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I. INTRODUCTION

For most of this century, states have taxed the unitary busi-
ness income of interstate corporations.' Income is realized from a
unitary business when a corporation's operations within one state
are dependent upon or necessary to its operations in another
state.? Unitary taxation is the formulary apportionment of unitary
business income to a state that levies an income tax on its propor-
tionate share of the income.' The purpose of unitary taxation is to
prevent tax evasion by interstate corporations whose income from
a particular state cannot accurately and separately be determined
from the business operations and property within the state.4 Al-
though state unitary taxation is subject to the constitutional limi-
tations imposed by the fourteenth amendment5 and the commerce
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1. See Butler Bros. v. McColgan, 315 U.S. 501 (1942) (unitary tax on income); Ford
Motor Co. v. Beauchamp, 308 U.S. 331 (1939) (unitary tax on income); Bass, Ratcliff &
Gretton, Ltd. v. State Tax Comm'n, 266 U.S. 271 (1924) (apportioned franchise tax on net
income); Adams Express Co. v. Ohio, 165 U.S. 194 (1897) (unitary tax on property).

2. See Interstate Finance Corp. v. Department of Taxation, 28 Wis. 2d 262, 269, 137
N.W.2d 38, 41-42 (1965).

3. See Northwestern States Portland Cement Co. v. Minnesota, 358 U.S. 450, 459-62
(1959); Underwood Typewriter Co. v. Chamberlain, 254 U.S. 113, 120 (1920).

4. See Butler Bros. v. McColgan, 315 U.S. 501, 508 (1942).
5. See text accompanying notes 14 & 16-19 infra.
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clause," the United States Supreme Court has granted the states
wide latitude in taxing corporate income realized from out-of-state
sources.

7

In Mobil Oil Corp. v. Commissioner of Taxes,8 the Court
reached a high-water mark in its approval of state unitary taxa-
tion. The Court upheld the constitutionality of a Vermont statute9

that apportioned Mobil Oil Corporation's interstate and foreign
dividend income to Vermont.10 The Court refused to distinguish
intangible income from tangible income, stating that the corpora-
tions which distributed dividend income to Mobil were engaged in
business activities that formed part of Mobil's integrated petro-
leum enterprise." Second, the Court held that the Vermont
method of formulary apportionment-a three-factor ratio based on
sales, payroll, and property-was applied constitutionally to Mo-
bil's intangible income."' Finally, the Court held that the Vermont
income tax did not violate the commerce clause because it did not
result in actual multiple taxation of Mobil's intangible income.1 3

This article is a critique of the Court's three holdings in Mobil
Oil and a proposal for reform of state unitary taxation of the in-
tangible income of interstate corporations. Part II provides back-
ground to the origins of state unitary taxation of tangible business
income. Part III presents the Court's analysis of unitary taxation
of intangible corporate income in Mobil Oil. Part IV explores some
of the constitutional problems created for interstate corporations
by the Court's holdings in Mobil Oil. Part V identifies the policy
framework confronting courts that apply the fourteenth amend-
ment and the commerce clause to state unitary taxation of intangi-
ble corporate income and proposes a tripartite analysis to imple-
ment this framework.

6. See text accompanying notes 15 & 20-21 infra.

7. See text accompanying notes 28-49 infra.

8. 445 U.S. 425 (1980).

9. See VT. STAT. ANN. tit. 32, § 5833 (Supp. 1981).

10. 445 U.S. at 429.

11. Id. at 435.

12. Id. at 438.

13. Id. at 444-45.
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II. STATE UNITARY TAXATION OF TANGIBLE BUSINESS INCOME

A. Constitutional Requirements

The United States Constitution imposes four requirements on
state income taxation of interstate corporations. Two of these re-
quirements are found in the fourteenth amendment,1

4 and the
other two arise from the commerce clause."5 First, the due process
clause of the fourteenth amendment" requires a minimal connec-
tion or nexus between the interstate activities and the taxing
state.17 The nexus is established if a corporation avails itself of the
"substantial privilege of carrying on business" within the taxing
state."8 Second, the fourteenth amendment requires a rational rela-
tionship between the income attributed to the state and the intra-
state values of the enterprise.1" The third constitutional require-
ment is that state taxation cannot discriminate against interstate
corporations by providing a direct commercial advantage to local
business.' 0 The fourth requirement is that state taxation cannot
discriminate against interstate corporations by subjecting them to
the burden of multiple taxation.21 In summary, then, the Constitu-
tion prohibits state taxes where there is an insufficient nexus, an
absence of a rational relationship, an unfair commercial advantage
for local business, or multiple taxation.

States have adopted different methods of accounting to satisfy
the constitutional requirements. "Separate accounting" is used
when the income-producing activity and income sources within a
taxing state can be accurately and separately determined apart

14. The fourteenth amendment provides: "No State shall make or enforce any law
which shall abridge the privileges or immunities of citizens of the United States; nor shall
any State deprive any person of life, liberty, or property, without due process of law .
U.S. CONST. amend. XIV, § 1.

15. The commerce clause provides, in pertinent part: "The Congress shall have Power
... [tlo regulate Commerce with foreign Nations, and among the several States . U.S.

CONST. art. I, § 8, cls. 1, 3.
16. U.S. CONST. amend. XIV, § 1.
17. Moorman Mfg. Co. v. Bair, 437 U.S. 267, 272-73 (1978); Norfolk & W. Ry. v. State

Tax Comm'n, 390 U.S. 317, 325 (1968); National Bellas Hess, Inc. v. Department of Reve-
nue, 386 U.S. 753, 756.(1967).

