otherwise would be doing a consolidated return which is not permitted under
Minn. Stat. Section 290.34, subds. 2 and 3. This provision is necessary so
that a distortion does not take place in allowing a Minnesota unitary business
to elect either the arithmetic or weighted averages among the individual mem-
bers of the unitary group. Under certain circumstances, a distortion of income
can occur resulting in the underreporting of taxable income to Minnesota even
though all the income was earned in Minnesota. This provision corrects this
distortion by requiring all corporations within the unitary business which

conducts 100 percent of its business within Minnesota to use the arithmetic

average in reporting its income to Minnesota.

The third sentence in the paragraph entitles each member of the unitary group
to have its first $25,000 of income taxed at the lower tax rate. The authority
for this provision is contained in Minn. Stat. Section 290.06, subd. 1. The
provision is reasonable since it treats all corporations equally, regardless

of whether a corporation is part of a unitary business. No corporation is
excluded from this provision based on its unitary or non-unitary status. The
Department feels this provision is mandatory based on Minn. Stat. Section

290.06, subd. 1.
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The last sentence in this paragraph states that banks and bank holding companies
are subject to all the provisions contained in paragraph A. The authority for
this provision is contained in Minn. Stat. Section 290.34, subd. 2 which
specifically excludes insurance companieé from combined reporting. All other
companies which are not specifically excluded are thereby included for combined
reporsing. Minn. Stat. Section 290.17, subd. 2(4) is therefore applicable to
banks and bank holding companies. This provision is reasonable in that it
subjects banks and bank holding companies to the same requirements as all other
companies which are part of a unitary business and are subject to Minn. Stat.
Section 290.17, subd. 2. All companies are treated equally under combined
reporting. It is the Department's position that banks and bank holding com-
panies are subject to the provisions of a unitary business under Minn. Stat.
Section 290.17, subd. 2(4) and that they are required to file using the com-
bined income approach.
Every corporation that is part of a unitary business and has nexus with Minne-
sota is required to file a combined report. The authority for this statement
is found in Minn. Stat. Section 290.17, subd. 2(4). This provision of the rule
implements the Commissioner's authority to require combined reporting under
Minn. Stat. Section 290.34, subd. 2. Minn. Stat. Section 290.17, subd. 2(4)
states in relevant part that "If the trade or business carried on wholly or
partly in Minnesota is part of a unitary business, the entire income of that

unitary business shall be subject to apportionment under Section 290.19."

Minn. Stat. Section 290.17, subd. 2(4) states that "when a trade or business
is carried on partly within and partly without this state, the entire income
derived from such trade or business . . . shall be governed, except as other-
wise provided in Sections 290.35 and 290.36 by the provisions of Section 290.19

notwithstanding any provisions of this section to the contrary." Minn. Stat.
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Sections 290.35 and 290.36 provide that insurance companies and investment com-
panies are to be taxed by Minnesota based on a single factor formula. Insurance
companies are specifically exempted from the combined reporting requirements
under Minn. Stat. Section 290.34, subd.12. Since investment companies allocate
income by use of a single factor and not the normal corporate three factor
formula, it is reasonable to treat investment companies like insurance com-
pani;;. These companies are therefore excluded from unitary tax treatment and
the combined income approach. It is the Department's position that because of
the unique character of these corporations the unitary tax treatment and com-
bined reporting requirements would not accurately reflect these corporations'
taxable income to Minnesota.
The first sentence in paragraph C. states that farm income is specifically ex-
cluded from combined reporting. The authority for this provision and paragraph
is found in Minn. Stat. Section 290.17, subd. 2, clause (4), first paragraph,
and the law change made by the Minnesota Legislature in Laws 1981, Third
Special Session, Chapter 2, Article 3, Section 13. Minn. Stat. Section 290.17,
subd. 2(2) states that '"the income from the operation of a farm shall be
assigned to this state if the farm is located within this state and to other
states only if the farm is not located in this state.'" Minn. Stat. Section
290.17, subd. 2(4) goes on to state that the specific clause is not applicable

to income from the operation of a farm.

The second sentence sets out that to the extent a farm is part of a unitary
business, that unitary business must exclude the farm income when figuring its
combined income or loss under the combined income approach. 1In a situation
where the Minnesota farm as part of a unitary business makes sales to another
member of the unitary business outside the state, that sale must be treated as
if made at fair market value. This is necessary so that transactions between

