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PREFACE

The present study represents an attempt to provide some
basic, quantitative information on the impact of state and local
taxes in North Carolina and the other states of the Southeast.
The report was designed to fulfill the requirements of Section 6
of Resolution Number 49 of the 1955 Session of the North Car-
olina General Assembly in providing as complete a record of
the techniques of analysis and the results of the work as the
limitations of time and resources would permit. The report
attempts to offer all possible “proof” of the results as well as a
detailed statement of the limitations that inevitably attach to
the tools and the raw materials of an analysis of comparative
tax burdens. Supporting evidence is presented in such a way as
to permit checking and reworking by other investigators and to
support extended calculations and additional explorations under
more leisurely circumstances. In this respect, a conscious effort
was made to be as exhaustive as possible in the reporting. The
only exception to this self-imposed rule of completeness relates
to those precautions which it was necessary to take to preserve
the anonymity of individual taxpayers. .

Because of the importance of the interstate comparisons of
the present study, and because of the widespread interest in the
comparative position of North Carolina among the states of the
Southeast with respect to corporate tax burdens, Mr. Brandon
Hodges, Chairman of the North Carolina Tax Study Commis-
sion, requested a summary of the interstate impact comparison.
This summary has been separately published under the title of
Corporate Tax Burdens in the Southeastern States—A Com-
parative Analysis. This summary also includes a brief descrip-
tion of the methods used in the interstate analysis.

In any study of the magnitude of that which produced the
present report, the author’s debt of gratitude is bound to be
extremely large and due to many individuals. The debt is mag-
nified when, as in the present case, the study must be conducted
within the frenzied confines of a calendar year. The author is
particularly grateful to Mr. Brandon Hodges, Chairman, and
to the other members of the Tax Study Commission. At the
outset the Commission expressed the view that the impact gtudy
should be conducted as a project of strictly independent and
uninhibited research. This attitude was scrupulously maintained
throughout the study.
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A particular acknowledgement is due to the staff of the Tax
Study Commission. Inevitably, this body assumed a floating
character that added to the difficulties of the project, but always
its members performed admirably under trying circumstances.
Miss Sarah G. Bradford, Miss Nelda M. Clements, Mrs. Mary
Pierce, and Mr. Benton Braswell, Jr., were especially zealous
in the demanding tasks of caleulating and typing and in pre-
paring the Appendix and other tabular material. Mr. Harlan E.
Boyles, formerly Staff Accountant of the Commission, and pres-
ently Executive Secretary of the Tax Review Board contributed
much energy and experience to the progress of the study.

The project would have been impossible without the extensive
assistance of the staff of the Department of Tax Research.
Special thanks are due to Mr. James S. Currie, Director of the
Department of Tax Research and Executive Secretary of the
Tax Study Commission, and fo Mr. Hudson C. Stansbury, Public
Finance Analyst of the Department of Tax Research, who were
helpful in all phases of the work and who exhibited extreme
patience throughout. Mr. William 0. Suiter, formerly Director
of the Department of Tax Research, was always ready with
comment and criticism and an enormous fund of information.

Valuable assistance was obtained from a large number of
state and local government officials and university personnel in
the eleven Southeastern states. Particular mention must be
made of the following: Messrs. R. L. Hungerford, Chief of the
Research Division, Alabama Department of Revenue; Pierce
Culver, Chief of the Ad Valorem Tax Division, Alabama Depart-
ment of Revenue; Dr. Robert A. Sigafoos, Tax Economist, In-
dustrial Research and Extension Center, University of Arkan-
gas; Dr. Wylie Kilpatrick, Executive Secretary, Florida Citi-
zens’ Tax Council; Professor Penrose B. Jackson, Florida State
University; Messrs. C. G. Campbell, Director Property Tax
Division, Georgia Department of Revenue; Fred L. Cox, Direc-
tor of Foreign Corporation Income Taxes, Georgia Department
of Revenue; John Shannon, Research Analyst, Kentucky Depart-
ment of Revenue; Dean William D. Ross, College of Commerce,
Louisiana State University ; Messrs. Rufus W. Fontenot, former
Collector of Revenue, Louisiana Department of Revenue; H. N.
Eason, Division of Income Tax, Mississippi State Tax Commis-
sion; Otis W. Livingston, Chairman South Carolina Tax Com-
mission; Z. D. Atkins, Commissioner, Tennessee Department of
Finance and Taxation; and M. Watkins Rhodes, Division of
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Research and Statistics, Virginia Department of Taxation.
Many others not mentioned were extremely co-operative in pro-
viding tax information for states other than North Carolina.
Their assistance was greatly appreciated. For North Carolina
information the author is indebted to Mr. Eugene G. Shaw,
Commissioner of Revenue, and to his staff for many conversa-
tions and for the patience with which they accepted disruptions
and disturbances. Mr. Romeo Guest of Greensboro, North Caro-
lina provided invaluable assistance in the selection of plant
locations in the area of study.

Many helpful suggestions were provided by members of the
faculty of the University of North Carolina at Chapel Hill. Pro-
fessor Clarence Heer supplied some early insights into the
analytical problems. Dr. Rashi Fein provided useful suggestions
on statistical techniques. Mr. Marvin E. Lee and Miss Alison
Preble gallantly read the first draft of the report and suggested
countless improvements in style and content.

Perhaps the greatest debt of gratitude is owed to the many
corporate officials who provided assistance through question-
naires, correspondence, and conversation. It is, of course, im-
possible to express thanks to each of these officials individually,
but the appreciation is not lessened by this fact. It was this co-
operation which made the study possible.

Finally, the author is indebted to his wife, who suffered at
least three years of chaos during the year of the study.

Needless to say, the author assumes full responsibility for
any errors of fact and for any faults in reasoning which the

report may contain.
LEsSLIE E. CARBERT

Raleigh, North Carolina
October, 1956.
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SUMMARY OF MAJOR CONCLUSIONS

. Among the Southeastern states North Carolina appears to

levy the highest or nearly the highest state and local tax
burdens upon manufacturing corporations.

. The tax differentials between North Carolina and other

Southeastern states appear to be real differentials and not
merely apparent differentials. For some states, however, the
North Carolina position is improved by the consideration of
actual taxes as opposed to hypothetical taxes.

. The most important origins of the interstate tax differen-

tials, from North Carolina’s point of view, are as follows:

(a) North Carolina levies the highest corporate income
tax rate of any of the Southeastern states with the ex-
ception of Kentucky. Kentucky’s two-step rate of 5 per
cent and 7 per cent usually results in an effective rate
that somewhat exceeds North Carolina’s 6 per cent
levy;

(b) North Carolina’s failure to include a sales factor in
its statutory allocation formula for manufacturing cor-
porations tends to inflate North Carolina income tax
burdens for most corporations. The absence of a sales
factor has little effect upon corporations whose North
Carolina activities are about evenly distributed be-
tween manufacturing and selling. The absence of a
sales factor has its greatest effect upon corporations
whose North Carolina activities are restricted to
manufacturing. Those states which, for some corpora-
tions, make use of more severe statutory allocation
formulae than does North Carolina also permit (or re-
quire as a first condition) the use of separate account-
ing. For selling corporations the absence of a manu-
facturing cost or pay roll factor in the allocation for-
mula results in the same high tax burdens in North
Carolina as opposed to the other states of the South-
east as exists for manufacturing corporations.

(c) As compared with some of the Southeastern states,
North Carolina’s burdens are relatively high because
of the failure to permit the deduction of federal income
taxes in the derivation of taxable net income.
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(d) Although North Carolina’s relatively centralized reve-
nue system provides, in general, somewhat lighter
property tax burdens than are common in other states
of the Southeast, the same advantages do not neces-
sarily accrue to all corporations. In some cases North
Carolina property tax burdens are heavier than those
imposed upon the same type of corporation in other
states. North Carolina’s property tax rates are almost
always lower than those of other states. The low tax
rates are, however, often offset by relatively high
ratios of assessed to market value and by the relative
absence of permanent exemptions in the North Caro-
lina law. In addition, four states of the Southeast pro-
vide temporary (up to ten years) property tax ex-
emptions for new corporations or expanding corpora-
tions, providing, in some cases, substantial net annual
savings. The findings of the present study do not sup-
port the contention that North Carolina’s high income
tax burdens are always offset by correspondingly low
property tax burdens.

