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Honol ul u, Havai

Dear Sir:

This concerns the net incone tax assessnent of Sears,
Roebuck and Co., a foreign corporation qualified to do business
and doing business in Hawaii. The taxpayer has filed a protest
against a proposed inconme tax assessnent.

It is not contended by the corporation that the net
incone attributable to the Territory should be determ ned by an
all ocation and separate acounting, nor is it suggested by you
that this would be proper. The business conducted in the Terri-
tory is, in the words of the statute (section 5511, R L. 1945,
as anended by Act 166, L. 1951) “an integral part of a unitary
busi ness conducted within and without the territory”

Section 5511, above cited, provides that, in such a
case, the incone taxable by the Territory shall be apportioned
to the Territory on the basis of a ratio obtained by taking the
arithmetical average of certain prescribed ratios. However it
is further provided that if the taxpayer shall show that the
statutory method results in net incone being allocated to the
Territory in a larger amount than is just and equitable then the
Tax Commi ssioneer nmay prescribe a different formula for the appor-
tionment of the incone. (The Tax Conmm ssioner independently
may reject the statutory formula, but this is not involved.)

The statute provides that if the taxpayer’s principal
business in the Territory is selling tangible personal property,
which is the case here, the ratio for the apportionnent of in-
come to the Territory shall be the arithmetical average of the
property ratio, the payroll ratio, and the ratio of gross sales
attributable to the Territory to the total of gross sales every-
where. The property ratio is determined by taking the ratio of
the value of the tangible property of the taxpayer in the
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Territory, including both real and personal property, to the
total of such property everywhere. The payroll ratio is deter-
mned by taking the ratio of the wages, salaries, conm ssions
and ot her conpensation of the taxpayer's enployees for services
performed in the Territory to the total of such conpensation
everywhere. The sales ratio is the one in dispute. That is,
the taxpayer has filed in accordance with the statute except

that it has not applied the statute in the natter of the sales
ratio.

Taxpayer divides its sales into three categories.
There are sales made by the retail stores in the Territory.
These are the only sales which taxpayer has included in the
nunerator in determning the sales ratio. Taxpayer also has,
according to its analysis of its sales, two other types of sales,
that is, retail catalog sales and direct mail order sales. The
retail catalog sales are filled by shipnents fromthe taxpayer’s
mai nl and nmail order plant, but taxpayer nmaintains on its store
prem ses a catal og order desk which takes orders from custoners,
sonetimes receiving with the order the paynent for it and at
other times forwarding it w thout payment for filling on a C O D.
basis. Sonetimes the merchandise is picked up by the custoner
at the catal og desk and at other tines is shipped to himdirect
fromthe mainland mail order plant.

The third category of sales, according to taxpayer’s
anal ysis, consists in direct nmail order sales. These also are
filled by shipnents from the mainland mail order plant. The
customer hinmself sends the order to the nainland and the ner-
chandise is sent directly to the custonmer. In sonme of these
cases paynment acconpanies the order, but according to your in-
vestigation this is not necessarily the case. Taxpayer, while
pointing out to its customers the added cost of parcel post
C.OD. due to the post office fee, does accept C. O D. orders
with stated exceptions.

Taxpayer also ships goods from the mainland nail
order plant on a tine paynent basis to customers whose credit
standing is acceptable tothe mainland office. In such cases
title to the goods is retained by taxpayer until the paynents
are conpleted. Direct mail order sales may be nade on this
basi s.

) It is stated in taxpayer's protest, referring to the
direct mail order sales, that “no activities are performed by

the taxpayer within the Territory in Securing the Sales”. How
ever it is obvious that this is a proposition not susceptible
of exact determ nation. Taxpayer's enployee at the catal og
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order desk very well display the catalog to a custoner and
guide the custonmer in the selection of merchandi se the custoner
may thereafter, after leaving the prem ses, nmake his decision
on the purchase and hinself send in the order. Even if the tax-
payer's enployees in the Territory perform no activities in
securing the direct mail order sales it may be that they perform
other activities in connection with sonme of these purchases, for
exanpl e, those on a tine basis. Mreover, as we wll have occa-
sion to note, the fact that the taxpayer is present in the Ter-
ritory itself is a stimulant tothe direct mail order sales