the unitary business and the farm business stay separate and distinct for
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purposes of reporting income and loss to Minnesota. Farm income is to be
reported on a separate accounting basis. Minnesota law specifically sets out
that the unitary tax treatment is not applicable to farming. 1In order to
assure full accountability, the income and operations of the farm must remain
separate from the unitary business. Therefore, any sales between the farm and
the unitary business where the farm is part of that unitary business must be
treaééd as being made at fair market value to prevent any distortions of income
and to insure full accountability of the farm income to Minnesota. The last
sentence in paragraph C. allows expenses connected with a farm to be taken
under separate accounting. This provision is consistent with the provision of
Minn. Stat. Section 290.17, subd. 2(2) and the other provisions in this para-
graph since it allows a corporation to report income and expense items using a
uniform method which adequately reflects taxpayer's farming operations.
This paragraph allows each corporation having nexus with Minnesota and which
is part of a unitary business to subtract its charitable deduction from its
apportioned unitary income. The authority for this paragraph is contained in
Minn. Stat. Section 290.21, subd. 3 which allows corporations a deduction for
charitable contributions. Each separate corporation will be allowed to subtract
from that corporation's apportioned income based on the combined income approach
its charitable deduction. In order to utilize the charitable contribution de-
duction, the corporation itself must have nexus with the State of Minnesota.
It is not sufficient that nexus is established for the corporation based on the
unitary concept. Sufficient contact must be present for each separate corpora-
tion with the State of Minnesota in order for the corporation to use the chari-
table contribution deduction. The corporation's charitable contribution
deduction is computed in the following manner: all charitable contributions
made by the separate entity are allowable as deductions on that corporation's
Minnesota income tax return. Furthermore, the rules provide that a percentage

of the charitable contributions made by the unitary group after deducting
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contributions made by the separate corporation are also allowable based on the

ratio of taxable net income of the individual corporation to the total net

income of the unitary group. The authority for this allocation is contained

in Minn. Stat. Section 290.21, subd. 3(d). Therefore, each separate corporation

which has nexus with Minnesota would be allowed to deduct in full its contri-

butions made within Minnesota. 1In addition, for corporations which are part

of a ;nitary group, a charitable contribution deduction is allowed based on

the ratio of Minnesota's taxable net income of that particular corporation to

the total net income of the entire unitary group. This ratio computation is

used only after all contributions made by the separate corporate entity to

Minnesota are first deducted. In this way, the law maximizes the advantage to

any corporation which desires to make charitable contributions within the State

of Minnesota. This provision is reasonable for the following reasons:

1. The provision allows each separate corporation having nexus with Minnesota
to deduct its Minnesota charitable contributions in full. 1In certain sit-
uations, a corporation having nexus with Minnesota which is part of a uni-
tary business might not be allowed to take its full deduction for charitable
contributions made within Minnesota. This provision prevents a corporation
having nexus with Minnesota which is part of a unitary business from being
penalized.

2. The provision treats equitably both separate corporate taxpayers and cor-
porations which are part of a unitary business.

This paragraph sets out Minnesota's treatment of credits. Basically, the rule

states that any refundable or nonrefundable credits which are allowed under

Minnesota law must be taken by the corporation based on that individual corpora-

tion's expenditures within the state. The separate corporation claiming the

credits must have established a nexus with the state for the taxable year based
on its own activities within the state. It is not sufficient that nexus has

been established for the unitary group of which the separate corporation is a
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member. The separate corporation must in and of itself have sufficient contacts

with the State of Minnesota in order to establish nexus for purposes of claiming

any credits on the Minnesota tax return. The nonrefundable credits are granted
as a matter of legislative grace to corporations based on that corporation's
activities within the state. These nonrefundable credits are designed to
encourage expenditures by corporations in specified areas in Minnesota. Minne-
sota ;redits include Minnesota Statute Sections:

290.06, subd. 9 - Pollution Control Credit

290.06, subd. 9a - Feedlot Pollution Control Credit

290.06, subd. 14(c) - Energy Credit

290.068 - Research Credit

290.06, subd. 13 - Gas Tax Credit

290.936 - Estimated Tax Credit

The first four credits are nonrefundable while the last two credits are

refundable.

These laws provide that these credits belong only to a corporation that makes

payments or incurs expenses. There is no authority for a consolidated return

in which all expenses or payments would be consolidated. The combined report
is only a method of reporting income. Credit amounts aren't combined. Minn.

Stat. Section 290.34, subd. 2 provides only for combining income. That also

is the only effect of Minn. Stat. Section 290.17, subd. 2(4). The rule is

reasonable for the following reasons:

1. Credits taken by a corporation which is a member of a unitary business are
based only on that corporation's expenditures which create the credits.
This treatment is uniform with the treatment afforded corporations which
have nexus with Minnesota and which are not a part of a unitary business.