The relative position of North Carolina among the South-
eastern states in terms of the tax burdens imposed upon
manufacturing corporations seems to be approximately re-
produced in terms of the tax burdens imposed upon retail
establishments of the chain store variety.

. Other evidence tends to indicate that North Carolina oc-

cupies one of the top positions among the eleven South-
eastern states in terms of the tax burdens imposed upon
all types of corporations with multi-state operations.

. Although manufacturing corporations tend to be subjected

to higher taxation in North Carolina than in other South-
eastern states, they also tend to be subjected to lower tax-
ation (as a group) in North Carolina than do other types
of corporations in North Carolina. This is, of course, true
in the average sense only, and may not be true of individual
corporations.

. On the average, beverage, food, and drug corporations (in

the trade category) seem to be subjected to lower than aver-
age tax impositions within North Carolina.
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8.

10.

On the average, public utilities and recreation and amuse-
ment corporations seem to be subject to higher than aver-
age tax impositions within North Carolina. To a slightly
lesser extent this also seems to be true of service corpora-
tions such as real estate and rental corporations, hotels,
laundry and dry cleaning corporations, and so on.

The fact that some types of corporations are subjected to
relatively heavy or relatively light taxation within North
Carolina may be the result of the fact that small corpora-
tions are, in general, subjected to somewhat heavier tax-
ation than are large corporations.

The results of the interstate analysis and the intrastate
analysis may indicate that other Southeastern states go
much further than North Carolina in favoring manufactur-
ing corporations as compared with other types of corpora-
tions in the same state.
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CHAPTER |
SCOPE OF THE STUDY

For a broad description of the scope of this portion of the
problem assigned to the Tax Study Commission, Resolution
Number 49 of the 1955 Session of the General Assembly must
be taken as definitive. The significant language is contained in
Section 2(c) of the Resolution, as follows: *...and to make a
report upon the economic impact of the North Carolina tax
structure upon the business enterprises of various types of in-
dustry, as compared with those of other Southeastern states.”

The analytical requirements which define the scope of the
study thus appear to be rather clear and uncomplicated. The
existing revenue structures of North Carolina and the other
Southeastern states must be the starting point. From this be-
ginning the analysis must develop a body of facts that will offer
convincing testimony as to both the nature and the magnitude
of the total tax burdens imposed upon business enterprises in
the states of the Southeast. However formidable the mechanics
of such an assignment may appear, however necessary it may be
to substitute estimation for measurement in the analytical
method, however essential it may finally be to surround the
answers with exceptions and qualifications, the factual emphasis
of the legislative mandate is unmistakable. In an area as filled
with strong opinions and as empty of basic facts as this one,
and in an area with as many powerful implications for fiscal
policy, the legislature has recognized the importance of a clear,
quantitative approach designed to produce as much factual in-
formation as possible.

THE TAX STRUCTURE

Empirical explorations in the field of tax burdens have been
rare and generally unproductive largely because of the extreme
difficulties that must be overcome in order to obtain rather
meager results. The first, but by no means the greatest, of these
difficulties is directly related to the nature of the tax structure

itself.
The multiplicity of tax types

Economists and tax philosophers have long argued the pros
and cons of particular types of taxes in an attempt to develop
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the logic of a “perfect” tax system. These arguments have often
been based upon the tacit assumption that if any one method of
transferring wealth from the taxpayer to the taxing authority
can be proved to be inherently preferable to all others it should
become the sole revenue instrument of that taxing jurisdiction
to which it is best suited.

Whether because of a distrust of the philosophical bases of
such conclusions, or because the conclusions themselves have
been somewhat contentious, or because state and local govern-
ments have been forced to accept a real world that is rather less
than perfect, state and local tax systems have been constructed
upon many tax bases rather than upon a single tax base. In re-
cent years it has become popular to rationalize the use of many
types of taxes in the state and local structure as an attempt to
develop a “balanced” tax system. Such a system, it is main-
tained, must contain revenue instruments that fluctuate with
business conditions. It must also contain revenue instruments
that do not fluctuate with business conditions. It must contain
taxes on earnings, taxes on the source of earnings, and taxes on
the use of earnings. It must contain taxes of general application
that everyone is supposed to pay, and it must contain taxes of
special application, designed for those who escape payment of
the general taxes. It must contain taxes that assist economie
development i.e., it must not contain taxes that impede eco-
nomic development, and it must contain taxes that can be used
to control undesirable economic activities. An interest in the
conservation of natural resources justifies the use of severance
taxes, and an interest in the immediate exploitation of natural
resources justifies the use of special depletion allowances under
the income tax. An apparent disaffection for chain stores and
for gambling explains the use of special levies in these areas,
while an obvious affection for veterans and welfare agencies
explains special exemptions under the property tax. A need for
revenue produces taxes on tobacco and on aleoholic beverages.
The close relationship between highway use and gasoline con-
sumption justifies the imposition of gasoline taxes. Gift taxes
represent an attempt to close a loophole in death taxes, and
death taxes are popular, in part because they help to redistrib-
ute an unearned income. Taxes on intangibles represent an at-
tempt to relieve a feeling of futility in the administration of the
property tax. Gross receipts and gross premiums taxes attempt
to provide a kind of income tax in areas where the net income
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tax is difficult to apply. Licenses and franchise taxes are im-
posed for the privilege of doing business within certain political
boundaries, while poll taxes are imposed presumably for the
privilege of being a human being within certain politieal
boundaries.

It may or may not be that the agglomeration of these many
forms of taxation produces a “balanced” tax system. And even
if this is the result, it may or may not be that a balanced tax
system of this sort is desirable. But it cannot be denied that it
does present a difficult barrier for the analysis and measure-
ment of tax burdens. It is clearly not possible to talk about the
tax burden of the tax system. Within any one taxing jurisdiction
tax burdens experienced by different taxpayers will differ widely
merely because of the number and variety of taxes to which they
are subjected. In an interstate comparison the difficulties are
compounded, for it is necessary to find out whether the burdens
imposed upon a particular type of corporation under a set of
North Carolina taxes are greater or less than those imposed
upon the same type of corporation and upon different types of
corporations under a completely different set of taxes in another
state.

Administrative complexities

The analytical difficulties arising from the nature of the tax
system do not, however, come solely from the multiplicity of tax
types in common use at the present time. For tax laws do not
automatically define tax burdens. However loud the protestations
that often surround the legislative process, a tax burden is not
experienced at the time a new revenue act is passed or an
existing provision amended. A tax burden is experienced only
when a tax is paid. It is an elementary but vital fact that there
may be little or no relationship between the tax lew and the
actual tax payment. Between the legislative intent and the reve-
nue result lies the important step of tax administration. In the
absence of a careful and zealous administration of the law, the
individual and total burdens implied by the law are likely to be
purely illusory.

It must also be recognized that tax administration and tax-
payer compliance are basically inseparable. Even the most eager
and effective administrator cannot hope for great success if the
evasion of taxes is considered to be a national pastime and if
the misfortune of detection is commonly held to be the only
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evil of tax evasion. Satisfactory compliance by individual and
corporate taxpayers depends, in turn, upon clarity in the law
and consistency and completeness in the administrative regula-
tions, as well as upon the emotional and moral framework of the
society in which the taxes are imposed. From another point of
view, compliance with the law involves costs for the taxpayer,
such as accounting and legal costs (although these costs may be
even greater if the taxpayer chooses a calculated non-compli-
ance), and these costs may be considered as part of the total
burden of taxation even though they do not represent revenue
for the taxing jurisdiction.