The statute, as taxpayer concedes, calls for including
in the nunerator in determning the sales ratio the catal og
order desk sales and the direct mail order sales as well as the
retail store sales. Taxpayer, although following the statute
in other respects, determned the sales ratio by including only
the retail store sales as above noted. The proposed incone tax
assessnent determnes the sales ratio by including in the numer-
ator the catalog order sales and direct mail order sales as well
as the retail store sales, as provided by the statute. The
statute reads as follows:

“There shall be attributed to this territory all sales of
such tangi bl e personal property (1) delivered to a purchaser
at a point within this territory, or (lIl) shipped to a
Purchaser at a point wthin this territory or (l111) de-
ivered to a purchaser at a point outside this territory
or sthped to a purchaser at a point outside this terri-
tory it such point is |located in a state, territory, or
simlar taxing jurisdiction in which the taxpayer is not
doi ng busi ness, and the sale was made on an order secured
or received by an office or branch in this territory or a
representative residing or stationed in this territory.”

Applicable here is that portion of the above quoted
excerpt which provides that there shall be attributed to the
Territory all sales of tangible personal property either de-
livered to a purchaser at a point within the Territory (such as
the retail store sales and the catal og order desk sal es where
the custoner picks up the nmerchandise at the catal og order desk),
or shipped to a purchaser at a point within the Territory (such
as the prepaid mail order sales filled by direct shipnent).

After determnation of the sales attributable to the
Territory the statute provides as to the sales ratio that it
consists of the ratio of gross sales attributable to this Terri-
tory to the total of gross sales everywhere. As above noted
this is only one of three ratios and the ratio actually to be
used is the arithnmetical average of the three.
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For the year here involved the property ratio is.430501%
the payroll is .310899% and the sales ratio as determ ned by
the taxpayer’s return is .422850% but as redeterm ned by the pro-
posed assessnent is .441616% The arithnetical average of the
three ratios according to the taxpayer’'s return is .388083% and
according to the proposed assessnment is .394338%

The taxpayer contends that the Tax Comm ssioner nmnust
determ ne “where does the activity creating the inconme take
pl ace?” The substance of the argument is that in the case of
the catal og order desk sales and direct mail order sales the
activity creating the incone occurs outside the Territory and
for that reason these sales nust be excluded from the numerator
of the sales ratio.

Prelimnary attention will be given to a contention
made by the taxpayer on the basis of paragraph (3) of section
5511, which states that every person shall be deened to be
carrying on a trade or business in the Territory if his net
income therefromis subject to the taxing jurisdiction of the
Territory “by reason of his engaging in activities in this terri-
tory”. This provision does not signify that, in the case of a
unitar% busi ness governed by the statutory formula, the business
neverthel ess may be broken into segnents for the purpose of
determ ning the income from each. Mreover, the quotation is
i nconpl ete. The full paragraph adds: “or causing transactions
to be conducted in this territory, with the object of gain
profit, or econom c benefit, whether or not such activities or
transactions are in or connected wth interstate or foreign com
nmerce.” The real significance of this paragraph is that it
asserts the intention to adopt the w dest possible concept of
what constitutes doing business in the Territory. Once a tax-
payer is found to be doing business in the Territory then the
only question is whether application of the statutory formula
causes nore incone to be attributed to the Territory than is
just and equitable.

The adjudi cated cases show that taxpayer's |ine of
reasoni ng has been repeatedly rejected by the courts. That is,
although this is a unitary business taxpayer is seeking to
separately take up the various segnents of the business. A
| eading case is Butler Brothers v. MColgan, 315 U. S. 501,
affirmng 111 P.2d 334, Calif. Taxpayer was an Illinois corpora-
ion qualified to do business in California. It was a whol e-
saler having outlets in seven different states. It maintai ned
a central buying division and allocated to its outlets the cost
of operating the central division. After allocation of such
expenses the California outlets showed a | oss. The california
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Tax Comm ssioner rejected the separate accounting basis and
assessed taxpayer as a unitary business enploying the property,
payroll and sales ratios. By this nethod there was net incone
taxable in California. This action was sustained. The Court
sai d:

“One who attacks a formula of apportionnment carries
a distinct burden of show ng by ‘clear and cogent evidence’
that it results in extraterritorial values being taxed.