2. Where a corporation having nexus with Minnesota is part of a unitary busi-
ness, it is allowed to take its Minnesota credit against its proportionate

income from the entire unitary business.
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This paragraph sets out Minnesota's position regarding the computatinn of a
corporation's minimum tax under Minn. Stat. Section 290.091. For purposes of
determining a corporation's minimum tax to Minnesota where the corporation is a
member of a unitary group, said corporation must determine its tax liability by
using 40 percent of the federal minimum tax liability as computed on its fed-
eral return. The separate computation of the minimum tax is consistent with
the computations of the credits. However, where a consolidated federal return
was filed, the minimum tax must be based on the consolidated return where the
same corporations are on the federal consolidated return as appear on the com-
bined report. The reason for this special treatment is that this is the method
used for federal purposes and it is consistent with the method of reporting to
Minnesota. This is seen as a convenience to the taxpayer. The minimum tax
liability for said corporation is then multiplied by the statutory ratio, the
numerator of which is the taxpayer's preference item income allocated to linne-
sota and the denominator of which is the taxpayer's total preference items for
federal purposes. The authority for this provision is contained in Minn. Stat.
Section 290.091 which imposes a Minnesota minimum tax of forty percent (40%) of
a taxpayer's federal minimum tax with certain modifications. A separate cor-
poration which is part of a unitary group and which has a nexus with Minnesota
computes its minimum tax based on its proportionate tax preference income to
the tax preference income of the entire unitary group.
Paragraph G. relates to the acquisition by a unitary business of another cor-
poration. The paragraph sets out when the newly acquired corporation must be
included in the unitary business's combined report. The inclusion of the newly
acquired corporation in the unitary business is necessary in order for the
unitary business to accurately reflect both its taxable income and business
operations to Minnesota. The authority for this provision is contained in
Minn. Stat. Section 290.17, subd. 2(4). Minn. Stat. Section 290.17, subd. 2(&)

states in relevant part that "I1f the trade or business carried on wholly or
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partly in Minnesota is part of a unitary business, the entire income of that
unitary business shall be subject to apportionment . . . ." Taxpayer is al-
lowed to exclude a new corporation in its combined report until the first tax-
able year of the acquiring corporation which begins after the date of acquisi-
tion. This provision is proposed in order to allow sufficient time to make the
necessary adjustments to assimilate the newly acquired corporation into the
unitar§ business and in order to allow for the necessary changeover of internal
procedures, both functional and staff, within the unitary business group. As
has been stated earlier in the rule, mere ownership alone is not sufficient to
demonstrate a unitary business. Additional factors must be found to establish
that a unitary business does exist between the original unitary business and
the newly acquired corporation. Whether the factors demonstrate vertical inte-
gration, horizontal integration, or strong centralized management, such addi-
tional factors must be found to establish that a unitary business exists. It
would, therefore, not be possible to classify a newly acquired corporation as
part of a unitary business until sufficient time has elapsed in order to demon-
strate that such additional factors do indeed exist. It is the Department's
position, therefore, that taxpayer should not be required to immediately
include the newly acquired corporation on the combined return of the unitary
business. However, this exception does not apply to a corporation created from
a part of the previous unitary business. The reason is that this business was
part of the unitary group originally. Therefore, the unitary attributes are
already established.
The unitary business concept and combined income approach is applicable to banks
and bank holding companies. The statutory authority for their inclusion within
the unitary business concept is contained in Minn. Stat. Section 290.17, subd.
2(4). Minn. Stat. Section 290.17, subd. 2(4) states in relevant part that 'when
a trade or business is carried on partly within and partly without the state,

the entire income derived from such trade or business . . . shall be governed,
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except as otherwise provided in Sections 290.35 and 290.36 by the provisions
of Section 290.19 notwithstanding any provisions of this section to the con-
trary." Minn. Stat. Sections 290.35 and 290.36 set out how insurance companies
and investment companies are to be taxed by the state. These companies are
excluded from unitary tax treatment and the combined income approach. The
statute does not specifically exclude banks and bank holding companies from the
appli;ation of the unitary business and combined reporting. It is the Depart-
ment's position that there is nothing inherently different in the business of
banking than is found in other businesses which are subject to the unitary
business concept and combined reporting. Absent specific statutory authority
granting banks and bank holding companies an exception from unitary tax treat-
ment, banks and bank holding companies are subject to Minn. Stat. Sections

290.17, subd. 2(4) and 290.34, subd. 2.

The inclusion of banks and bank holding companies within the unitary tax treat-

ment is reasonable for the following reasons:

1. The inclusion of banks and bank holding companies is mandated by Minn.
Stat. Section 290.17, subd. 2(4).

2. There is nothing inherently different between the business of banking and
other businesses subject to combined reporting.