It is thus quite possible that identical tax statutes applied to
identical taxpayers in two different taxing jurisdictions will
produce markedly different tax payments, so that any method
of analysis based upon an observation of the statutes alone and
proposing to measure tax burdens must, no matter how care-
fully executed, be viewed with considerable skepticism. Unfor-
tunately, the task of examining and quantifying administrative
practices and compliance standards is an extremely difficult one.
It is also likely to be unrewarding. Hence, the analytical dilemma .
is usually resolved in favor of the easier method, by which the
point of view is narrowed to telescopic observations of the tax
laws, rather than in favor of the technically more accurate
method, by which the point of view is broadened to a panoramic
survey of all the instruments and activities that lead to the
payment of a tax. ; :

Interstate complexities

These difficulties of empirical analysis would be severe enough
if the area of investigation were restricted to North Carolina
and its political subdivisions. But when it is concerned (as the
present study is concerned) with an interstate comparison of
tax burdens, the task presents a forbidding aspect indeed. Tax
laws in two states are rarely similar and mnever identical, so
that it is natural to expect differences in tax burdens from these
statutory origins. Even minor differences in specific definitions
can produce large differences in tax payments. For some tax-
payers these differences may make one state more desirable.
For other taxpayers the same differences may make another
state more desirable. The fact that the tax structure of one state
is different from the tax structure of another state is the thing
that makes an interstate comparison necessary. But the fact
that these interstate differences are not uniformly distributed
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within the two tax structures means that a comparison of indi-
vidual taxpayers (or at least of individual classes of taxpayers)
is essential, if meaningful results are to be produced.

But if the analyst is impressed with the infinite variety of
basic tax laws in interstate comparison, he must be even more
impressed with the infinite confusion of administrative prac-
tices, court decisions, attorney generals’ opinions, and special
statutory and administrative provisions for relief. Administra-
tive regulations may exist for one state and not for another,
or for one tax and not for another. In property tax administra-
tion, assessment levels are subject to wide variation between
taxpayers and between two points in time, in spite of the fact
that laws and constitutional provisions explicitly require uni-
formity. In some states and localities the administrator is per-
mitted wide latitude in interpreting the law, so that, in any case
involving a slightly unusual situation, it is impossible to deter-
mine a tax liability without an official, ad hoc declaration by the
administrator. In other jurisdictions the law is detailed and
definitive, so that administrative clarifications and legal deci-
sions are both minimized and generalized. In some states the
statutory provisions for relief are much more flexible and much
more generous than in others, and in some cases an attempt is
made, through the administrative process, to create an incentive
to business enterprises and wealthy individuals to invest, em-
ploy, and spend within their jurisdictional boundaries.

There is much evidence to suggest that administrative stand-
ards and compliance attitudes show marked interstate and
inter-regional differences. That these differences are less dra-
matic than those exhibited by the laws themselves is probably
due to the fact that they are less easily discovered. It is not
unreasonable, however, to expect the character and the vigor of
the administrative process at all levels of government to reflect
the historical patterns of the region’s economic development
and the prevailing character of its social, economic, and political
institutions. These differences are undoubtedly greater as be-
tween the large economic “regions” of the United States than
they are between states in the same region, so that the restricted
geographical scope of the present analysis (the eleven South-
eastern states) somewhat reduces the importance of this analyti-
cal difficulty. But the Southeastern states are by no means homo-
geneous in historical background and in social, political and eco-
nomic heritage. The same forces that have produced differences
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in the tax laws of the Southeastern states have also produced
important differences in the attitude of the people to govern-
mental institutions and in the attitude of governmental insti-
tutions to the people. Furthermore, the kinds of problems that
are being brought to the state administrator and to the local ad-
ministrator as a result of industrialization and the rapidly
changing complexion of the economic face of the South are, of
necessity, different from the problems that have been brought
to these officials in the past. That these recent developments
in economic environment have created serious problems of tax
administration has been indicated by the fact that several of
the Southeastern states have recognized the need for sweeping
organizational changes. When translated into the political real-
ities, the recognition of the need for basic structural changes
in the administrative machine has, to be sure, often resulted in
relatively minor adjustments to the facade. The point remains
however, that the changes in tax administration, as in the tax
laws themselves, indicate a growing uneasiness as attempts are
made to solve new problems with old tools. Furthermore, in 8
general way, these changes indicate the essential connectior
between the economic institutions and the tax structure, in al
of its manifestations. The additional observaticn that the sev.
eral states of the Southeast have enjoyed quite different insti
tutional backgrounds points to the existence of differences ir
prevailing attitudes to tax administration and tax compliance
This situation creates an additional and serious analytica
difficulty.

Informational deficiencies

The difficulties of interstate comparison are magnified
particularly with respect to local tax levies, by the astonishing
paucity of dependable information. The atmosphere of mysten
which surrounds much of the fiseal activity of local govern
ments in the United States is indicative, at best, of a most cava
lier attitude on the part of local government officials to th
principle of an informed electorate which serves as a philosophi
cal rationale of any system of political democracy. At worst
this secrecy is indicative of an attempt to conceal gross inequi
ties and administrative insufficiencies by the suppression or th
disguise of information which should be not only “available’
to the public but published in a form that lends itself to publi
analysis and interpretation.
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This deficiency in the data is, of course, greatest in the field
of property taxation, although it is by no means restricted to
this much-maligned tax. Unbelievable though it may appear in
a society as devoted to keeping records and accounts as ours is,
it is impossible, in many states, to discover the total taxes
collected by units of local government, let alone to explore the
unaccountable meanderings of the assessment process or the
wild confusion of other local administrative practices.

Once again, of course, it is necessary to draw sharp distinc-
tions between the practices of the several states involved in the
present study. Fortunately, North Carolina is one of a small
number of states which have done much to remove these bar-
riers to factual interpretation. As was pointed out above, many
of the informational difficulties are associated with the local
property tax and other levies of local government. It is well
known that North Carolina has de-emphasized the property tax
as a revenue device, by the assumption at the state level of many
of the traditionally local responsibilities. Thus, in the sense of
their revenue importance, at least, the blank spots in the North
Carolina data tend to be minimized. This situation, of course,
is fortuitous rather than designed, but the analyst must accept
his favors where he finds them. Furthermore, the emphasis
placed upon research in North Carolina, as represented, in par-
ticular, by the work of the Department of Tax Research, has pro-
vided excellent sources of information that are as reliable and
complete as resources will allow.

The situation is not nearly as happy in some other states of
the Southeast. Assessment ratios for some counties are not pub-
lished in any form, and two or three letters to assessment offi-
cials will bring no response whatever. In such cases it is ex-
tremely difficult to find anyone, either at the county or the state
levels, willing to make even an educated guess as to the proper
assessment ratio to apply in an interpretation of the burdens
of a property tax levy. In some cases, this may, undoubtedly,
be explained by the fact that no one (even the assessing officer)
knows what the proper ratio would be for a new manufacturing
establishment or for a new business of any kind. It may even
be that the assessing officer is honestly unable to say what the
prevailing practice is in terms of the ratio of assessed to market
value for taxable properties within his jurisdiction. In other
cases, however, the unavailability of information is to be ex-
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plained only by the more reprehensible traits of sheer disinter-
estedness or outright attempts at concealment.

Even in the relatively enlightened atmosphere of North Car-
olina, however, serious problems of the availability of informa-
tion do arise. For example, in the matter of the application of
the allocation formulae to the total net income of corporations
in the determination of a corporate net income tax liability, the
Tax Review Board has been granted the authority (under Sec-
tion 105-134 of the North Carolina General Statutes) to extend
relief to corporations that satisfy simple procedural require-
ments and extremely general substantive requirements. It is
impossible, under present statutory arrangements, for the ordi-
nary citizen of North Carolina or the interested observer in
other states to find out the kind of relief granted, the amount of
tax funds involved in the relief granted, or the specific rea-
sons for the granting of the relief. It is ever impossible to find
out what sort of relief would be granted under a set of general-
ized circumstances, for the Board acts only upon the individual
cases that come before it as fully documented requests for relief
or as fully documented requests for information by a firm con-
templating location in North Carolina.! Whether or not this
. procedure is justified by the circumstances that surround it is
not in question at the moment. The point is'that it is not pos-
sible, by a simple observation of the law or by any other tech-
nique available to the ordinary citizen or investigator, to deter-
mine the effect of the North Carolina Revenue Act upon a for-
eign corporation subject to the allocation Provisions.