“I't is true that appellant's separate accounting sys-
temfor its San Francisco branch attributed no net 1 ncone
to California. But we need not inpeach the integrity of
t hat accounting systemto say that it does not prove appel-
lant’ s assertion that extraterritorial values are being
taxed.* * *

“* * *x California may properly treat appellant’s
business as a unitary one. Cf. Geat Atlantic & Pacific
Tea Co. v. Gosjean, 301 U S. 412. There is unity of
ownershi p and nmanagenment. And the operation of the central
buyi ng division alone denonstrates that functionally the
various branches are closely integrated. Admttedly,
centralized purchasing results in nore favorable prices
bei ng obtained than if the purchases were separately nade
for the account of any one branch. Wat the savings were
and what portion is fairly attributable to the volunme con-
tributed by the San Francisco branch do not appear. But
t he concession that a reduction or addition of purchases
“in an anount equal to the purchases made for the San
Franci sco house’ would not result in higher or |ower
purchase prices respectively does not aid appellant’s case.
There is no justification on this record for singling out
the San Francisco branch rather than another and concl ud-
ing that it nade no contribution to those savings. As
aptly stated by the Suprene Court of California, ‘If the
om ssion of the California sales would have no effect on
t he purchasing power, the omi ssion of sales in an equal
amount wherever made woul d |i kewi se have no effect on the
conpany's abilit¥ to purchase at a saving. Thus, by pro-
ceeding in turn fromstate to state, it could be shown
that none of the sales in any of the states should be
credited with the inconme resulting from the purchasing of
goods in large quantities.” Nor are there any facts shown
whi ch permt the conclusion that the other advantages of
centralized managenent (Great Atlantic & Pacific Tea Co. v.

Op-
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G osjean, supra) are attributable to other branches but
not to the one in California. The fact of the matter is
t hat appel |l ant has not shown the precise sources of its
net income of $I,149,677. If the factors which are responsible
for that net income are present in other states but not
resent in California, they have not been reveal ed. At
east in absence of that proof, California was justified
in assum ng that the San Francisco branch contributed its
aliquot share to the advantages of centralized managemnent
of this unitary enterprise and to the net incone earned.”

The Butler Brothers case is a direct holding that in
the case of apportionment of incone of a unitary business by a
formula the state may attribute to itself net incone arising
from central purchasing activities, though not conducted in the
state, since they nevertheless stem fromthe volunme of sales
which the state contributes. This principle again was applied
in California in John Deere Plow Co. v. Franchise Tax Board
238 P.2d 569, affirnmed 343 U.S. 939. Taxpayer was on lllinois
corporation authorized to do business in California and main-
taining in San Francisco a jobbing house serving several states.
Goods were charged to the 'obbing office on the basis of the
uni form price charged to all jobbing houses, determ ned by apply-
ing certain discounts to the minimumresale price of the goods.
Taxpayer so%%?t to use the separate accounting system the Cali-
fornia Tax nmi ssioner used the three factor formula. Taxpayer
contended that its San Franci sco house was not conducted as
profitably as other jobbing houses, basing his contention on
accounting records which were found to be accurately kept. The
court neverthel ess upheld the Tax Conm ssi oner saying:

“* * * plaintiff fails to take into account the under-
l'ying concept of formula apportionnent in the allocation
of inconme froma unitary business: that the unitary incone
is derived fromthe functioning of the business as a whol e,
to which the activities in the various states contribute;
and that by reason of such interrelated activities in the
integrated overall enterprise, the business done within
the state is not truly separate and distinct fromthe busi-
ness done without the state so as reasonably to permt of
a segregation of income under the separate accounting nethod
rather than use of the fornmula nmethod in assigning to the
taxing state its fair share of taxable values. Butler
Brothers v. Mcol gan, supra, 17 Cal.2d 664, 667-668, 111 P.2d
334; Edison California Stores v. MCol gan, surpra, 30 Cal
2d 472, 477-479, 183 P.2d 16; El Dorado O Wrks v.
McCol gan, supra, 34 Cal.2d 731, 735, 215 P.2d 4. As above

OP‘ Se-%
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stated, here the overall organization of Deere & Conpany
was a manufacturing and selling business having its opera-
tions extending into a nunber of different states and pro-
vidin? an exanple of a typical unitary business subject to
formula allocation as a reasonable nethod of apportionnent
for franchise tax purposes. Underwood Typewiter Co. V.
Chanberlain, 254 U'S. 113, 41 S.C. 45, 65 L.Ed. 165; Bass,
Ratcliff & Geton, Ltd. v. State Tax Com 266 U. S 271