3. The application of combined reporting to banks and bank holding companies
helps prevent distortions in reporting income to Minnesota and

4. Finally, unitary tax treatment encourages full accountability of a bank's
activities within all the states.

Receipts from intangible personal property are included in the sales factor of

banks for purposes of determining the apportionment factor and the banks' uni-

tary business conducted within Minnesota. Normally, receipts from intangible

personal property would not be included in a unitary business's sales factor

in order to determine the amount of taxable income to Minnesota. However, banks
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are in the general business of making loans and therefore intangible personal
property becomes the key asset for these institutions. It is the Department's
position therefore that intangible personal property must be used as a component
of the sales factor to properly determine apportionable income. Minn. Stat.
Section 290.19, subd. 1(2)(a)(l) states that the sales factor is determined by
"The percentage which the sales, gross earnings, or receipts from business oper-
ations, in whole or in part, within this state bear to the total sales, gross
earnings, or receipts from business operations wherever conducted.'" The rule
therefore provides how a bank computes its sales factor under this provision
since banks have few if any merchandise sales. This position is consistent with
California, which taxes banks in like manner. See, Guideline for Apportionment
of Income of Banks and Financial Corporations, California CCH State Tax Rptr.,
Vol. 1, p. 1309 and 1310.
1. Interest and other receipts from assets in the nature of loans and install-
ment obligations are attributed to the state where the office is located
at which the customer applied for the loan. The only exception to this is
where the loan is recognized by appropriate banking regulatory authority
as being made from and is an asset of an office located in another state,
in which case it is attributed to that state. It is the Department's posi-
tion that by attributing the income to the state where the office is located
and the loan originated, or was at least applied for, that this is the most
efficient and effective manner in allocating said income among the different
states. It is also the most acceptable and efficient approach as concerns
the taxpayer and his methodology to determine and apportion said income.
Basically, this means that the '"sale'" was made from that office and so
should be allocated to that state. The second sentence in this paragraph
defines the word "applied" to mean initial inquiry, including customer
assistance in preparing the loan application or submission of a completed

loan application, whichever occurs first in time. The initial point of
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contact is treated as determinative for purposes of determining account-

ability of income and loss resulting from business transacted within the

state. Again, this order of priority is established in order to make the
computation of apportionable income as easy and efficient as possible for
both the taxpayer and Minnesota. This approach is in conformity with the
approach taken in California. See, Guideline for Apportionment of Income
gf Banks and Financial Corporations, California CCH State Tax Rptr., Vol.
1, p. 1308.

2. 1In addition, interest and service charges on credit cards including holders'
fees must all be attributed to the state in which the credit card holder
resides in the case of an individual. 1In the case of a corporation, said
income must be attributed to the state of the corporation card holder's
commercial domicile.

This treatment is reasonable since:

1. Taxpayer knows the address of the card holder and can most easily allocate
the receipts on this basis.

2. Allocating based on taxpayer's office would make no sense. Allocating based
on taxpayer's office would not only be difficult to determine but would be
extremely difficult to substantiate and verify.

3. The approach adopted in the rule is the most reasonable since the state of
residence or commercial domicile is the source of the loan since the cus-
tomer is drawing on the loan.

1f the taxpayer is found not to be taxable in the state of the individual card

holder's residence or commercial domicile of the corporation card holder, the

receipts are then attributed to the state of the taxpayer's commercial domicile.

This approach to interest, service charges and credit card holder fees is in

conformity with California's treatment. See, Guideline for Apportionment of

Income of Banks and Financial Corporations, California CCH State Tax Rptr..

Vol. 1, p. 1308.
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The rule is reasonable because:

1.

Minn. Stat. Section 290.19, subd. la states in relevant part that

For purposes of this section the following rules shall apply in deter-
mining whether or not sales are made within this state.

Sales of tangible personal property are made within this state if the
property is delivered or shipped to a purchaser within this state, and
the taxpayer is taxable in this state, regardless of the F.0.B. point
or other conditions of the sale.
Minn. Stat. Section 290.19, subd. la only applies to tangible personal
property. It does not apply to intangible personal property.
The rule provides for a complete accounting of all receipts in the sales
factor. A distortion in the sales factor would result if this provision
was not incorporated into the rule.
Finally, if a taxpayer has a mere isolated contact with a state, there is

no reason why the receipts from the transactions should not go back to the

main office.

It is the Department's position that this approach is the most effective
and efficient manner in which to tax this income. This approach simplifies
the determination of where the income is attributable to and therefore
taxable by any given state. This is seen as the best possible approach.

It should be pointed out that Minnesota's approach conforms with Califor-
nia. See, generally, Guideline for Apportionment of Income of Banks and
Financial Corporations, California CCH State Tax Rptr., Vol. 1, p. 1307-
1310. It is the Department's position that conformity is both desirable and
advisable in order to create uniformity among the states in taxing unitary
businesses.