The scope of the study—the tax siructure ;

The term “tax structure” is thus not a term that describes a
simple element in our economic life. Rather it is a term that
describes a complex pattern of statutes, constitutions, adminis- .
trative regulations, administrative practices, court decisions,
legal dicta, standards of compliance, taxpayer recognition of
statutory and administrative requirements, and the multi-phasie
processes of collection. For some purposes it may, of course, be
sufficient to examine only one element of the total structure.
Indeed, the Tax Study Commission has found that for some
parts of its study program such a restricted examination is
quite appropriate. But when the scope of the question is in terms
of the impact of taxes or the burdens of taxation, it is clearly

1. The problems of income allocation, as related to the authority and work of the
North Carolina Tax Review Board are further discussed in Chapter IX
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not possible to stop short of the actual, final payment of taxes
without seriously endangering the validity of the results.

It is thus apparent that the mandate of Resolution Number
49 can be completely fulfilled only if (1) all types of taxes are
included for all taxing jurisdictions in the eleven Southeastern
states; and (2) if consideration is given, not only to the tax
laws but to all of the elements of the tax structure that are
instrumental in determining the final tax payment.

In this, as in other portions of the study, however, the clear
meaning of the governing Resolution must be viewed as a coun-
sel of perfection rather than as a standard of minimum per-
formance. The foregoing discussion has indicated many areas
in which the basic raw materials for a factual analysis of tax
burdens do not exist. Although the methods adopted in this
study did involve the collection of much original material avail-
able from no other source, it was impossible, in the time avail-
able for the study, to extend this ferreting operation into all
phases of the problem. As a result, it is necessary to make early,
if somewhat reluctant, concessions to the status of the basic
data in the delineation of the scope of the study.

An attempt is made, in the ensuing analysis, to examine the
burdens of taxation in each of the eleven Southeastern states.?
Attention is paid, of course, to the problems of local tax bur-
dens within each of these states, although no attempt is made
to examine each of the countless local jurisdictions that com-
prise the total governmental structure. The analytical problems
associated with inter-local differences in tax burdens are indeed
severe. The methods used to deal with these problems are de-
seribed in detail in the methodological introduction to each of
the approaches adopted in this study. Although these methods
may hardly be said to produce the final answers to the loecal tax
element of the total tax burden, they do permit the declaration

that the scope of the investigation embraces both state and local
tax levies.

With two important exceptions, all types. of taxes payable by
business enterprises within the jurisdictions selected were con-
sidered to lie within the practical scope of the study, and all are

treated, in some way, in the analysis. The two exceptions are
the sales tax (and the associated use tax), and the unemploy-

2. ghe states, as deﬁg:d in the United States De
usiness, are Alabama, Arkansas, Florida, Georgia, Kentucky, Louisi Mississippi,
North Carolina, South “Carolina, ‘Tennessee, - R i POk
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ment insurance tax. An early attempt was made to include the
sales tax, but the difficulties of reconciling conflicting accounting
systems and differing concepts of the impact of the tax made it
necessary to redefine the scope of the study in midstream. Un-
employment insurance taxes were assumed to lie beyond the
scope of the impact study partly because of the special prob-
lems involved in analyzing and comparing experience rating
schemes, and partly because some investigators have insisted
that unemployment insurance levies are not taxes at all.®

Difficulties of method also made it essential to adjust the
scope of the study to include only those taxes levied upon cor-
porate business enterprises. Special problems of data collection
are associated with the interpretation of the tax burdens on
partnerships, individual proprietorships, and other forms of
business organization, not the least of which is the large num-
ber of such enterprises and the relatively minor tax-paying con-
dition of many of them. While it is extremely important to study
the impact of taxes upon non-corporate business, it was felt that
attention should be concentrated, at this time, upon that class
of enterprise most meaningful from the point of view of eco-
nomic development and most likely to be responsive to differ-
ences in the impact of taxes. However, the most important de-
ciding factor was the extreme difficulty of handling the mass
of cases in a useful and accurate way.

As indicated above, it was felt that the value of the study
would be seriously impaired if it did not take into account the
total act of taxation. This would clearly not be possible if the
scope of the study were narrowly confined to an examination,
however intensive, of the tax laws of the Southeastern states.
Although it was found to be impossible to establish clear, quan-
titative comparisons for such activities as administration, com-
pliance, and collection, the methods adopted emphasize the final
payment of taxes and hence include, by implication, all of the
motions that are part of the imposition of a tax burden.

THE MEANING OF “IMPACT”

In an attempt to fulfill the requirements of the 1955 Session
of the General Assembly, a serious conceptual difficulty was en-
countered in the use of the term “impact”. If the impact of tax-

3. See, for example, Harold M. Groves, Financing Government, Henry Holt and Company,
New York, third edition, 1950, pp. 327-328; and Edward D. Allen and 0. H. Brown-
. lee, Economics of Public Finance, Prentice-Hall, New York, 1947, pp. 372 et seq., for a
general discussion of the terminology.
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ation upon business enterprises was to be measured it was
obviously necessary to know at what point in the economic proc-
ess the operation should be conducted, and, as precisely as pos-
sible, what the object of the investigation should be. Once again,
of course, it was necessary to recognize the possibility that the
implied intentions of the General Assembly could not, because
of the nature of the problem, be perfectly matched by the analy-
tical techniques.

A terminological debate

In the rather fussy lexicon of public finance the term
“impact” is given a particular meaning that requires a recog-
nition of the fact that the person or business who makes the tax
return, writes the check to the collection agency, and technically
“pays” the tax, is not necessarily the person or business who
bears the ultimate burden of the tax. In this terminology there
is an important distinction between the impact of the tax and
the incidence of the tax.* The point of impact of the tax is the
point at which the first effects are felt. It describes those indi-
viduals or businesses making actual payment to the collection
agency. The incidence of the tax is on those who bear the
“ultimate” burden of the tax. Between the point of impact and
the point of incidence lies an economic process—a process by
which the burden of the tax is passed from shoulder to shoulder
to its final host. One such process of passing the burden (al-
though it is not the only one) is that known as shifting, by
which the original taxpayer passes on the burden of the tax
through an increase in the prices of the things he sells or a de-
crease in the prices of the things he buys. Thus, we are in-
structed by the traditional theory of shifting and incidence, as
well as by common sense, that it would be a mistake to assume
that the retailer who makes the sales tax return and mails his
check to the collection agency actually bears the whole burden
of this tax. If he is a rational individual, and if he chooses to
maximize his profits both before and after the tax, he will (for
example) pass on part of the sales tax by increasing the price
of his product to consumers. To this extent, the consumers will
bear the burden of the tax and the incidence will lie upon them.

It must also be made clear that the process of tax shifting is
merely an extension of the whole process of price determination.

4. These and other related concents are definitively discussed in E. R. A. Seligman,
;;h Shifting and Incidence of Taration, Columbia University Press, New York, 1927,
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If the individual businessman is able to determine the prices of
the goods or services he sells he is also able to determine
whether a particular tax will be shifted or absorbed. The effects
of the decision upon sales and profits will, of course, be deter-
mined by the kind of market situation in which the businessman
finds himself, but the decision itself belongs to the entrepreneur.
Furthermore, this authority is not abridged by any provision
of law, except for those provisions that have the effect of de-
termining the base price. Many state laws, for example, insist
that sales taxes must be passed on to the purchaser.’ Such pro-
visions, however, are little more than legalisms  designed to
assure the purchaser a deduction for federal income tax pur-
poses and designed to clarify the legal relationship between
debtor and creditor. If the seller wishes to absorb the tax he
simply lowers his base price by the amount of the tax, adds the
sales tax to this lowered price, and charges the same total price
as he did before the tax was levied. The total price would be
quoted in such a way as to indicate 100 per cent shifting, but
the facts of the case would show 100 per cent absorption. Only
when the law or an administrative agency sets out to determine
the base price itself, as is approximated in the case of wartime
price controls or in the case of public utility rate regulation, can
the economic prerogative of shifting or absorption be taken
from the individual entrepreneur.