45 S.Ct. 82, 69 L.Ed. 282; North Anerican Cenent Corp. V.
Graves, 299 U S 517, 57 S.C. 311, 81 L.Ed. 381; Interna-
tional Harvester Co. v. Evatt, 329 U S. 416, 67 S.C. 444,
91 L.Ed. 390. The fact that the taxpayer may show t hat
according to a separate accounting system the activities
in the taxing state were less profitable than those w thout
the state, or even resulted in a |oss, does not preclude use
of a fornula as a nethod of apportionnent of the unitary
incone. (lbid.) The only requirenent is that the fornula
ung be nPt intrinsically arbitrary or produce an unreason-
able result.”

This | eaves only the question whether it is unreasonable
to introduce into thee fornula used in apportioning the income of
t he unitar% busi ness any figure having to do with the place
where the buyer is located, in the absence of specific facts
definitely showing intrastate activities in relation to the
particul ar purchase. Just as the profit from centralized buying
I's, as has been held, derived fromthe volune of purchases in all
of the states, so is the profit fromthe mail order business
based on the volume of purchases in all of the states. Hawai
isthe place where the orders are signed by the purchasers. It
also is the place where title passes in sone cases. These are
transactions occurring within the Territory and they play their
part in the nmaking of the sales. In sonme cases there is depend-
ence upon enpl oyee activity, as in the case of the catal og order
desk sales; also in the case of the tinme sales there necessarily
i s dependence upon representation in the Territory. But even in
the case nost favorable to the taxpayer--the case of a prepaid
direct mail order sale--this business still is a proper ingre-
dient in the apportionnent formula. Under the Butler Brothers
case, the income upon which the tax is inposed nmay be conmensurate
with the benefits stemming fromtaxpayer’s presence in the
Territory. Those benefits include the mail order business. As
stated by the court in Nelson v. Sears, Roebuck & Co, 312 U. S.
359, 364, in which it was held that Sears, since it had entered
lowa, could be forced to act as a collection agency of the |owa
use tax in respect of nmail orders which were not shown to have
been actually solicited or placed by any agent of Sears in |owa:
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“So the nub of the present controversy centers on the
use of respondent as the collection agent for lowa. The
i mposition of such a duty, however, was held not to be an
unconstitutional burden on a foreign corporation in Mna-
motor Ol Co. v. Johnson, 292 U.S. 86, and Felt & Tarrant
Mqg. Co. v. Gallagher, 306 U S. 62. But respondent in-
sists that those cases involved |local activity by the
foreign corporation as a result of which property was sold
to its local customers, while in the instant case there is
no local activity by respondent which generates or which
relates to the mail orders here involved. Yet these orders
are still a part of respondent’s |owa business. The fact
t hat respondent could not be reached for the tax if it were
not qualified to do business in lowa would nerely be a
result of the ‘inpotence of state power’ Wsconsin v.
J. C Penney Co., supra. Since lowa has extended to it
that privilege, lowa can exact this burden as a price of
enjoying the full benefits flowng fromits |owa business.
Wsconsin v. J. C Penney Co., supra. Respondent can-
not avoid that burden though its business is departnmentalized.
What ever may be the inspiration for these mail orders,
however they may be filled, lowa may rightly assune that
they are not unrelated to respondent’s course of business
in lowa. They are nonetheless a part of that business
t hough none of respondent’s agents in lowa actually solicited
or placed them Hence to include themin the global anounts
of benefits which respondent is receiving fromlowa business
is to conformto business facts.”

The Court also said in footnote 3:

“In 1937 respondent numiled to residents of |owa about
600, 000 smal | catal ogues and 427,000 |arge ones. Respond-
ent maintains 12 retail stores in lowa, its investment
t herei n exceedi ng $500, 000. The aggregate sales of the
retail stores in lowa for 1936 anounted to $5, 080, 000; for
1937, $560,000. Its mail order sales in lowa for 1936
aggr egat ed about $5, 900, 000; for 1937, about $35, 400, 00.
It estimates that it has sone 300,000 |owa custonmers of its
mai | order houses and that in 1937 there were about 1,200, 000
orders received from | owa customers.