Merchant discount income is attributed to the state in which the merchant
is located. This is contingent on the fact that taxpayer is taxable in
that state. If the taxpayer is not taxable in the state, the merchant

discount income is then attributed to the state in which the taxpayer's
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commercial domicile is located. This provision is justifiable for the
reasons provided in the preceding paragraph.
Generally, receipts from investments of a bank in securities are attribut-
able to the bank's commercial domicile. There are two exceptions: (1) re-
ceipts from securities used to maintain reserves against deposits to meet
federal and state reserve deposit requirements must be attributed to each
state based upon the ratio the total deposits in the state bear to the
total deposits everywhere, and (2) receipts from securities owned by a bank
but held by a state treasurer or other public official or pledged to secure
public or trust funds deposited in such bank must be attributed to the
banking office at which such secured deposit is maintained. The approach
outlined in the rule is the same taken by California in administering its
tax laws allocating the receipts from a bank's investments in securities.
Minnesota's approach as outlined in the rule attempts to adopt a uniform
approach in this area consistent with other states. This approach is highly
desirable in order to minimize differences between the states in administer-
ing their tax laws affecting a unitary business which is engaged in banking
and bank related matters. Securities are intangibles. Intangibles have
no geographic situs. Income from intangibles, which is part of a unitary
business, is subject to three factor apportionment. It is generally said
that the situs of intangibles is the bank's commercial domicile. See,

Graves v. Schmidlapp, 315 U.S. 657 (1942); Hillstrom v. Commissioner of

Revenue, 270 N.W.2d 265 (1978). 1In this situation, it would be unreason-
able to say that the situs of the intangibles is in an office. Under this
rule, the sales factor would follow the location of the intangibles. The
rule provides for two exceptions. The two exceptions are allowed when the
securities are identified and pledged and so have a geographical situs.
The securities under the two exceptions are therefore allowed to be as-

signed to an office.
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Receipts from the issuance of traveler's checks and money orders must be
attributed to the state where the taxpayer's office is located that issued
the traveler's checks or money orders. This general rule is consistent
with the Department's approach to taxing the income and receipts of a uni-
tary business engaged in banking. The Department therefore attributes said
{ncome to the location where the business was transacted. This is where
the '"'sale" occurred. The taxpayer's records would reflect this. 1t really
shows what specific business activities occurred in the particular state
for sales factor purposes. In this case, that would be where the travel-
er's checks or money orders were issued. The remainder of the paragraph
deals with situations where the traveler's checks or money orders are
issued by an independent representative or agent. The receipts are attrib-
utable to the state in which the independent representative or agent issues
the traveler's checks or money orders if the taxpayer is taxable in that
state. Where the taxpayer is not taxable in the state, the receipts must
be attributable to the state of commercial domicile of the taxpayer. This
approach is consistent with the treatment of interest, service charges and
credit card holder fees. This method is the most efficient approach in
dealing with income generated by such transactions. Again, this method is
consistent with that adopted by California in its treatment of unitary
businesses which are conducting banking operations. See, Guideline for
Apportionment of Income of Banks and Financial Corporations, California CCH
Tax Rptr., Vol. 1, p. 1310.
This provision attributes receipts from investments of a financial corpor-
ation to its commercial domicile unless the securities have acquired a
business situs elsewhere. This provision is very similar to paragraph &
and is in keeping with the uniform treatment of a bank which is conducting

a unitary business. This approach is also consistent with California.
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Paragraph 1. sets out Minnesota's reporting requirements regarding members of
unitary group who have the same or different accounting periods. Members of
a unitary business are treated as one entity and so the same common period must
be used. The unitary business must therefore report to Minnesota using one com-
mon period of twelve (12) months. A common reporting period among the unitary
members is necessary in order to correctly determine the income, factors and
unitary attributes of the group. The second sentence of paragraph I. allows
the unitary members to report to Minnesota using the parent corporation's
accounting period. This treatment is identical to Illinois which also allows
unitary members to report based on the parent corporation's accounting period.
See, Illinois Regulation Section 304-1(B)(3), Illinois CCH State Tax Rptr.,
Vol. 1, p. 1327. California also uses this procedure as set out in their cor-
porate tax instructions. See, California Franchise Tax Board, Instructions For
Corporations Filing A Combined Report (1981) which states at page (8) that '"In
filing a combined report, it is necessary that the income of all corporations
be determined on the basis of the same accounting period. Where there is a
parent subsidiary relationship, the income of all corporations should be deter-
mined generally on the basis of the parent's income year." The Department
relies on Minn. Stat. Section 290.07, subd. 1 as its authority to require mem-
bers of a unitary group to reconcile their accounting periods to the accounting
period of a member of the unitary group conducting business in Minnesota. The
rule goes on to provide that where no parent corporation exists, the unitary
members may select one corporation to be the parent corporation for purposes
of a common accounting period. This provision was requested by an outside
party. The justification for the provision is that it allows accountants to
reconcile all the records of a unitary group to one corporation where no parent
corporation exists. This allows the accountant to make just one visit to the

client in order to do the tax returns.
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The rule goes on to state that once a method is selected, it may not be changed
without the permission of the Commissioner of Revenue. The authority for this
provision is contained in Minn. Stat. Section 290.07. subd. 2 which requires

a taxpayer to stay consistent for fair and proper income reporting.