18. Wisconsin v. J.C. Penney Co., 311 U.S. 435, 444-45 (1940).
19. Norfolk & W. Ry. v. State Tax Comm'n, 390 U.S. 317, 325 (1968).
20. See Memphis Steam Laundry Cleaner, Inc v. Stone, 342 U.S. 389, 394-95 (1952);

Nippert v. Richmond, 327 U.S. 416 (1946).
21. See Michigan-Wisconsin Pipe Line Co. v. Calvert, 347 U.S. 157, 170 (1954); Adams

Mfg. Co. v. Storen, 304 U.S. 307 (1938).
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from the income-producing activities and sources without the
state.22 "Specific allocation accounting" is a method that allocates
certain items of income to specific situses within the taxing state."
This method generally is applicable only to properties and income
not associated with the taxpayer's overall business operations.2 4 Fi-
nally, the method of "unitary accounting" is used when separate
accounting or specific allocation accounting cannot be used. Uni-.
tary accounting involves the formulary apportionment of income
between two or more states in which income is produced from an
integrated business activity. 5 Of these three methods, unitary ac-
counting is the practice followed by the majority of the states that
have a state income tax. 6 The Supreme Court of the United States
traditionally has placed the burden of proving that a state tax is
unconstitutional on the taxpayer.2 7 The following section examines

22. See Dexter, The Unitary Concept in State Income Taxation of Multistate-Mul-
tinational Businesses, 10 URB. LAW. 181, 181 (1978).

23. Id.
24. Id.
25. Id. Dexter, in his article, uges the term "apportionment" as the third method of

accounting. The process, however, is an apportionment of unitary income, and therefore in
this article the term "unitary accounting" is used as a more descriptive term.

26. Some of the taxing states provide a choice of methods or permit the methods to be
determined by administrative regulations. See ALA. CODE § 40-18-31 (1975); ALASKA STAT.
§ 43.20.065 (Supp. 1980); ARiz. REV. STAT. ANN. § 43-1141 (1980); CAL. REV. & TAX. CODE §§
25101-25102 (West 1979); D.C. CODE ANN. § 47-1810.2 (1981). Most of the taxing states,
however, set forth statutes which apportion income by a fraction that represents an arith-
metic average of the ratios of intrastate sales, payroll, and property to total sales, payroll,
and property. See ALASKA STAT. § 43.19.010 (1977); ARiz. REv. STAT. ANN. § 43-1141 (1980);
CAL. REV. & TAX. CODE §§ 25101-25106 (West 1979); COLO. REV. STAT. § 39-22-303 (Supp.
1980); CONN. GEN. STAT. ANN. § 12-218 (West Supp. 1981); DEL. CODE ANN. tit. 30, § 1903
(Supp. 1980); FLA. STAT. ANN. §§ 214.70-.73, 220.15 (West Supp. 1981); GA. CODE ANN. §
91A-3611 (1980); HAWAII REV. STAT. §§ 235-21 to -38 (1976); IDAHO CODE § 63-3027 (Supp.
1981); ILL. ANN. STAT. ch. 120, § 3-304 (Smith-Hurd Supp. 1981); IOWA CODE ANN. § 422.33
(West Supp. 1981); KAN. STAT. ANN. §§ 79-3271 to -3291 (Supp. 1980); Ky. REV. STAT. ANN.
§ 141.120 (Bobbs-Merrill Supp. 1980); LA. REV. STAT. ANN. §§ 47:241-:246 (West 1970 &
Supp. 1981); MD. ANN. CODE art. 81, § 316 (1980); MINN. STAT. ANN. §§ 290.19-.20 (West
Supp. 1981); Miss. CODE ANN. § 27-7-23 (Supp. 1980); Mo. ANN. STAT. § 143.451 (Vernon
1976); MONT. CODE ANN. § 15-31-301 (1979); NEB. REV. STAT. §§ 77-2735 to -2752 (1976);
N.J. STAT. ANN. § 54:10E-6 (West Supp. 1981-1982); N.M. STAT. ANN. §§ 7-4-3 to -4-19
(1981); N.C. GEN. STAT. §§ 105-130.3 - .4 (1979); N.D. CENr. CODE §§ 57-38-12 to -14 (1972
& Supp. 1981); OKLA. STAT. ANN. tit. 68, § 2358 (West Supp. 1980-1981); OR. REv. STAT. §§
314.605 - .710 (1979); R.I. GEN. LAWS §§ 44-11-14 to -15 (1980); S.C. CODE ANN. §§ 12-7-1140
to -1170 (Law. Co-op. Supp. 1980); VT. STAT. ANN. tit. 32, §§ 5832-5833 (Supp. 1981); VA.
CODE §§ 58-151.034 - .051 (Supp. 1981); W. VA. CODE § 11-24-7 (1974); WIS. STAT. ANN. §
71.07 (West Supp. 1981-1982).

27. See Dexter, supra note 22, at 187.
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the application of the four constitutional requirements to state
unitary taxation of tangible business income of interstate
corporations.

B. The Early Case Law

Unitary taxation of corporate income has its roots in the state
taxation of corporate property.28 In Adams Express Co. v. Ohio,29

an interstate express company appealed an Ohio Supreme Court
judgment that upheld the constitutionality of an Ohio property tax
statute. The statute assessed a tax on the company's total prop-
erty-including all of its capital stock-that was subject to Ohio
jurisdiction. The express company argued that the tax violated the
commerce clause because, to the extent that it added the value of
intangible property to the value of intrastate tangible property in
calculating the tax base, the tax imposed an unfair tax burden on
interstate commerce.3" The United States Supreme Court affirmed
the judgment and held that when taxable property is part of a uni-
tary enterprise, intangible values may be apportioned to the states
where the business activity of the corporation is carried on through
its employment of tangible property.3 1 The Court did not require a
physical unity in the taxable property, but did insist on more than
mere unity of ownership. "It is a unity of use, not simply for the
convenience or pecuniary profit of the owner, but existing in the
very necessities of the case-resulting from the very nature of the
business. '3 2 Finding that the company's capital stock was a neces-
sary unit in the interstate enterprise, the Court permitted a pro-
portion of the stock's value to be taxed by Ohio."

The Court was careful to limit its holding in Adams Express
to the facts of the case. The Court emphasized that the Ohio tax
was levied on property, not on the receipts of the business or the
privilege of engaging in interstate transportation services.3 4 The
language of the opinion connotes that the commerce clause would
have dictated a different result had the unitary business concept

28. See, e.g., id. at 183-84.
29. 165 U.S. 194 (1897).
30. Id. at 219-20.
31. Id. at 220.
32. Id. at 222.
33. Id. at 220.
34. Id.