“One of respondent’s wtnesses testified that the
catal ogues and bulletins nmailed out were ‘our sole neans
of securing’ the mail order business. But he also testi-

fied, “If a custoner inquired froma clerk in the store
as to whether or not he would have to pay a use tax upon
an order, | believe the clerk would informhimthat if he

Dp.S6-F
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hinself mailed the order that there would be no sal es tax
or use tax charged.”

If taxpayer were right in its contention that no part
of the incone frommail order business can be apportioned to
Hawai i, the remedy would be to segregate the total mail order
incone of the conpany fromthe total retail store inconme, the
total tangible property and payroll associated with the mai
order business from that associated with the retail store busi-
ness, and the total mail order sales fromthe total retai
store sales, then apply to the total retail store incone the
arithmetical average of the ratios conputed by considering re-
tail store business only. If this were done the Hawaii taxable
income mght be nore or less than the proposed assessnent. |t
is inpossible to say because the segregati on cannot be nade;
the business is a unitary one. Taxpayer's contention sinply is
that, though Hawaii’'s percentage is deflated by the absence from
t he nunerator of the proBerty andmﬁayroll ratios of any figures
derived from mail order Dbusiness ile at the sanme tine those
figures appear In the denomnator, it is unjust to the taxpayer
not to deflate the figure further by omtting fromthe numerator
of the sales ratio any figures derived frommail order business
while at the same tine including themin the denom nator. There
is no support for this contention. The Col orado case cited by
t he taxpayer is not good authority, as bel ow expl ai ned.

To conpute the sales ratio in accordance with the
Hawai i statute is not to assert that the mail order sales them
selves are taxable. In Commnwealth v. Quaker Qats Co., 38 A 2d
325, Pa., the inclusion in the property factor of tax exenpt
federal, state and municipal securities was questioned by the
taxpayer. The court held that to include the tax exenpt
securities in the fornula was not to inmpose a tax upon them
These nmerely were used as an index. The court said:

“Nor is it necessary to devote additional discussion
to appellant's contention that the tax falls upon exenpt
Federal, State and rmunicipal securities. The court bel ow
has found, and appel | ant concedes, that these securities
‘were enployed or held as a reserve by [appellant] inits
pur chasi ng business’. As the purchasing function was
related by integration to the selling function, and as it
affected the value of appellant's franchise in Pennsylvani a,
the inclusion of these securities in the fornmula producing
t he éax base was proper. They, thenselves, were not
t axed.”

Oep. 56"8
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Taxpayer relies upon State ex rel. Cruse v. Anerican
Can Co., 186 P.2d 779, Colo. There are several points which
di stinguish that case and nake it inapplicable, but nost sig-
nificant is the court’s m sapprehension as to the interpreta-
tion that was necessary to save the constitutionality of the
Col orado statute. The court was of the view that if Colorado
included in the nunerator of the sales ratio the sales made on
orders filled by shipnent by common carrier F.O B. a point out-
side the state, “we would be inposing a tax and projecting our
tax powers beyond the borders of the state of Col orado, and
this power of taxation has never been upheld in any decision
called to our attention * * *”_ However on June 10, 1946 the
Supreme Court of the United States had affirned, on notion,
West Publishing Co. v. MColgan and on Cctober 14, 1946 had
deni ed rehearing, 328 U S. 823, rehearing denied 329 U S. 822
affirmng 166 P.2d 861, Cal.

In the West Publishing Co. case there was involved a
foreign corporation which nmaintained in California enployees who
had space in attorneys' offices and were soliciting and taking
orders which were filled by direct shipment from out-of-state
points. Al of these sales were included in the nunerator of
the sales ratio. Not only the Wst Publishing Co. case
affirmed by the Suprene Court of the United States but it also
on January 6, 1947, decided |nternational Harvester Co. v. Evatt,
329 U. S. 416. In the International Harvester Co. case the
Court assumed that the state had 1 ncluded as business done in
Chio the sales nade by Chio branches to Chio custoners, filled
by delivery fromout-of-state factories, citing lLnternationa
Harvester Co. v. Department of Treasury, 322 U S. 340 for the
proposition that these sales were intrastate activities and say-
Ing: “What effect inclusion of this elenent in the °‘business
done’ nunerator would have were these transactions not intrastate
is a question we need not now decide.”