The fifth and sixth sentences in paragraph 1. set out how the income and factors
for cérpora:ions should be treated for the first taxable year beginning after
June 30, 1981. The rule sets out that no double counting of income or factors
is allowed. The rule prevents overlap of income and factors during the transi-
tion period from filing on other than a combined return to now, as a unitary
business, filing a combined return. The provision helps assure fairness, no
distortions, and full accountability in reporting income to Minnesota. The
authority for this provision is contained in Minn. Stat. Section 290.07, subd.

3(1)(b).

The seventh sentence in paragraph I. states that the due date of the corporate
return is still based on the actual accounting period of the corporation. The
authority for this provision is contained in Minn. Stat. Sections 290.07, subd.
1 and 290.42 (1) and (2). Minn. Stat. Section 290.07, subd. 1 requires taxpay-
er to employ the same accounting period as for federal. Minn. Stat. Section
290.42, (1) and (2) imposes basically the same rules for filing as is required
for filing taxpayer's federal returns.

This provision was inserted into the rules in order to avoid penalizing corpora-
tions as a result of the transition period from reporting their income on other
than a combined report to reporting their income as a unitary business under
the combined income approach. Initially what would happen to numerous corpora-
tions if this provision had not been inserted was that net operating losses
which they incurred prior to the law change would have been drastically reduced

in carryforward years because of Minn. Stat. Section 290.095, subd. 3(c). Minn.
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Stat. 290.095, subd. 3(c) allows the loss based on the apportionment ratio of
the loss year or the year to which the loss was carried, whichever is smaller.
Numerous corporations would have had a much smaller apportionment ratio to Min-
nesota as a unitary business under the combined income approach than they would
have had in prior years where they were using a reporting approach different
from the combined income approach. It is the Department's position that this
was ;either intended to occur based on the legislation that was passed, nor is
it equitable to penalize corporations based solely on a change in Minnesota's
tax law. This provision is therefore inserted so that said corporations are
equitably treated regarding the carryforwards of their net operating losses
into unitary tax years. It must be noted, however, that the rule would apply
the statutory provision as it relates to the corporation's apportionment on a
separate return basis. Therefore, if the corporation's apportionment ratio in
the carryover year was smaller than in the loss year after computing it on a
separate accounting basis, the statutory provision would apply. The result is
that if the corporation (on a separate accounting basis) is leaving Minnesota,
it must bear the statutory consequences of its action. The rule merely pre-
vents the corporation from being unduly penalized based on a law change requir-

ing the corporation to switch from a separate accounting basis to combined

reporting.

The last sentence of paragraph J. restricts this provision to the situation
where the corporation was part of a unitary group on the effective date of the
combined reporting law. Only in these situations could it truly be said that

the only thing that changed was the passage of the new law.

The rule sets out in paragraph K. that where any members of the unitary business

employ different methods of apportioning their income to Minnesota, all members
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must use the method used by the predominant business activity conducted. It
was requested that this provision be inserted in the rule to clarify what
happens when a combination is required between a corporation reporting on three
factor and a corporation reporting using a single factor, separate accounting
or some other method. The rule states that the method used by the predominant

business activity must be used by all the members of the unitary group.
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Minnesota Income Tax Rule 2019 - Apportionment of Net Income of Business Conducted
Partly Within Minnesota.

Statement of Need and Reasonableness

Minnesota Income Tax Rule 2019 is amended in order to help clarify the rule as it
applies to a business conducted both within and without Minnesota. The most impor-

tant chanée is the change in the property factor.

The first change occurs in paragraph (a) which strikes out "an integral" and replaces
it with "a part of a unitary business." The reason for this change is for clarifi-
cation purposes. The Department is attempting to eliminate any confusion in this
area as it relates to a unitary business. The Department wishes to stress that the
trade or business must be a unitary trade or business conducted both within and
without Minnesota in order for the formula to apply. By replacing the word "inte-
gral'" with "unitary,'" the Department is attempting to eliminate any confusion as to

just what is intended.

The next change occurs in paragraph (b) and is the deletion of "in Minnesota or
within and without Minnesota." The deleted words were removed from the law in Laws

1969, Chapter 978 and they should also be removed from the rule.