1982]



TEXAS TECH LAW REVIEW

been used in computing a tax other than the property tax at bar.86

. The unitary taxation concept approved in Adams Express was
not confined to property taxes for very long. In Underwood Type-
writer Co. v. Chamberlain," a Delaware corporation appealed a
Connecticut income tax assessment that was imposed on foreign
corporations doing business partly within and partly without the
state. The tax was imposed at the rate of two percent of net in-
come earned during the preceding year on business carried on
within the state. To determine the amount of income earned
within the state, the corporation's net income was multiplied by a
fraction in which the numerator was the corporation's intrastate
real and tangible personal property and the denominator was all of
the corporation's real and tangible personal property. The corpora-
tion argued that the tax violated both the fourteenth amendment
and the commerce clause because it imposed a tax on income aris-
ing from business conducted without the state.8 7 Although forty-
seven percent of its real estate and tangible personal property was
located in Connecticut, almost all of its net profits were received in
other states."

The Court upheld the constitutionality of the Connecticut tax
on the ground that, under the commerce clause, the tax was not a
condition precedent to doing business in Connecticut." Further,
the tax did not violate the fourteenth amendment because the net
profits of the corporation were largely earned by a series of trans-
actions beginning with manufacture in Connecticut and ending
with sales in other states.40 Without an apportionment scheme, the
state was faced with the impossible task of specifically allocating
the profits earned by activities within its borders. The Court recog-
nized Connecticut's legitimate interest in placing a fair share of the
tax burden on the corporation for benefits and privileges provided
by the state and approved the method of apportionment in the
Connecticut statute.1

The Court has provided feW guidelines in the unitary taxation

35. Id.
36. 254 U.S. 113 (1920).
37. Id. at 119-20.
38. Id. at 120.
39. Id. at 119.
40. Id. at 120.
41. Id. at 120-21.
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of corporate income since Underwood. An example of unconstitu-
tional unitary taxation arose in Hans Rees' Sons, Inc. v. North
Carolina.4 The plaintiff in Hans Rees' Sons, a New York corpora-
tion, appealed the income tax assessed against it by the North Car-
olina Commissioner of Revenue. The assessment was a unitary tax
on the corporation's net income in the proportion of the value of
its real estate and tangible property located in the state to the
value of its entire property.43 The unitary tax resulted in allocation
of sixty-six to eighty-five percent of the corporation's net income
to the state, although, in reality, the average income having its
source in the manufacturing operations within the state was seven-
teen percent.44 Moreover, the percentage of its income attributable
to the state for the years in question did not exceed 21.7% .4 The
Court reversed the judgment of the Supreme Court of North Caro-
lina, stating that Underwood was not authority for the conclusion
that when a corporation manufactures in one state and sells in an-
other, the net profits of the entire unitary enterprise may be at-
tributed to either state regardless of evidence. 46 The Court distin-
guished Underwood on the ground that the corporation there
failed to establish that the amount of net income attributed to the
state was not reasonably attributable to the processes conducted
within the state.47 The taxpayer in Hans Rees' Sons, however,
demonstrated that greater value was added to its products by the
manufacturing process in New York than by the business opera-
tions in North Carolina.48 The tax statute, while it was prima facie
constitutional under the holding in Underwood, was applied unrea-
sonably and arbitrarily by attributing to North Carolina a percent-
age of income "out of all appropriate proportion to the business
transacted by the [corporation] in that state. ' '4

9

The Court's justification for the different results in Under-
wood and Hans Rees' Sons is not entirely convincing. The evidence
in Underwood indicated that most of the profits taxed were earned
outside of the taxing state, but forty-seven percent of the corpora-

42. 283 U.S. 123 (1931).
43. Id. at 128.
44. Id.
45. Id. at 134.
46. Id. at 133.
47. Id.
48. Id. at 127.
49. Id. at 135.
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tion's tangible and real property was located in the taxing state. In
Hans Rees' Sons, an average of eighty-three percent of the corpo-
ration's net profits was earned outside of the taxing state, but
sixty-six to eighty-five percent of the corporation's tangible and
real property was located in the taxing state. Thus, there seems to
have been a greater nexus-tangible property and real prop-
erty-with the taxing state in Hans Rees' Sons than in Under-
wood. The rational relationship between the income attributed to
the taxing state and the intrastate values of the enterprise 0 also
was stronger in Hans Rees' Sons than in Underwood, if one mea-
sures the intrastate values in both cases by the corporations' pro-
portion of tangible and real property in the taxing state.

The different results in Hans Rees' Sons and Underwood can
be justified, instead, by the functional difference in the business
enterprises involved in each case. The corporation in Underwood
manufactured the same product in one state as it sold in another."
By contrast, the corporation in Hans Rees' Sons operated in two
markets. The first market was the sale of heavy leather from man-
ufacturing plants in North Carolina to wholesalers in New York.2

The second market was the sale of the leather from New York
wholesalers to New York retailers, who subsequently cut and
adapted the leather for a variety of purposes." The Court's opin-
ion in Hans Rees' Sons indicates that because the retailers in the
second market contributed value to the leather in New York inde-
pendent of the value of the leather in North Carolina, the North
Carolina unitary tax on the corporation's net income was not rea-
sonably related to the value of the corporation's assets in North
Carolina.

5 4

Even if Underwood and Hans Rees' Sons are distinguishable
on the ground of a functional difference in the out-of-state activi-
ties that produced the taxpayer's unitary business income, the
Court has not provided any guidelines on how different an out-of-
state income-producing activity must be before it is immune from
unitary taxation. Notwithstanding Hans Rees' Sons, the Court has

50. See text accompanying notes 19-26 supra.
51. Underwood Typewriter Co. v. Chamberlain, 254 U.S. 113, 118, 120 (1920).
52. Hans Rees' Sons, Inc. v. North Carolina, 283 U.S. 123, 126 (1931).

53. Id. at 126-27.
54. Id. at 134-35.

[Vol. 13:1
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followed Underwood up to the present day.5 Hence, the Court
supports the use of functional analysis to identify instances of un-
constitutional unitary taxation, but it has not provided factors that
implement functional analysis. One reason is the Court's reliance
on the prima facie constitutionality of tax statutes that adopt a
unitary method of formulary apportionment of income. The lack of
clear and predictable factors to be applied in unitary taxation
cases has dulled the cutting edge of the fourteenth amendment
and the commerce clause.

