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President Donald Trump and U.S. Congressional Republicans recently
unveiled a “Unified Framework for Fixing Our Broken Tax Code” in a
purported effort to make the federal tax code “simple, fair and easy to
understand.”1 While federal tax reform has been a hot-button issue in
many administrations, state tax reform should not be forgotten.
The driving force behind much of state tax reform in the past has been the
goal of uniformity among the states. Spurred by the federal Willis Bill,
many states adopted the Multistate Tax Compact (“Compact”) or enacted
nearly identical legislation so that taxpayers might be comforted by a
sense of consistency and predictability in their dealings with the states.2
However, even when states’ tax regimes appear uniform, looks can be
misleading. Often taxing agencies and courts in states with apparently
identical tax laws have interpreted those laws differently, creating a
distinct lack of consistency and a diverging application of law among
those states—contrary to the goal of uniformity. As a result, identical
continued on page 2
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transactions may be treated differently in each state.
For example, uniform rules for the sourcing of service
receipts for sales factor apportionment purposes have
been interpreted differently in the several states. Not
surprisingly, with no real glue binding the states,
uniformity unravels and disuniformity results.

STATE TAX REFORM AFTER THE WILLIS BILL
Historically, state income tax laws were not uniform.
In the 1960s, the U.S. Congress attempted to pass
federal legislation intended to remedy this “maze
of nonuniformity in the various [income tax] laws
and regulations of the states,” which had rendered
compliance “too difficult and too costly for multistate
business” and which often caused such multistate
businesses to be “discriminated against or subjected to
duplicative taxation.”3 The proposed legislation, known
as the Interstate Taxation Act or the Willis Bill, would
To ensure compliance with requirements imposed by the IRS,
Morrison & Foerster LLP informs you that, if any advice concerning
one or more U.S. federal tax issues is contained in this publication,
such advice is not intended or written to be used, and cannot be
used, for the purpose of (i) avoiding penalties under the Internal
Revenue Code or (ii) promoting, marketing, or recommending to
another party any transaction or matter addressed herein.
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have imposed jurisdictional standards for state taxes,
including state corporate income taxes.4 In particular,
the legislation would have significantly curtailed states’
rights to tax business income.5
Fearing an adverse effect on state revenue, the National
Association of Tax Administrators (“NATA”) adopted
a resolution opposing the Willis Bill.6 NATA called
the Willis Bill “an unwarranted, unnecessary, and
undesirable intrusion into the tax and fiscal jurisdiction
of the states . . . [that] would be destructive of the
principles of federalism enunciated by our founding
fathers.”7 The Compact was drafted shortly thereafter.8
The purpose of the Compact was to:
1.

Facilitate proper determination of State and local
tax liability of multistate taxpayers, including
the equitable apportionment of tax bases and
settlement of apportionment disputes;

2. Promote uniformity or compatibility in
significant components of tax systems;

continued on page 3

3. Facilitate taxpayer convenience and compliance
in the filing to tax returns and in other phases of
tax administration; and
4. Avoid duplicative taxation.9

Even though the Compact (and UDITPA)
promised consistency among states’
tax regimes, disuniformity has resulted.
Recognizing “[t]he need for a uniform method of
division of income for tax purposes among the several
taxing jurisdictions,” the drafters included the Uniform
Division of Income for Tax Purposes Act (“UDITPA”) in
Article IV of the Compact, which, as its name suggests,
sets forth rules for a uniform division of income for state
tax purposes.10 In addition, the Compact authorized the
Multistate Tax Commission (“MTC”) to adopt uniform
regulations and tax forms.11 However, states that are
parties to the Compact are not obligated to accept the
uniform regulations or tax forms and, in many instances,
have adopted their own regulations and forms.12
Even though the Compact (and UDITPA) promised
consistency among states’ tax regimes, disuniformity
has resulted. A clear example of this is the sourcing of
service receipts for sales factor apportionment purposes.