A large part of the theory of shifting and incidence is con-
cerned with the problem of how much shifting will take place
under a given tax. This, of course, is a natural extension of the
problems of whether the tax will be shifted and to whom it will
be shifted, but it emphasizes the economic conditions in which
the “taxpayer” finds himself. Without attempting to reconstruct
the usual theory, it may be pointed out that this “economic con-
dition” must include such things as the type of product being
produced ; the demand for the product in general; the demand
for the product as produced by a particular firm, as this is

5. The North Carolina sales tax law ccntains only a declaration of legislative intent rather
than an unequivocal mandate that the tax be shifted. The relevant language of Sec-
tion 105-165 of the General Statutes is as follows:

“Retail merchants may add to the price of merchandise the amount of the tax on
the sale thereof, and when so added shall constitute a part of such price, shall
be a debt from purchaser to merchant until paid, and shall be recoverable at law
in the same manner as other debts. It is the purpose and intent of this article that
the tax levied herein on retail sales shall be added to the sales price of mer-
chandise and thereby be passed on to the consumer instead of being absorbed by
the merchant.

“Any retail merchant who shall, by any character of public advertisement, offer to
absorb the tax levied in this article upon the retail sale of merchandise, or in
any manner, directly or indirectly, advertise that the tax herein imposed is not
considered as an element in the price to the consumer, shall be guilty of a misde-
meanor.” Italics added.
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affected by the nature and degree of competition among the pro-
ducers and sellers of the product; the variability through time
of the demand for the product, as this is affected by changes in
the demands for other products and by changes in the com-
munity’s disposable income. And since the decision to shift the
tax or not to shift the tax is usually a decision that must be
made by an individual businessman, the theory must, in some
way, take account of the principles that determine business deci-
sions as well as the methods available to the business community
for a careful calculation of its own advantage.

It should not be surprising that the problems of shifting and
incidence are the subjects of a lively and continuing contro-
versy—even within a purely theoretical frame of reference.®
But however the conflicts are resolved, the distinction between
the impact of a tax (or of a tax structure) and the incidence
of a tax remains as an important factor in tax burden analysis.

Hence, there arises a problem of scope for the present study.
Should the language of Resolution Number 49 be taken at its
face value? If so, the study should clearly be concerned with a
description of those individuals and institutions who transfer
dollars from their own bank accounts to the bank accounts of
the taxing authorities, whether or not the transfers represent
real burdens. Or should the scope of the study be defined more
broadly, on the assumption that the term “impact” is used
loosely (from an economic point of view) ? If the latter question
is answered in the affirmative, the study must clearly attempt to
locate and measure “ultimate” burdens, without especial con-
cern for those who originally make the dollar transfers to the
taxing authorities. From the point of view of the collection and

6. Neither should it be assumed that there is perfect agreement on terminology. In one
modern school of tax theory, for example, it is suggested either that the older terms are
virtually useless in the solution of significant problems or that their reference must
be s0 broadened as to make them almost unrecognizable. One such argument would hcld
that tracing the elusive tax burden is really a much more difficult stunt than implied
by the traditional theory. If the purchaser of an article subject to the sales tax ur to a
specific excise tax finds the price of the product increased because of the tax and by
the full amount of the tax, he may continue to purchase the article in the same quan-
tity as before. In the older theory, he could be said to be bearing the entire bnrden
of the tax. This will mean, however, that he will have less money left over after pur-
chasing the article than he would have had if there had been no tax. He will thus have
less to spend on other (perhaps mon-taxed) commodities. The sellers of these other eom-
modities will feel the “burden” of the tax through reduced sales, and will, in turn, be
forced to reflect their lower earnings in decreased savings or decreased consumption, as
well as by decreased purchases from suppliers. The chain effects is, of course, of in-
finite length, with the ‘“burdens” of the original imposition spread out over each
link. Since the burden of the original imposition can thus be traced only by examining
the effect of the tax on the purchases of all commodities, as well as its effects upon
such economic aggregates as employment, national income, savings, and consumption,
the complexity of the tax shift becomes much greater than that pictured in the simple
price-shifts of the traditional approach. There is, of eourse, much merit to the argus
ment advanced by this ‘“‘total-effect”” school, but the narrower concepts still seem to
provide the most useful framework for the analysis of practical state and loeal tax
problems, even though it must be admitted that the burdens postulated are not likely
to be “ultimate” burdens.
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interpretation of the data, the first definition is certainly to be
preferred. From the point of view of the theoretical usefulness
of the results, the latter definition is to be preferred.

The “official” criterion of usefulness is stated in the pur-
posive language of Section 2(b) of Resolutior Number 49 of
the 1955 Session of the General Assembly. This language indi-
cates that the study shall be conducted and recommendations
offered “... to the end that our revenue system may be stable
and equitable, and yet so fair when compared with the tax
structure of other states, that business enterprises and persons
would be encouraged by the economic impact of the North Car-
olina Revenue Laws to move themselves and their business en-
terprises into the State of North Carolina.”

Although this portion of Resolution Number 49 relates to the
basic characteristics which the future revenue structure of
North Carolina must have if alterations are to be proposed,
rather than to the factual requirements of a study of the exist-
ing revenue structure, it has clear relevance to the definition of
the scope of the so-called impact study. For it is this language
which gives real meaning to the term “impact” and describes
the thing that is to be measured. It is clear that the factual
analysis should be designed to answer two kinds of questions
(1) Does the existing structure of taxation in North Carolina
represent a total burden that is equitably distributed among
business enterprises operating in the State of North Carolina?
This is, primarily, a question of internal equity, although many
other questions of an economic character are closely related to
it. (2) Does the existing structure of taxation compare favor-
ably or unfavorably with the tax systems of other Southeastern
states in terms of the burdens which they impose upon business
enterprises? This is, primarily, a question aimed at the problems
of industrial location and economic development, although it,
too, contains many other economic questions worthy of ex-
ploration.”

It would therefore seem to be obligatory that the scope of the
study be such as to embody the broadest possible definition of
the term “impact”. The analysis of the equity effects of existing
or proposed taxes cannot be meaningful unless it is made to
refer to actual tax burdens affecting economic welfare rather

7. As stated above, Resolution Number 49 also emphasizes the need for stability in the
tax system. Problems of stability, however, may always be exp as of
revenue rather than as problems of burden as such, and hence are properly excluded
from a study of the impact of taxation.
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than to the often illusory tax burdens of original payment. Sim-
ilarly, although business institutions may show some reaction
to an original tax payment, they are likely to make locational
decisions (if taxes are important in such decisions) upon the
basis of reality rather than upon the basis of illusion. This
would appear to be the case at least with respect to the distine-
tion between the ability to shift the tax and the necessity of
bearing the full burdens of the tax.

Once again, however, the character of the raw material and
the condition of the tools of analysis make it necessary to con-
strue the implied requirements of Resolution Number 49 rather
liberally. While it is true that the basic statistical tools for a
scientific measurement and location of the burdens of taxation
do exist (if, by the term “burdens” we mean something capable
of qualification), the concepts which permit the application of
these tools are not now drawn with sufficient clarity to provide
useful results. Furthermore, the number of variables that would
have to be considered in order to give even approximate an-
swers is so large as to make the venture totally impracticable
for a study such as this.