III. STATE UNITARY TAXATION OF INTANGIBLE CORPORATE INCOME
IN MOBIL OIL CORP. V. COMMISSIONER OF TAXES

In 1980, the Supreme Court rendered a key decision in the law
governing state unitary taxation of corporate income. Writing the
opinion for a majority of six Justices, Justice Blackmun applied
the fourteenth amendment and the commerce clause to a non-
domiciliary state's taxation of income received by a domestic cor-
poration in the form of dividends from subsidiaries and affiliated
corporations doing business abroad. In Mobil Oil Corp. v. Commis-
sioner of Taxes," the Court approved a Vermont tax imposed on
Mobil Oil Corporation's dividend income and calculated by means
of an apportionment formula.5 7 The formula multiplied Mobil's net
income "by a fraction representing the arithmetic average of the
ratios of sales, payroll, and property values within Vermont to
those of the corporation as a whole." 8

A. The Majority Opinion

To justify exclusion of the dividend income from apportion-
ment under the Vermont tax statute, Mobil argued that the divi-
dends could not be taxed in Vermont because there was no nexus
between Vermont and either Mobil's management of its invest-
ments or the business activities of the payor corporations. The
Court stated that in order to justify an exception to the unitary
principle of taxation, Mobil had to prove that the nature of the
dividend income distinguished it from operating income, which

55. See Exxon Corp. v. Wisconsin Dep't of Revenue, 447 U.S. 207 (1980).
56. 445 U.S. 425 (1980).
57. Id. at 429-30.
58. Id.
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concededly the state could tax. The Court then construed Mobil's
argument to be based on only two differentiating factors: the for-
eign source of the income and the form of the income.

According to the Court, neither the source nor the form of the
dividend income was sufficient to distinguish it from operating in-
come. 9 The payor corporations, though unrelated to Mobil's explo-
ration, refining, production, transportation, and distribution activi-
ties in the petroleum market, were deemed to be part of Mobil's
integrated petroleum enterprise. 0 To prove otherwise, Mobil
would have had to have shown that the payor corporations were
discrete business enterprises. 1 Many of the payor corporations
were subsidiaries of Mobil. The Court concluded that the legal di-
vision between Mobil and its subsidiaries did not destroy the con-
tinuity of the unitary business." Due process would limit appor-
tionability of dividend income only if the business activities of the
payor corporations had nothing to do with the activities of the re-
cipient in the taxing state." The Court applied this same standard
to "affiliates" of Mobil although they were not under Mobil's con-
trol to the extent that its subsidiaries were."

Mobil's second argument was that the Vermont tax violated
the commerce clause by subjecting Mobil to the risk of multiple
taxation of its dividend income." This argument was based on the
power of New York, the state of Mobil's corporate domicile, to tax
the dividend income without apportionment." Inasmuch as New
York was not presently taxing the dividend income, however, Mo-
bil was unable to demonstrate actual multiple taxation, and the
Court refused to exercise a theoretical constitutional preference for
allocation of dividend income to a single situs rather than appor-
tionment among the states."' Moreover, even if New York did levy
a tax on the dividend income, it would not be an exclusive tax be-
cause the dividends reflected income from a unitary business. The
Court's opinion suggests that New York's interests as the state of

59. Id. at 438, 440-41.
60. Id. at 435.
61. Id. at 439.
62. Id. at 440-41.
63. Id. at 442.
64. Id.
65. Id.
66. Id. at 443-44.
67. Id. at 444-45.

[Vol. 13:1
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commercial domicile might even have to give way to Vermont's.6 8

The Court framed its decision narrowly, stating that Mobil
had not demonstrated a sound basis for its constitutional chal-
lenges to the Vermont tax. Thus, the Court was not called upon to
decide what the constituent elements of a fair apportionment of
dividend income would be.69 The Court's opinion places the bur-
den on the taxpayer to articulate the demonstrable factors under-
mining the constitutionality of a state tax on intangible income.70

B. The Dissenting Opinion.

Justice Stevens disagreed with the majority's analysis of the
fourteenth amendment. His first objection was that the majority
failed to recognize that a large number of the corporations which
distributed dividends to Mobil were not in the petroleum business
or in any way connected with Mobil's marketing business in Ver-
mont.7' These facts indicate that, contrary to the majority's posi-
tion, many of the payor corporations were not engaged in business
activities that formed part of Mobil's integrated petroleum enter-
prise. According to Justice Stevens, it was improper to lump huge
quantities of investment income that have no special connection
with the taxpayer's operations in the taxing state into the tax base
and to apportion it on the basis of factors that are used.to allocate
operating income.73 This approach "simply ignores the raison
d'etre for apportionment formulas. 7 4

The dissent's second objection to the majority's analysis was
that the record did not disclose whether the earnings of the payor
corporations were approximately equal to the amount of the divi-
dends. 8 Justice Stevens argued that Mobil could not control the
percentage of earnings it received from the payor corporations as
dividends.76 Without such control or equality of earnings and divi-
dends, Mobil and the payor corporations were not an integrated

68. Id. at 445-46.
69. Id. at 449.
70. Id.
71. Id. at 460.
72. Id. at 459-60.
73. Id. at 459.
74. Id. at 457.
75. Id. at 460.
76. Id. at 460 n.18.
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enterprise.77

Justice Stevens' final objection was that the apportionment
formula inevitably caused Mobil's Vermont income to be over-
stated.78 The formula did not include the payroll, sales, or property
values of any of the payor corporations. Unless these factors were
added to the denominator of the apportionment formula,7 the
formula would apportion dividend income to Vermont without ref-
erence to the intrastate values of the payor corporations. Justice
Stevens concluded that if Vermont treats all of the payor corpora-
tions as part of Mobil's "worldwide petroleum enterprise," then it
must evaluate the apportionable income of the entire enterprise in
a consistent manner.80

IV. CONSTITUTIONAL PROBLEMS IN STATE UNITARY TAXATION OF

INTANGIBLE INCOME AFTER MOBIL OIL

A. Insufficient Nexus

The Court did not explain how a minimal connection or nexus
was established between Vermont and the payor corporations. The
majority opinion cited Underwood for the proposition that a uni-
tary business exists-and therefore nexus-when there is a series
of transactions beginning with manufacture in one state and end-
ing with sales in another state."1 The Court, however, did not iden-
tify a series of transactions beginning with the business operations
of the payor corporations and ending with the business operations
of Mobil in Vermont.s2 Rather, the Court implied that Mobil's mi-
nority interests in some of the payor corporations and its receipt of
dividends were enough to establish a nexus between Vermont and
the payor corporations.'" If this is the majority's justification, then
the concept of nexus for taxation purposes has been expanded far
beyond the unitary business concept approved in Underwood. The
Court's definition of nexus in Mobil Oil does not require a showing
that the business operations of payor corporations are dependent