The next change in the rule is in paragraph (b) and is a technical correction in the
example. It merely corrects an oversight in the original rule relating to the
calculation. The next change in paragraph (b) is made in order to eliminate any
confusion regarding the example. The word "lesser'" is eliminated and replaced with
the word "weighted" in order to make the example more clear. The Department is at-
tempting to eliminate any confusion that the previous language may have caused. No
change in the meaning of the example is either intended or accomplished by the word

change.
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The first change in paragraph (c) is a deletion of the words "within or within and
without Minnesota.'" The words are deleted based on the change made in Laws 1969,
Chapter 978. The second change is the insertion of certain punctuation in order to
make the rule grammatically correct. No change in the meaning of the rule is either
intended or accomplished by these changes. The third change inserts '"Minnesota"
before property, payroll or sales percentage. This is for clarification. There is
no changé in the meaning of the rule. The fourth change replaces '"integral' with
"unitary." This change was explained under paragraph (a). The next change in the
paragraph relates to the use of Schedules T and U. Since new forms have been
developed for apportioning income and these schedules are no longer used, the sen-
tence is obsolete and has no effect. It has therefore been deleted from this para-

graph.

The change in paragraph (d)(1) eliminates the requirement in the old rule that in
order for a business to consist of the manufacture of personal property in Minnesota
that the operations of "manufacture'" must occur within the geographical territory

of Minnesota. The deleted words add nothing in describing the manufacture of per-
sonal property. The law was amended by the Legislature in Laws 1969, Chapter 978,
which deleted provisions from subd. 1(1) limiting manufacture to "in Minnesota or
within and without Minnesota.'" The deletion of this provision from the rule is

necessary in order to correspond with the 1969 law change.

The first change in paragraph (d)(2) deals with the property factor and clarifies
which property used by the taxpayer can be considered. Minn. Stat. Section 290.19,
subd. 1(1)(b) and (2)(a)(2) requires that the property be used in connection with
the taxpayer's trade or business. This change was made in Laws 1939, Chapter 146,
Section 22. The law does not specifically require that the property, which is used
by the taxpayer in the taxpayer's business, produce income. For this reason,

the requirement is being dropped. The next change in paragaraph (d)(2) relates to
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valuing tangible property which is owned by the taxpayer. The rule proposes to use
the property's original cost and not its adjusted basis. There are several reasons
for this change. The most important reason is that the change brings Minnesota's
property factor calculation in conformity with other states which value property
based on original cost. Section 11 of the Uniform Division of Income For Tax Pur-
poses Act (UDITPA), as drafted by the National Conference of Commissioners on Uni-
form Stat; Laws in 1957, provides for the valuation of property at original cost.
It is the Department's desire to eliminate as many inconsistencies between the
different states as possible in determining the property factor for a unitary busi-
ness. The change is also necessitated by the fact that Minnesota has not adopted
the full Federal Accelerated Cost Recovery System (ACRS) depreciation. Therefore,
the calculations that will have to be made by both the taxpayer and the Department
in order to determine the correct property factors would be extremely burdensome if
the current adjusted basis system was used. This change is in the taxpayer's best
interest since it allows a far easier calculation of the property factor. It also
takes Minnesota a step closer to being uniform with the other states. It must be
remembered that the law does not now nor has it ever required that the property
factor be computed based on either adjusted basis or original cost. This has always
been a subject the Department has dealt with by rule. The rule has provided for the
use of adjusted basis since 1939 (see, 1939 Income Tax Rule Article 25-1). However,
the Department feels a change should be made now to conform with the uniform law,
methods of other states, and since the law requires a modification to ACRS depre-

ciation.

The paragraph also incorporates the change in valuation based on any subsequent
capital additions or improvements and partial dispositions by reason of sale, ex-
change or abandonment. This provision is seen as beneficial in accurately reflecting
the true cost to the taxpayer not only at the time of original purchase but sub-

sequently, where substantial changes are made to the property or where partial
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dispositions are made of the same property. The provision is identical with the
adjustments allowed in Regulation IV.1l.(a) of the Multistate Tax Compact. The next
change relates to the valuation of property which is rented by the taxpayer. The
change would value rented property at eight times the annual rental rate, instead of
the previous seven and one-half times. The rule had never provided for the method.
It is cu;rent administrative practice to use seven and one-half times. Again, the
Departmen£ is trying to conform with other states in determining the property fac-
tor. Specifically, this change and other changes concerning the rental calculation
are copied from Section 11 of UDITPA. This change is in the taxpayer's best interest
since it allows a more uniform calculation and avoids a difference among the states
in determining the property factor. The definition of the net annual rental rate is
also taken from UDITPA. The result of the provision is that only the rental expense
that the taxpayer incurs can be considered. Expenses, which are paid by another as
a sub-rental, are not considered. The next change states that rents during the year
must not be averaged. The purpose of this provision is to disallow distortions in
the factor based on the use of averages in the rents. This provision codifies cur-
rent administrative practice (see, instructions for Form M-5). The rule provides an
effective date for the property factor changes to eliminate any retroactive effect.
The last provision states that all members of the unitary group must use this method
in calculating their property factors. Again, the Department is inserting this
provision to make sure that there are no distortions in reporting. The provision
prevents members of the same unitary group from using different reporting methods
in determining their property factor and their taxable income to Minnesota. It is
the Department's position that this uniformity and equitable treatment of all mem-
bers of the unitary group is the proper method for determining a corporation's true

proportionate share of business done in Minnesota.