From the point of view of the measurement of tax burdens,
then, the most that can be hoped for is an analysis of the total
tax payments of the original payers—that is, an analysis of tax
“impact” in the narrow, technical sense of the term. But how-
ever this narrowed scope may be justified by the nature of the
concepts involved and by the character of the analytical tools
available, it must be understood to be a limitation to the useful-
ness of the results. In other words, all of the quantitative an-
swers obtained must, in the consideration of policy, be tempered
by a certain theoretical appreciation of the transferability of
tax burdens.

The dimensions of a tax burden

There is one further conceptual problem concerned with the
meaning of the term “impact” that must be discussed briefly at
this point in order to clarify the scope of the study and to antici-
pate some of the problems of method. Even with the decision to
measure tax burdens at the point of original impact, it is neces-
sary to know what it is that must be measured. Is a tax burden
a tangible thing capable of being measured? If s0, what are its
precise dimensions? Is it something which exists even when the
taxpayer does not recognize it, or must the taxpayer be aware
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of his afflictions before they can be considered to be true bur-
dens? In a study such as this it is certainly not necessary to
answer all of these questions in a final way, if, indeed, they are
capable of being answered in any final way. But special prob-
lems of concept arise in the taxation of business enterprises—
both corporate and non-corporate—that have an important
bearing upon the methods that must be used to measure the
impact of such forms of taxation.

With respect to non-corporate business, it is proper, for pur-
poses of an analysis of tax burdens, to emphasize the fact that
a business has no existence independent of the individuals in
whom the ownership of the business inheres. This may also be
the case for a great many corporate businesses, for in small or
closely held corporations there is often a close identification of
the owners (stockholders) with the business itself. In such
cases, a tax burden on the business is a tax burden on the own-
ers of the business. In another sense, it may be held that the
business itself is incapable of feeling tax burdens, since the
business is an impersonal economic institution that can feel
neither the pains of taxation nor the joys of exemption. Neither
of these points of view is at all inconsistent with the argument
that the tax burdens experienced by the owners of the busi-
ness may have an important effect upon the business decisions
of these individuals, and consequently upon the operations of the
business. But it would still be true that any tax imposed upon
the business or using the activities of the business as a meas-
ure of the tax base, would merely represent a circuitous and
disguised method of imposing an additional burden upon the
owners of the business.®

For large corporate businesses, however, this interpretation
is likely to be very misleading. Such enterprises are typically
owned by many individuals who have neither the desire nor the
ability to make decisions (other than those concerned with the
purchase and sale of shares of stock) that will affect the com-
pany’s operations. From the point of view of tax burdens, the
most important corollary of this separation of ownership from
control is the decision by corporate management to retain earn-
ings for corporate expansion or other investments rather than
to distribute earnings in the form of dividends to stockholders.
8. This idea has often been used to support the conclusion that a tax levied upon cor-

porate profits constitutes a form of *“‘double taxation” when considered in conjunction

with the Decsomal fuscens tax on ovepacate dbMAcls. A o B e st tvie

when, in fact, the same income may be taxed many times in our complex system of
multiple-taxation. A complaint on equity grounds must be made of sterner stuff if it

is to survive the hazards of modern tax warfare.
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Although this decision will certainly be affected by the nature
and magnitude of tax burdens, it is not made necessary by these
tax burdens. The “plowing-back” of profits is, in other words, a
distinct and separate phenomenon that would exist whether
taxes were high, low, or entirely absent.

Because of the fact that the corporation’s profits are not auto-
matically translated into the personal earnings of the corpora-
tion’s owners, and because of the fact that the managerial deci-
sion to distribute or not to distribute corporate profits has an
existence independent of the tax system, it is extremely difficult
to say, on a priori grounds, whether taxes levied on the corpora-
tion will be paid from funds which would otherwise be used to
pay dividends to stockholders or from funds which would other-
wise be used to add to surplus and to provide for corporate re- _
investment.

In theory, of course, any plowing-back of corporate profits
should be reflected in an increase in the equity of each stock-
holder. The stockholder could elect to realize this equity increase
immediately, in the form of a capital gain, or to extract it grad-
ually, in the form of increased dividends. If this reasoning were
valid, any tax levied upon the corporation and not shifted to the
consumers of the corporation’s product, would prevent the ac-
cretion of stockholder equity. Of course, if the corporation
earned no profits during the accounting period to which the tax
referred, the tax would serve to reduce stockholder equity. In
any event, stockholder equity would be lower than it would have
been if the tax had not been imposed. Thus, in theory, the deci-
sion of management to distribute dividends or not to distribute
dividends makes no difference to the location of the burdens of
corporate taxes. The burdens always lie upon the stockholder-
owners of the corporation and are always individual rather
than institutional. Tt would not be correct to apply the label
“shifting” to the process which placed these burdens upon the
stockholders, for the tax would, in effect, be a direct imposition
upon the stockholders, with the corporation merely playing the
role of a withholding agent.?

9. It is often claimed that all corporate taxes are reflected in the prices of things sold
to consumers by the taxpayer, simply because the price must cover “all costs” if the
enterprise is to operate profitably. This interpretation implies that all corporate taxes
are "shifted”. At the same time, a denunciation is put forth in terms of the double
taxation of dividend income. It is here that the incompatibility of the two arguments

mes apparent. “To the extent that consumers or wage earners actually pay the
tax, the ‘double taxation® and similar equity criticisms of the tax are not admissible,
for' certainly the tax cannot be at the same time a burden on consumers and workers and
a ‘double’ tax on stockholders. If the tax is passed on, it may be charged with the
same inequity as a sale tax or a payroll tax but not with discriminating against
stockholders.” Richard Goode, The Corporate Income Taz, John Wiley and Sons, Ine,,
New York, 1951, p.45,
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This theoretical approach may, indeed, be useful in explain-
ing some types of corporate reactions to some types of taxes,
but as a general explanation of the distribution of the burdens
of corporate taxes it has obvious defects. The operations of the
stock market, through which a corporate tax burden falling
upon undistributed profits must be transformed into an individ-
ual tax burden are so complex and uncertain that it is impos-
sible, for practical purposes, to predict the effects of a corporate
tax on realizable stockholder equity. Thus, although there may
be some theoretical validity to the conclusion that all or part of
a corporaté tax is, in reality, a tax upon the stockholders, it
must be assumed, for purposes of measurement, that the tax
burden is borne by the corporation itself, as a separate and dis-
tinct economic entity.

At least one serious problem of measurement is removed by
the decision to clock the impact of corporate taxes at the level
of the corporation itself. As an impersonal economic institu-
tion, the corporation is clearly incapable of experiencing the
kinds of psychological burdens which make measurement so
difficult in the field of personal taxation and which make inter-
personal comparisons of tax burdens virtually impossible. A
corporate burden need only be expressed in terms of the dollars
extracted from the corporation by the taxing authority, and
need not be concerned with the abstractions of individual per-
sonality. Individuals in identical economic positions who make
identical tax payments do not necessarily bear the same tax
burdens, since tax burdens have more than a simple dollar
dimension in interpersonal comparisons. But it can reasonably
be maintained that corporations in identical economic positions
who make identical tax payments do bear identical tax burdens.
As a first approximation, total dollars paid in taxes would seem
to be a good measure of the corporate tax burden.

Regrettably, however, a comparative analysis must be con-
cerned with more than a comparison of identical corporations.
Problems of equity in taxation are found in the comparison of
small firms with large firms, profit-making enterprises with
those taking periodic losses, manufacturing corporations with
distributive corporations, expanding corporations with corpora-
tions in decline. If problems of equity are at all important,
some method must be devised for comparing the tax burdens
of corporations in widely disparate economic situations. The
total dollars paid in taxes is obviously an unsatisfactory meas-
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ure. Consider two corporations, each with a total tax bill of
$100. If one corporation has a net profit before taxes of $3 mil-
lion and the other has a net profit before taxes of $3 thousand,
it would hardly be proper to consider the tax burdens on the two
corporations equal. Similarly, if two corporations have identical
tax bills and identical profits before taxes, but markedly differ-
ent net worth or total asset figures, a coneclusion that tax bur-
dens are identical would seriously distort the comparison.
Clearly, what is required is some measure of the taz-paying
ability of corporate business institutions.