77. Id. at 459-60.
78. Id. at 461.
79. Id. The majority refused to consider this problem. See id. at 441 n.15.
80. Id. at 461.
81. Id. at 438-39.
82. The Court placed the burden of proof on the taxpayer to prove that such a series

of transactions did not take place. See id. at 439.
83. Id. at 439-40.
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upon or contributory to the business operations of the intrastate
corporation that receives intangible income from them.84

The result of the Court's expansion of nexus is that intangible
income may subject an intrastate corporation to taxation even
though the payor corporation has not availed itself of the "sub-
stantial privilege of carrying on business" within the taxing state.8 5

This result, therefore, exceeds the limitation of the due process
clause of the fourteenth amendment." The Court's failure to con-
sider the implications of its earlier decision in Underwood" ren-
ders its evaluation of future constitutional attacks on the nexus for
state taxation unreliable.

B. Absence of a Rational Relationship

As Justice Stevens observed in his dissenting opinion in Mobil
Oil,88 the Court did not apply the three-factor apportionment
formula to the payor corporations, but only to Mobil. Thus, Mo-
bil's intangible income from the payor corporations was appor-
tioned only according to the intrastate values of Mobil's business
operations, thereby excluding the intrastate values of the payor
corporations' business operations. This inconsistent method of ap-
portioning tangible and intangible income violates the fourteenth
amendment because the method does not demonstrate a rational
relationship between the intangible income attributed to the tax-
ing state and the intrastate values of the enterprise giving rise to
the income.8 '

A more troublesome question is whether a rational relation-
ship could have been established even if the Court had included
the payor corporations' payroll, sales, and property values in the
apportionment formula. The Court did not identify any rational
relationship between the location of sales, payroll, and property of
Mobil and the location of the sales, payroll, and property of the
payor corporations. Two problems arise from apportioning intangi-
ble income by the three-factor formula applied to tangible income.

First, the method will result in little or no apportionable in-

84. Id. at 439-41.
85. See Wisconsin v. J.C. Penney Co., 311 U.S. 435, 444-45 (1940).
86. See notes 14 & 16-19 supra, and accompanying text.
87. See notes 36-55 supra, and accompanying text.
88. See notes 78-80 supra, and accompanying text.
89. See note 19 supra, and accompanying text.
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tangible income in many cases notwithstanding the receipt of sub-
stantial amounts of intangible income. This occurs in the most ex-
treme case when the payor corporation's payroll, sales, and
property are located outside of the taxing state in their entirety.
The numerator for intangible income in the apportionment
formula would be zero because none of the three factors is present
in the taxing state; the denominator for intangible income in the
apportionment formula, however, would increase dramatically be-
cause each of the three factors is outside the taxing state. The re-
sult is that none of the intangible income would be apportionable
to the taxing state, and the increase in the denominator would de-
crease the tangible income apportionable to the taxing state if both
tangible and intangible income are integrated into the same ratio."

Second, the method will result in excessive apportionment of
intangible income received from payor corporations whose sales,
payroll, and property are located primarily in the taxing state. The
most extreme case arises when the payor corporation's sales, pay-
roll, and property are located in their entirety in the taxing state
and the recipient corporation's sales, payroll, and property are lo-
cated primarily out of state. The three-factor ratio would have a
numerator identical to the denominator insofar as intangible in-
come is concerned. Integrated with the three-factor ratio for the
recipient corporation's tangible income, the formula also would in-
crease the tangible income apportionable to the taxing state." At
the same time, the state in which most of the payee corporation's
payroll, sales, and property are located could tax portions of the
intangible income already apportioned to the first taxing state by a
formula based only on tangible income, such as the Vermont
formula approved in Mobil Oil." The result is that, even though
the business operations of the payee corporation have a greater
nexus with the second taxing state, the first taxing state would be
able to apportion just as much intangible income to itself as that
apportioned by the second taxing state. Such a disparity in appor-
tionment formulae leads to multiple taxation of the payee corpora-
tion's intangible income and, therefore, violates the commerce

90. The formula used in Mobil Oil did integrate tangible and intangible income. See
Mobil Oil Corp. v. Commissioner of Taxes, 445 U.S. 425, 430 (1980).

91. See note 90 supra, and accompanying text.
92. See notes 9-10 supra, and accompanying text.
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clause.9

C. Multiple Taxation

The Court's failure to address the problem of multiple taxa-
tion of intangible income in Mobil Oil will lead to uncertainty and
unpredictability for corporations confronted with the problem in
the future. Notwithstanding Mobil's lack of proof of actual multi-
ple taxation of its dividend income, the Court could have provided
some guidelines for corporate taxpayers to follow when they are
burdened by multiple taxes on their intangible income. For exam-
ple, the Court could have stated that as an interim measure until
final judgment in a multiple taxation case, the corporate taxpayer
should discharge the liability that accrued first. Alternatively, the
Court could have granted a safe harbor to corporations which pay
the tax imposed by the state in which they transact most of their
day-to-day business. Finally, the Court could have required a cor-
porate taxpayer to pay all of its tax liabilities before making a
claim against any of the taxing states for multiple taxation. As it
is, the Court has not provided any clear answers to the problem of
multiple taxation of intangible income.

V. RESOLUTION OF CONSTITUTIONAL PROBLEMS POSED BY STATE

UNITARY TAXATION OF INTANGIBLE INCOME

A. The Policy Framework

The threshold issue confronting a court in adjudicating a con-
stitutional challenge to state taxation of intangible income of an
interstate corporation is whether the corporation has received ben-
efits and protection from the taxing state in the realization of this
income. A state's right to tax interstate commerce is based on this
principle 4 and should be limited by it. The determination of
nexus, therefore, should not turn solely upon whether the payee
corporation carries on business within the state imposing a tax on
the intangible income it receives. Rather, the determination should
also depend upon whether the taxing state has extended benefits

93. See notes 15 & 20-21 supra, and accompanying text.
94. See Complete Auto Transit, Inc. v. Brady, 430 U.S. 274, 288 (1977); accord, Colo-

nial Pipeline Co. v. Traigle, 421 U.S. 100, 108 (1975); Western Live Stock v. Bureau of
Revenue, 303 U.S. 250, 254 (1938).
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and protection to the payor corporation in the production of the
intangible income being taxed. Without focusing on the different
sources or activities underlying tangible and intangible income, a
court cannot make this determination. Hence, it is crucial that
courts articulate objective factors which distinguish intangible in-
come that is part of a unitary business operation from intangible
income that is separate from a coexisting unitary business
operation.