SOURCING OF SERVICES PRIOR TO 2014
Prior to 2014, in determining a corporation’s sales
factor of the apportionment formula, service receipts
were sourced under Section 17 of UDITPA as follows:
Sales, other than sales of tangible personal property,
are in this State if: (a) the income-producing
activity is performed in this State; or (b) the incomeproducing activity is performed both in and outside
this State and a greater proportion of the incomeproducing activity is performed in this State than in
any other State, based on costs of performance.13
Under this method, receipts from the sales of
services were sourced to the location where the
income-producing activity was performed, based on
where costs were incurred in performing those services.
The MTC added regulations defining the terms “incomeproducing activity” and “costs of performance.”14
For those states that adopted this cost of performance
sourcing rule, one could reasonably assume that service
receipts earned by a multistate service provider would
be sourced the same in those states. However, that
was not the case for a multistate telephone company
3 MoFo State + Local Tax Insights, Fall 2017

in Massachusetts and Oregon—states that used cost of
performance to apportion service receipts.
In Commissioner of Revenue v. AT&T Corp., the
Massachusetts Appeals Court affirmed a decision of the
Massachusetts Appellate Tax Board (“Board”), ruling
that a multistate telephone company was not required
to include receipts from interstate and international
calls in the numerator of its Massachusetts sales factor.15
The court found that there was sufficient evidence to
support the Board’s use of an “operational” approach,
rather than a “transactional” approach, to determine the
income producing activity of the telephone company for
purposes of measuring whether the costs of performance
were greater in Massachusetts than in any other state.16
Under the operational approach, the income-producing
activity of the telephone company consisted of the overall
operation of a global telecommunications network that
was necessary to provide reliable telephone services and
the costs of performing that operation were greater in
New Jersey than in Massachusetts.17

This disuniformity in interpretation
creates uncertainty for taxpayers.
In contrast, in AT&T Corp. v. Department of Revenue,
the Oregon Tax Court ruled that the same multistate
telephone company was required to include receipts from
interstate and international calls in the numerator of its
Oregon sales factor.18 Unlike the Massachusetts court,
the Oregon court found that the sourcing rule focused on
transactions, not operations, and analyzed the company’s
incremental costs associated with the long-distance
phone calls that originated or terminated in Oregon,
rather than all costs incurred to engage in the overall
operation of a global telecommunications network.19
Even though Massachusetts and Oregon adopted a
cost of performance sourcing rule, the Massachusetts
and Oregon courts had different interpretations of
what constituted income-producing activity. This
disuniformity in interpretation creates uncertainty
for taxpayers. Further, litigation has resulted in
other states regarding the appropriate interpretation
of cost of performance.20

SOURCING OF SERVICES AFTER 2014
In 2014, the MTC recommended amending Section 17
of UDITPA by changing the sourcing methodology for
sales of services from the cost of performance approach
to a market-based approach, so that services are
sourced as follows:
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Receipts, other than receipts [from sales of tangible
personal property], are in this State if the taxpayer’s
market for the sales is in this state. The taxpayer’s
market for sales is in this state: . . . (3) in the case
of sale of a service, if and to the extent the service
is delivered to a location in this state.21

States vary in their interpretation of
what constitutes the market state,
which has led to much disuniformity
and uncertainty in the application of
those statutes.
Under a market-based method, service receipts are
sourced to the location of delivery (i.e., the market
state). Market-based method draft regulations with
amendments were also drafted.22
Since then, and even before the MTC recommended
changing the sourcing rule for sales of services, many
states have switched over to a market-based method

for sourcing service receipts.23 However, states vary in
their interpretation of what constitutes the market state,
which has led to much disuniformity and uncertainty
in the application of those statutes. For instance, in
Georgia, the market state is generally defined to be
where the customer is located, while in Illinois, it is
where the service is received.24 Further, there might
be different rules based on the type of service, method
of transmittal, or customer involved. These varying
interpretations undoubtedly will cause further confusion
for taxpayers, much like in the cost of performance
provisions, and result in further disuniformity.

These varying interpretations
undoubtedly will cause further
confusion for taxpayers.
Even though the Compact envisioned uniformity, no
such result has been achieved. While uniformity is an
admirable goal, it might never be plausible given the
freedom each state has to enact and interpret its own laws.
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