Taxation may, for present purposes, be defined as a ecompul-
sory transfer of property rights from a private individual (or
corporation) to the taxing authority. This definition, of course,
implies that the total property rights possessed by the taxpayer
will be lower after the tax than before the tax. It would seem,
then, that the best possible measure of a tax burden would be
one which related the dollar amount of the tax (the amount by
which the corporation’s property rights are reduced as a result
of the tax) to the total property rights held by the corporation
before the tax was imposed. One such measure would be based
upon a calculation of net property rights, so that claims against
the corporation would have to be deducted from the claims of
the corporation. In a rough way, this concept corresponds to the
net worth accounts of the corporation. In this method, tax bur-
dens would be measured by expressing total taxes as a percent
of total net worth of the corporation.

Unfortunately, however, there are several difficulties with
this yardstick of tax burdens. In the first place, it assumes that
taxes are paid “out of” net worth and that they have only a
secondary claim upon the assets of the corporation. This is
clearly not the case, for a tax liability must be counted with the
most current items in the liability structure, as possessing a pri-
mary claim upon the assets of the corporation. It would, in
other words, be possible for the corporation to have a consid-
erable tax-paying “ability” with a very small net worth. Theoret-
ically, the tax liability could even exceed the net worth of the
corporation, in which case, of course, taxes would be paid by
means of a liquidation of the assets and at the expense of the
holders of other prime claims against the corporation’s assets.
In this extreme case the tax burden would no longer be solely
upon the corporation, for part of it would lie upon those whose
claims against the corporation could no longer be fully satisfied
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because of the tax claim. Nevertheless, the point remains that
the net worth items do not measure the absolute tax-paying
ability of the operating corporation.

A second difficulty with the net worth measurement comes
from the fact that net worth does not ordinarily reflect market
valuations of the corporation’s assets and liabilities, so that it
cannot be said to represent the “ultimate” taxpaying ability of
the corporation. In liquidation proceedings the market may place
a higher or lower value on the assets and liabilities than that
carried on the books of the corporation just prior to the liquida-
tion. Furthermore, accounting practices and those management
practices which dictate the character of the net worth accounts
are not developed for the sole advantage of the tax analyst, and
are often markedly different for different corporations. In the
great majority of cases, accounting practices must necessarily
avoid such difficulties to be of service to management, stock-
holders, and investors. But until the difficulties are removed, or
until it can be shown that the differences between practice and
perfection are proportional for all corporations, the measure
of tax burdens based upon net worth must remain unsatisfac-
tory.

In the theoretical sense, the absolute ability of a corporation
to pay taxes (and hence, in a negative sense, the sacrifices in-
volved in the actual payment) may be approximated by a con-
sideration of the total assets of the enterprise. Such considera-
tion would mean that the tax burdens would be measured by
total taxzes as a per cent of the market value of total assets.

The immediate impact of a tax upon a corporation is, of
course, on its most liquid assets—ecash and bank accounts—but
it is obvious that the gross “wealth” of the corporation is more
nearly measured by its total assets. Given time, the taxpayer
could normally convert any of his assets into cash for purposes
of paying a tax bill.’® This measure avoids the theoretical diffi-
culty of the net worth measure in that a consideration of total
assets assumes that taxes have a prior claim upon the assets.

Although the measure based upon the market value of total
assets is the theoretical ideal, it is subject to serious practical
dificulties. There are, for example, important differences be-

10. One suspects that many individual taxpayers who are so imprudent as to spend their
i es upon frivol assets i diately after receiving the incomes, are forced, at
tax time, to liquidate a portion of their holdings to meet their tax obligations. The

withholding system has undoubtedly done much to solve this problem, both from the

government’s point of view and that of the taxpayer. The same problems can, of course,
exist for a corporate taxpayer, although, in view of investment opportunities, the
activity may not necessarily be said to be imprudent.
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tween corporations in accounting practices, both in terms of the
kind of items included in the asset structure (assets versus neg-
ative liabilities, for example) and in terms of the valuation of
the assets (depreciation policy and the valuation of inventories,
for example). Corporations with the same total assets and the
same total tax payments may bear very different tax burdens
because of the possibly “fictitious” character of the asset struc-
ture of one of them. In order to minimize these difficulties, taxes
are sometimes expressed as a per cent of physical assets (land,
improvements, and tangible personal property, in the term-
inology of taxation). This amendment does eliminate many of
the difficulties contained in the measure based upon total assets,
but its theoretical validity is also reduced. In addition, the prob-
lems of asset valuation are not solved in this way. The inability
of an accounting system to measure “real” depreciation (in the
sense of a reduction in market value through time as a result of
the use of capital equipment), the practical impossibility of de-
termining the market value of all asset items, and the fact that
practices differ so widely as between corporations, remain as
serious limitations of any of the balance sheet measures of tax
burdens.

The most popular yardstick of corporate tax burdens is un-
doubtedly that which shows total tazes as a per cent of gross
receipts. This yardstick owes its popularity to the relative ease
with which the figures are obtained and to the relative clarity
of its meaning. Gross receipts is usually taken to mean the total
receipts of the business for a specified period of time (the
accounting year of the corporation, for example) from all
sources, less such things as returns and allowances. The insuffi-
ciencies of this measure are, of course, associated with the fact
that the figures relate to an arbitrary period of time. There
is no necessary relationship between the total receipts during
this period and the fund out of which the corporation must pay
taxes. When used for comparative purposes, the measure con-
tains the additional defect that the relationship between gross
receipts and distributable earnings differs widely for different
corporations. This situation, of course, results from the fact
that corporations in different technological and different com-
petitive positions are faced with markedly different non-tax
cost structures.

Of the several possible measures of tax burdens based upon
the corporate income statement, the most theoretically valid
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is that which shows total taxes as a per cent of net profit before
taxes. This measure, too, suffers from the defect that it is based
upon an arbitrary time period and is not necessarily representa-
tive of the absolute tax-paying “ability” of the corporation. It
assumes that the corporation has total net earnings before taxes
and that, if there were no taxes at all, all of this amount could
be distributed to stockholders in the form of dividends. The
tax payment reduces the amount available for dividends, and
hence is an indication of the burden of the tax on the corpora-
tion (and, perhaps, on the stockholders). In interstate compari-
sons, however, the net income figure is by no means easy to
calculate, especially in the case of a corporation with interstate
business, for the income must be properly allocated to the states
in which it was actually earned. For income of the “unitary”
type, this allocation is not only difficult, but theoretically im-
possible, for the terms “unitary income” and “income allocated
according to its source” are mutually contradictory. Some of the
“formulae of convenience” that are used by many states in the
application of state income taxes, however, can provide a use-
ful measure of net income and, consequently, a useful yardstick
for the measurement of tax burdens, even if such formulae do
not produce results of outstanding purity.

With measures of tax burdens based upon the corporate in-
come statement it is important that the yardstick figures be
analyzed for more than one time period. Net profits before taxes
can show up as a negative figure (that is, net losses may ap-
pear) in one year, even though the corporation had a substan-
tial tax-paying ability as a result of the more enjoyable expe-
rience of earlier years. This analysis through time is partic-
ularly important when the results are to be used in an inter-
corporate or an interstate comparison of burdens.

A number of other measures are commonly used, either to
facilitate special kinds of comparisons or to serve as approxi-
mate measures of general tax burdens. These include such
measures as taxes as a per cent of total pay roll, taxes as a per
cent of manufacturing costs (limited, naturally, to manufactur-
ing corporations), and taxes per unit of total output. All of
these have their uses, although none can be theoretically justi-
fied as a perfect, “stand-by-itself” measure of tax burdens.