B. Tripartite Analysis

As current trends in state taxation of intangible income con-
tinue, courts will be called upon to determine the limits imposed
on tax statutes by the fourteenth amendment and the commerce
clause. The earlier discussion indicates that the Court's holding in
Mobil Oil will not be very helpful in making this determination.
The Court's failure to articulate factors relevant to this determina-
tion, however, does not mean that courts will have to engage in ad
hoc analysis. Although statutory rules refined to meet the constitu-
tional problems posed by intangible income taxation would be
preferable, there is no reason why courts may not develop new
rules in this area as they have in the area of tangible income taxa-
tion. The following discussion suggests some of the factors courts
should consider in their constitutional analysis of intangible in-
come taxation.

1. Economic Interdependence as Nexus

A court should make an initial inquiry into what extent the
payee corporation is dependent upon the payor corporation in pro-
ducing, manufacturing, assembling, or distributing the payee cor-
poration's product. When both corporations make equal financial
and technological contributions to the earning of tangible business
income, then the intangible income distributed from the payor cor-
poration has the same economic nexus with the taxing state as it
does with the payor corporation's state. Similarly, when the payor
and payee corporations are engaged in business activities in unre-
lated industries and share no responsibilities in the payee corpora-
tion's business activities, then the intangible income distributed
from the payor corporation has no economic nexus with the state
taxing the payee corporation. Certainly, many cases will fall be-
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tween these two extremes. A payor corporation may supply twenty
percent of the parts or labor to the payee corporation's ultimate
product or may provide fifty percent of the market for the payee
corporation's product. In the former case, a court should determine
that only twenty percent of the intangible income distributed by
the payor corporation has an economic nexus with the state taxing
the payee corporation; in the latter case, the economic nexus would
be fifty percent. If the payor corporation engages in both activities,
the economic nexus should be the average of the two percentages,
which is thirty-five percent. Averaging prevents any single eco-
nomic activity from being exaggerated in its importance to the
payee corporation.

Another economic factor is the extent to which the payor cor-
poration is dependent upon the payee corporation in producing,
manufacturing, assembling, or distributing the payor corporation's
product. This is the other side of the situation just described.
Thus, the tracing of significant economic contributions to the
payor corporation's realization of business income should also ap-
ply, with the same use of averaging among different types of eco-
nomic contributions. This situation is most likely to arise in cases
where the tax on a payee corporation's business income is higher
than the tax on its intangible income. The payee corporation may
attempt to evade taxation on tangible business income by under-
valuing its economic contributions to the payor corporation and
subsequently taking the amount undervalued in the form of divi-
dends. Even when this is not the case, there is no reason to limit
the concept of economic interdependence to income flowing in a
single direction. This view accords with the unitary business con-
cept as well.

Exxon Corp. v. Wisconsin Department of Revenue" is illus-
trative. In Exxon a Delaware oil corporation was subject to a Wis-
consin unitary tax on its exploration and production income, its
marketing income, and its refining operations income. Exxon chal-
lenged the tax under the fourteenth amendment, contending that
the functional difference between these three business activities
negated the unitary nature of the enterprise. The Court disagreed.
Affirming the judgment of the Wisconsin Supreme Court, the ma-
jority held that all three activities were interdependent because the

95. 447 U.S. 207 (1980).
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success of the exploration and refining functions was dependent on
Exxon's extensive network of distributors, wholesalers, and retail
service stations.9 6 Exxon's use of separate accounting to assign
wholesale market values to interdepartmental transfers of products
and supplies did not defeat the economic nexus between the Wis-
consin marketing business income and the out-of-state income
from exploration and refining.9

One factor articulated in Exxon, then, is the degree to which
the commercial success of the out-of-state activities giving rise to
taxable income is dependent, in a verifiable economic sense, on the
success of the intrastate business activities. Although Exxon in-
volved the unitary taxation of tangible income from ordinary busi-
ness operations, this factor can be applied to unitary taxation of
intangible income in cases such as Mobil Oil." In Mobil Oil most
of the corporations treated as part of Mobil's unitary petroleum
enterprise were utility companies.9 ' None of these companies had a
role in the production, refining, or distribution of Mobil's petro-
leum products. Hence, there were no factors present to suggest
economic interdependence between Mobil's business operations
and the dividends distributed by the utility companies. Unlike the
network of distributors, wholesalers, and retail service stations
identified in Exxon, the relationship between Mobil and the utility
companies was not centered on joint efforts to produce business
income for Mobil. The Court should have recognized that, al-
though Mobil may have received intangible income by virture of
investments made with after-tax business income, neither the in-
vestments nor the investment income was economically dependent
upon' the realization of ordinary business income apportioned to
Vermont.

2. Managerial Interdependence as Nexus

There may be cases in which the payor and payee corporations
do not contribute production, manufacturing, assembling, or distri-
bution services to a single product, but yet the managerial frame-

96. Id.. at 221-23.
97. Id.
98. See notes 56-80 supra, and accompanying text. At least one state apportions in-

come from sales at less than fair price between related corporations from dividends paid out
of unitary business profits. See CAL. REv. & TAX. CODE §§ 25103, 25106 (West 1979).