The entire paragraph (d)(4) has been eliminated since it in no way clarifies or

adds to the rule relating to the sales factor. The authority for the deletion is
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based on Laws 1973, Chapter 650, Article VII, Section 2, in which Minn. Stat. Sec-
tion 290.19, subd. 1(4) was deleted in full. The deletion of this provision from

the rule is necessary, therefore, in order to correspond with this 1973 law change.

The provision of paragraph (e) which references the allocation of federal income

taxes paid, Rule 2018(1), has been deleted since it adds nothing to the rule.
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13 MCAR Section 1.6004 - Minnesota Gross Income For Individuals Who Are Part Year
Residents or Nonresidents of Minnesota (Federal Adjusted Gross Income).

Statement of Need and Reasonableness

The first change in this rule occurs in paragraph A.3.d.(2) and states that business
conducted within Minnesota and which has nexus within Minnesota so that the business
is subject to Minnesota income tax includes income or losses from sales whose des-
tination is within Minnesota. The destination wording is considered necessary in
light of the Minnesota Supreme Court decision relating to destination sales. See,

Olympia Brewing Company v. Commissioner of Revenue, 326 N.W.2d 642 (1982). 1In

Olympia, the Minnesota Supreme Court held that beer picked up at taxpayer's Minne-
sota brewery by out-of-state distributor-purchasers in their own trucks for trans-
portation and resale outside Minnesota did not constitute a sale within the state
for income tax apportionment. The insertion of the words '"whose destination is" in
the rule is therefore necessary to clarify which sales are includable within the

rule.

The deletion in the same paragraph relates to construction businesses which had
been required to report on the separate accounting basis. It is the Department's
position that construction businesses should be subject to the normal three factor
apportionment of income including the unitary tax treatment and combined reporting.
Therefore, this provision is being stricken and eliminated from the rule. The
authority for the inclusion of a construction business within those businesses sub-
ject to three factor apportionment and the unitary tax treatment and combined
reporting is Minn. Stat. Section 290.17, subd. 2(4). Three factor apportionment is
applicable to all corporations unless it can be shown that it does not properly
reflect income. See, Minn. Stat. Section 290.19, subd. 1(2)(b). 1In light of the

new unitary tax law, the Department feels that construction companies should be
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treated like any other business and use the normal three factor formula. The addi-
tional provision stricken and the additional language inserted specifically excludes
farm income and income from personal or professional services from three factor
apportionment as business income. The authority for this deletion and insertion of
additional language is Laws 1981, Third Special Session, Chapter 2, Article 3,
Section 13 which amended Minn. Stat. Section 290.17, subd. 2(4) to specifically
exempt f;rm income from three factor apportionment. Personal service income had
previously been exempted. The changes in the rule are therefore necessary in order

to comply with applicable law.
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Minnesota Income Tax Rule 2017(3) - Assignment of Income to Minnesota - Income From
A Trade or Business Conducted Wholly Within or Wholly Without the State.

Statement of Need and Reasonableness

As mentioned earlier, it is the Department's position that construction businesses
should no longer be required to report on a separate accounting basis. Construction
businesse; are considered a unitary business for purposes of reporting their income
to Minnesota and are required to file on a combined income approach. Therefore,
Minnesota Income Tax Rule 2017(3) is no longer applicable and should be repealed.
The authority for the repeal of Minnesota Income Tax Rule 2017(3) is Minn. Stat.
Section 290.17, subd. 2(4). Unitary tax treatment is applicable to all businesses
unless specifically excluded by law. Minnesota law provides no exclusion for con-
struction businesses. It is therefore subject to Minn. Stat. Section 290.17, subd.
2(4) and Minn. Stat. Section 29C.19. Minnesota Income Tax Rule 2017(3) must there-

fore be repealed in order to comply with current law.

Paragraphs 1 and 2 are unnecessary since they add nothing to Minn. Stat. Section

290.17, subd. 2(3).

Paragraphs 3, 4, and 6 are obsolete in light of the law changes made in Laws 1973,
Chapter 650, Article VII when the law was changed from an office basis to a desti-
nation basis.

Paragraph 5 is obsolete in light of Laws 1969, Chapter 978.

Paragraph 7 is not needed since it adds nothing to Minn. Stat. Section 290.05,

subd. 1.