As to the question |eft undecided in |nternationa
Harvester Co. v. Evatt, it is sufficient to note that this was
a case of a corporation franchise tax, not a net incone tax.
As shown by Texas Gas Transm ssion Corp. v. Atkins, 270 S.W2d
384, a franchise tax presents interstate conmmerce probl ens
which in the case of a net inconme tax are not involved. Net
incone frominterstate comrerce nmay be taxed, as held in South-
western Gas & Electric Co. v. klahoma Tax Conmi ssion, 253 P.2d
549.

In the Cruse case the court erred in failing to
hold that the sales in question were intrastate business

Op. Slo -8
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as specificallY stated International Harvester Co. v. Evatt
on the basis of International Harvester Co. v. Departnent of
Treasury), and further erred in failing to note that in the case
of a net income tax the inconme frominterstate comerce in any
event may be included.

While the Col orado court was influenced in its inter-
pretation of the Colorado statute by constitutional questions
It specifically stated that it was not determ ning the constitu-
tional questions and rested its decision on its interpretation
of the Colorado statute. That statute called only for the taxa-
tion of incone “derived from property |ocated and business trans-
acted within this state”. The Colorado court distinguished the
West Publishing Co. case on the ground that it provided for a
tax upon net incone “derived fromsources within this state”.
In the West Publishing Co. case California Suprene Court
called attention to the express provisions of the California
statute including as incone fromsources within the state in-
come fromany activities carried on in the state regardl ess of
whether carried on in intrastate, interstate or foreign comerce
The Hawaiian statute taxes the income fromall sources in the
Territory (section 5505) and specifically provides that it is
immaterial whether or not income is frominterstate or foreign
comerce, if the net income is subject to the taxing jurisdic-
tion of the Territory either by reason of activities in the Ter-
ritory or transaction caused to be conducted in the Territory
(section 5511, paragraph (3), as anmended by Act 168, L. 1951).
Hence the Cruse case, in our opinion wongly decided in the

l'ight of other cases including United States Supreme Court cases,
in any event is inapplicable.

In the book “All ocation of incone in State Taxation”
by Altman and Keesling, Comrerce C earing House, 1946 pp. |26-
127, the assignment of sales to the state from which the order
is received is recommended in the case of mmil order sal es.

The authors state:

“Where an order is received at an office within the state
by tel ephone, telegram or mail froma custoner in another
state and the seller is engaged in business in such other
state, the sale would be assigned to the state from which
the order is received. If, however, the seller is not
engaged in business in the state fromwhich the order is
recelved, the sale would, for lack of a better place, be
attributed to the state where the order is received.”

Gkl ahoma uses the same nmethod as Hawaii in determning
what sales are to be included in the nunerator. Tennessee uses
this nethod and in addition uses a ratio depending upon the |oca-

Op. S -&
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tion of the branch through which the sale is made. Tennessee
applied its lawin R _J. Reynolds Tobacco Co. v. Carson, 213 S. W
2d 45, in which the only business done by the taxpayer in the
state consisted in the operation of a fleet of nmotor vehicles
from which sales were nmade direct to custoners, which operation
had nothing to do with the main business in the state, and the
storage in ﬂublic war ehouses of products in order that orders

pl aced at the office outside the state directly by the custoners
m ght be filled fromthe warehouses, this being the nmain busi-
ness. The net inconme was apportioned by using the property
ratio, the ratio of sales made through branches in the state to
sal es everywhere, and the ratio of sales to customers in the
state to sal es everywhere. The last two ratios were exactly

t he sagE under the circunstances of this case. The tax was sus-
tai ned.

In Tennessee Gas and Transm ssion Co. v. Commonweal th,
216 S.W2d 102, Ky. the statute contained | anguage providing
for sales to be assigned to the office through which the trans-
actions were chiefly handled with respect to negotiations and
execution, but the court neverthel ess sustained an assessnent
based upon a fornula attributing to the state of Kentucky the
sales to custonmers in the state.

We understand that in your opinion the taxpayer has
not shown that the application of the statutory formula as
witten results in allocating to the Territory a |arger anmount
than is just and equitable. W have concluded that you lawfully
may so determ ne.

Respectful |y,

RHODA V. LEW S
Deputy Attorney Cenera
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