99. Mobil Oil Corp. v. Commissioner of Taxes, 445 U.S. 425, 456 n.9 (1980).
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work of both corporations is interwoven. Courts should follow the
direction the court took in Montgomery Ward & Co. v. Commis-
sioner of Taxation.100 In Montgomery Ward a mail order corpora-
tion operated a mercantile business partially within Minnesota. A
Minnesota tax was imposed on income from intangible property
owned and held out of state by the corporation. The Minnesota
Supreme Court upheld the tax on the ground that the intangible
income was employed in the corporation's general mercantile busi-
ness. 1'01 The result could have been different had the corporation
taken action to segregate the intangible income from its operating
income. 02

First, the corporation should have set aside the intangible in-
come as unavailable for future expansion reserves and for current
operating expenses.10 3 Second, the management of the investment
and reinvestment of corporate funds in the intangibles should have
been entrusted to corporate officers other than the officers who
managed the principal business. 0 4 Third, the intangible income
should not have been commingled with ordinary business in-
come. 1 5 Fourth, if the corporation commingled intangible income
with ordinary business income, the fund should not have been used
to pay current operating expenses. 106

The four factors articulated in Montgomery Ward are related
to the managerial interdependence of the payor and payee corpora-
tions in an intangible income taxation case. Like the economic in-
terdependence factors already mentioned,0 7 managerial interde-
pendence factors, such as interlocking directors or commingling of
tangible and intangible income, can establish nexus with respect to
the intangible income received by the taxpayer from an interde-
pendent corporation. 0 8 The taxpayer, or payee corporation, should

100. 276 Minn. 479, 151 N.W.2d 294 (1967).
101. Id. at 481, 151 N.W.2d at 295.
102. Id. at 483, 151 N.W.2d at 296.
103. Id. at 482, 151 N.W.2d at 296.
104. Id.
105. Id.
106. Id.
107. See text accompanying notes 94-99 supra.
108. See text accompanying notes 100-06 supra. Some states apportion a taxpayer's

intangible income to the state in its entirety if the payee corporation owns a sufficient per-
centage of voting stock of the payor corporation. See CAL. REv. & TAX. CODE § 25105 (West
1979) (more than 50% of voting stock); CONN. GEN. STAT. ANN. § 12-218 (West Supp. 1981)
(51% of voting stock); N.C. GEN. STAT. § 105-130.4(f)(1) (1979) (50% of voting stock).
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be allowed to rebut this finding with respect to amounts of intangi-
ble income it receives but does not control. For example, intangible
income put into a trust for nonbusiness purposes or distributed to
shareholders as a return of capital would be independent from the
managerial control of the payee corporation, notwithstanding the
interdependence of the payor and payee corporations.

Like the analysis of economic interdependence presented ear-
lier, an analysis of managerial interdependence indicates that the
result reached in Mobil Oil should have been different. There is
nothing in the facts of Mobil Oil to suggest that Mobil and the
utility companies which distributed dividends to Mobil shared
management control over Mobil's ordinary business income. Fur-
ther, the Court did not find that Mobil had commingled its intan-
gible income with its ordinary business income or had used the
dividend income to pay its operating expenses. Finally, there was
no evidence that Mobil and the payor corporations used the same
corporate officers in the management of their business affairs. The
only evidence of managerial interdependence was that Mobil
owned voting stock issued by the payor corporations. This fact
alone, however, is hardly sufficient to establish a constitutional
nexus for taxing the dividends distributed by the payor corpora-
tions. The State of Vermont should have been required to prove
some verifiable benefit to Mobil's business operations as a result of
Mobil's voting power in the payor corporations. The absence of
such proof invalidates the Court's conclusion that the payor corpo-
rations were part of Mobil's unitary business enterprise and sug-
gests the need for functional analysis of the kind articulated in
Montgomery Ward.

3. Related Relationship Analysis

If a court determines that a nexus exists between the business
activities generating intangible income and the taxing state, it
must then decide whether there is a rational relationship between
the income attributed to the state and the intrastate values of the
business activities. 109 The earlier discussion suggests that the use
of a tangible income apportionment formula, such as a three-factor
ratio including sales, payroll, and property value, is misleading

109. See note 19 supra, and accompanying text.
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when it is applied to intangible income. 10 This approach appor-
tions intangible income on the basis of benefits and protection the
taxing state has conferred on the taxpayer's ordinary business in-
come."' Instead, a court should apply an apportionment formula
based on the benefits the taxing state has conferred on the tax-
payer's intangible income.

In choosing the proper apportionment formula, a court should
be guided by the nexus underlying the taxation in question.",a
First, if a court has determined that nexus flows from economic
interdependence of the payor and payee corporations, the appor-
tionment formula should reflect a rational relationship between the
intangible income attributed to the taxing state and the percentage
of product value contributed by the payee corporation. If the
payee corporation contributes forty percent of the economic value
to a product ultimately sold by the payor corporation in interstate
commerce, then forty percent of the intangible income received by
the payee corporation from the payor corporation should be the
maximum amount apportionable to the state taxing the payee cor-
poration. This formula also works in reverse. If the payor corpora-
tion contributes sixty percent of the economic value to a product
ultimately sold by the payee corporation, then only the percentage
of value added by the payee corporation, forty percent, should be
apportionable to the state taxing the payee corporation.

A second type of apportionment formula should be used when
a court has determined that nexus flows from managerial interde-
pendence of the payor and payee corporations. The formula should
reflect a rational relationship between the intangible income at-
tributed to the taxing state and the extent of control the payee
corporation has over the payor corporation. Guided by the Internal
Revenue Code, a court can define "control" as the percentage of
voting stock of the payor corporation that is held by the payee cor-
poration. 13 Thus, if a payee corporation holds twelve percent of
the voting stock of a payor corporation, only twelve percent of the
intangible income received from the payor corporation should be
apportioned to the taxing state. This apportionment method is
subject to exception, however, in the case of a taxpayer that proves

110. See text accompanying notes 89-93 supra.
111. See note 94 supra, and accompanying text.
112. See text accompanying notes 94-108 supra.
113. See, e.g., I.R.C. § 368(c).
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that the income or property exchanged for the stock in the payor
corporation is not part of the payee corporation's unitary business
income apportioned or apportionable to the taxing state. This ex-
ception ensures that a state will not tax intangible income from
investments when it has not conferred benefits and protection on
the income used to make the investments. For example, if some of
the voting stock held by the payee corporation was purchased with
profits from a previous business operation that was not subject to
taxation by the taxing state, then dividend income received by vir-
tue of that stock should not be apportioned to the taxing state.
Conversely, if a payee corporation uses income apportioned to the
taxing state in a prior year to purchase stock in the payor corpora-
tion, the dividends paid on this stock should be subject to
apportionment.

Cases may arise in which the nexus for intangible income taxa-
tion exists because of both economic and managerial interdepen-
dence factors. Faced with two different apportionment formulae
yielding different amounts of apportionable intangible income, a
court must determine which formula should be applied. Presuma-
bly, the court would apply the two apportionment formulae in a
way to meet the rational relationship requirement. Thus, the payee
corporation's fourteenth amendment rights are fully protected
under both formulae. Given the choice between two constitutional
apportionment formulae, the court should apply the formula that
yields the higher amount of apportionable income to the taxing
state. This will result in the maximum protection of the rights of
both the taxing state and the taxpayer.

C. Multiple Taxation

A state unitary tax on intangible income may meet the nexus
and rational relationship requirements of the fourteenth amend-
ment but also impose a multiple tax liability on the income. Many
states still tax all of the intangible income of corporations domi-
ciled therein." 4 Any apportionment of this income into the tax

114. See, e.g., ALASKA STAT. § 43.19.010 (1977); COLO. REv. STAT. § 39-22-303(d)(V)
(Supp. 1980); N.C. GEN. STAT. § 105-130.4(f) (1979); S.C. CODE ANN. § 12-7-1120 (Law. Co-
op. Supp. 1980); VA. CODE § 58-151.037 (Supp. 1981). But see CONN. GEN. STAT. ANN. § 12-
218 (West Supp. 1981) (intangible income is allocated to the state to the'extent that the
payor corporation's income is apportioned to the state). See also First Bank Stock Corp. v.
Minnesota, 301 U.S. 234 (1937); Wheeling Steel Corp. v. Fox, 298 U.S. 193 (1936); Miller v.
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base of another state will necessarily result in double taxation.
Even if a corporation's intangible income is not subject to commer-
cial domicile taxation, the states imposing unitary taxes on the in-
come may differ in their apportionment formulae. Thus, it is possi-
ble that the percentages of intangible income apportioned to the
taxing states will exceed one hundred percent in the aggregate.
Taxation of the percentage of apportioned intangible income in ex-
cess of one hundred percent will result in multiple taxation. When
this has occurred, or when the taxpayer proves with legal certainty
that it will occur, a court must determine whether the tax in ques-
tion violates the commerce clause prohibition against multiple
taxation.115

The multiple taxation problem is more difficult than four-
teenth amendment problems because resolution of the multiple
taxation issue forces a court to look beyond the law of the taxing
state. The court must examine the law of all the states that impose
taxes on the payee corporation's intangible income to determine
which taxes, if any, are excessive. This task requires a court to sit
as a legislative body and rewrite the tax apportionment formulae
of states whose taxes are not the subject of actual litigation. More-
over, a court is forced to perform this burdensome task each time a
different combination of state taxes is involved. The problem of
multiple taxation is diffused to some extent by the Uniform Divi-
sion of Income for Tax Purposes Act (UDITPA),116 which was
adopted by the Multistate Tax Compact for the purpose of avoid-
ing duplicative taxation.11 7 The UDITPA promotes uniformity in
state tax systems." 8 The drawback is that the UDITPA apportions
intangible income by a three-factor tangible income apportionment
formula' 19 and, therefore, provides no guidance to a court in
resolving multiple taxation outside of that formula. Additionally,
the Multistate Tax Compact had only nineteen members as of
1977, all of which are free to withdraw from the organization at

McColgan, 17 Cal. 2d 432, 110 P.2d 419 (1941); Cargill, Inc. v. Spaeth, 215 Minn. 540, 10
N.W.2d 728 (1943).

115. See notes 15 & 21 supra, and accompanying text.
116. 7A U.L.A. 91 (1978).
117. See United States Steel Corp. v. Multistate Tax Comm'n, 434 U.S. 452, 456

(1978).
118. Id.
119. See Dexter, Taxation of Income from Intangibles of Multistate-Multinational

Corporations, 29 VAND. L. REv. 401, 406 (1976).
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any time.120

The best solution to the problem of multiple taxation is a fed-
eral law requiring the states to apportion intangible income ac-
cording to the tripartite analysis suggested.12 ' The law would es-
tablish uniformity in the method of intangible income taxation and
would leave a court free to focus on narrower disputes concerning
the factors in the tripartite analysis. Congress, as a legislative
body, is better equipped than a court to gather the sophisticated
data and to convene the legislative hearings necessary for a uni-
form method of intangible income apportionment. Finally, a con-
gressional method of apportionment would not intrude on the
states' power to tax because the states would remain free to set the
rate of tax applicable to the federally apportioned tax base.

VI. CONCLUSION

In Mobil Oil the Court sought to resolve the constitutionality
of state tax statutes that apportioned intangible income by the
same formula used to apportion tangible income to the faxing
state. The Court held that neither the fourteenth amendment nor
the commerce clause was violated by Vermont's inclusion of intan-
gible income in a tangible income apportionment formula. How-
ever, in evaluating the limits imposed by these two constitutional
provisions, the Court relied on three assumptions, the validity of
which casts doubt on the logic and the result of the Court's deci-
sion. Rather than distinguishing between the facts creating nexus
for tangible income and those creating nexus for intangible income,
the Court suggested that the factual differences were inconsequen-
tial. The Court then approved an apportionment formula that was
applied consistently only with respect to the taxpayer's tangible
income, not its intangible income. This inconsistency undermined
the rational relationship that, theoretically, the formula was
designed to protect under the fourteenth amendment. The Court's
final assumption was that the problem of multiple taxation had
already occurred. The Court's belief is improvident given the
probability of the multiple taxation issue being litigated in the
future.

120. See United States Steel Corp. v. Multistate Tax Comm'n, 434 U.S. 452, 454-55
n.1 (1978).

121. See text accompanying notes 94-113 supra.
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Intangible income taxation cases will test the continued justifi-
cation for treating intangible income no differently than tangible
income in state apportionment formulae. The Court, despite its
gloss on the issues, demonstrated its willingness to examine
whether countervailing considerations make its approach unjustifi-
able. Whether the Court will articulate the objective factors essen-
tial to a cogent analysis of constitutional limitations on intangible
income taxation will depend on the ability of interstate corpora-
tions to function without adequate constitutional safeguards. The
leadership of Congress might also evoke a new response from the
Court.