It should be clear that a measure of the corporation’s ability
to pay taxes is the criterion that is most useful for the meas-
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urement of comparative tax burdens.” Unfortunately, none of
the corporate statistics that is normally available properly meas-
ures this financial ability to pay, and the one measure that is
theoretically ideal (the market value of total assets) is not nor-
mally available in corporate statistics. In the present study,
therefore, it has been necessary to fall back on the traditional,
if impure, measures such as book value of physical assets, gross
receipts, total pay roll, and (hopefully) net profits. No one of
these is considered to be “best” under all circumstances, and no
one of them is used as a single, isolated measure of corporate
tax burdens. Taken by itself, each is extremely rough and un-
satisfactory. Taken in combination and interpreted simultane-
ously, they can provide some convincing and, it is hoped, useful
information.

The scope of the study—impact

In terms of the scope of the impact element, the present study
is in clear violation of the requirements of Resolution Number
49 of the 1955 Session of the North Carolina General Assembly.
Against all reason, except the sweet reason of practicability, the
study is limited to an examination of the immediate impact of
the taxes considered. In addition, the study is limited by the
quantitative meaning attached to the term “impact”.

Although neither of these limitations is at all unusual in stud-
ies of comparative tax burdens, more than the usual amount
of space has been devoted to an examination of the reasons be-
hind them because it is felt that they are significant limitations.
Unfortunately, quantitative answers often have the appearance
of finality and purity, even when they are, in reality, tentative
and inexact. The foregoing, then, must serve as a warning
against over-confidence in the answers, and against the use of
the results to answer questions that are not asked in the study—
questions which, for one reason or another, were considered to
lie beyond the scope of the present investigation.

11. The term “ability to pay”, used here with reference to corporate tax burdens, should
not be confused with the same term used with reference to personal tax burdens. As
used to justify progressive rate structures in the personal income tax and death taxes,
the term “ability to pay” has usually emphasized a psychological element, in the so-
called principle of the diminishing marginal utility of money. Although the profitability
of this psychological excursion may be questioned even with respect to the levy of
personal taxes, it obviously has no place in an analysis of corporate tax paying ability.
As used here, the term refers only to the financial abilities of the corporation, and
these are clearly defined, at the maximum, as the total finaneial resources at the com-
mand of the corporation, undiminished by offsetting debts. For a discussion of the
ability-to-pay principle as it affects the progressive rate structure of the personal income
tax see Walter J. Blum and Harry Kalven, Jr., The Uneasy Case for Progressive
Tazation, University of Chicago Press, Chicago, 1953, which should immediately be
followed by Professor Harold M. Groves' antidote *“*“Toward a Social Theory of Pro-
gressive Taxation”, National Tax Journal, March, 1956, pp. 27-34.
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TYPES OF BUSINESS ENTERPRISES

If the purposes of the study were defined solely by an interest
in the relationship between tax burdens and industrial location,
it would be possible to be highly selective in the kinds of busi-
nesses singled out for analysis. Without attempting to prejudge
the question of how important interstate tax differentials are
in the determination of industrial location, it may be concluded
on broad theoretical grounds that many types of business insti-
tutions exhibit very little sensitivity to the attractions of rela-
tively low state and local tax burdens. While it is possible to
construct a theoretical situation in which the tax burdens asso-
ciated with location in one state are so high, relative to those
imposed by neighboring states, that industrial location of even
these “non-sensitive” firms is prohibited, these theoretical tax
differentials would, in all probability, have to be much greater
than those which can reasonably be expected to arise from cur-
rent taxing practices in the United States.

In general, the enterprises which might be expected to ex-
hibit very little sensitivity to tax differentials are those which
require particular kinds of resources which are expensive or
impractical to transport, and those which require certain kinds
of market situations. Where the availability of resources or the
proximity of markets exist as strong pre-conditions to indus-
trial location, tax differentials are likely to play a significant
role only for the marginal firm. And even then, they are more
likely to determine whether the firm will operate at all than they
are to determine whether it will operate in one state or an-
other.

If the purposes of the study were even more narrowly de-
fined to include only those industries that would be capable of
participating in a program for North Carolina’s economic devel-
opment, the list of business enterprises to serve as the subjects
of the autopsy would be even smaller. It is clear that not all of
the industries that could be attracted to North Carolina by tax
advantages (or by the absence of tax deterrents) should be
attracted to North Carolina, for the simple reason that not all
industries have the same things to offer to North Carolina’s
economy and to a solution of its present problems.

With either of these purposes, then, it would be possible to
rule out all of those enterprises that could not be brought to
North Carolina no matter what the tax inducements; all of
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those enterprises that are now in North Carolina and that would
stay in North Carolina (if they would “stay” anywhere) no
matter what the tax differentials; and all of those enterprises
that could be induced to locate in North Carolina but that are,
from tke point of view of a sound program of economic devel-
opment, relatively undesirable. The remaining enterprises could
then be used as a selective sample of tax-sensitive, economiecally
desirable industries in a test of the nature and the degree of
the tax differentials between North Carolina and other South-
eastern states. :

The need for a sound program of industralization as part of
a general program of economic development was, of course, one
of the most powerful impulses behind the present work of the
Tax Study Commission. As a result, it had an important bear-
ing upon the scope and methods of the impact inquiry. But
“industrialization-at-all-costs” was not the battle-cry of the 1955
Session of the North Carolina General Assembly, nor of other
responsible individuals both in and out of the government. If it
had been, the policy answers would have been superbly simple.
They would have started with a request for a theoretical and/or
empirical investigation to find out which industries were both
desirable to the State and susceptible to a tax inducement. With
answers to these questions, it would have been possible to grant
complete tax exemption, a long-term tax moratorium, or even
a “negative tax” in the form of an outright subsidy to these en-
terprises. If these lures were restricted to new enterprises, there
would have been no immediate loss of revenue. Any loss of reve-
nue resulting from the extension of some of the concessions to
existing enterprises that were found to be sensitive to tax
differentials and that were found to be desirable components of
the North Carolina industrial machine could have been met by
increasing the rates on whatever tax base existed at the time—
emaciated though it might be.

On paper, such a program of governmental largesse would
produce a very considerablé movement of industry into North
Carolina—at least until other states picked up the competitive
mood and made small, peripheral improvements. And even in
practice it might be expected to produce some significant in-
crease in the size of the North Carolina industrial family. Cer-
tainly if taxes can be placed at a kigh enough level to keep
industry out of the state (and the ceiling is unlimited), they can
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be placed at a low enough level (if we admit the possibility of
negative taxes) to bring industry into the state.

But to repeat, such was not the mood of the North Carolina
General Assembly. It was clearly indicated that any revisions
to the tax structure had to conform to the principles of equity
as well as to the principles of industrial attraction.

The inclusion of the equity consideration means that the
choice of enterprises to be examined in the impact study could
not be made on a highly selective basis, with “undesirable” and
“non-sensitive” enterprises completely neglected. If an equity
comparison means anything it means a comparison of all tax-
payers within a given jurisdiction. It means that tax-sensitive
corporations must be compared with corporations that have no
mobility at all. It means that small businesses uniquely indige-
nous to North Carolina must be compared with large businesses
with operations in every state in the Union. It means that for-
eign corporations must be compared with domestic corpora-
tions. It means that manufacturing enterprises must be com-
pared with retail, distributive, and public utility enterprises.
It also means, of course, that individual taxpayers must be
compared with business taxpayers, and that non-corporate tax-
payers must be compared with corporate taxpayers.

As has already been pointed out, the present study is arbi-
trarily limited to an analysis of the burdens of business tax-
payers, and, within the business group, to corporate taxpayers.
To this extent, any equity findings subsequently displayed must
be understood to be incomplete. And for this reason, it is im-
portant to emphasize the need for further work in comparative
tax burdens within North Carolina. In particular, of course, it
is important to know more about the tax burdens imposed upon
small, non-corporate businesses, farmers, and wage earners of
all kinds, before irreversible steps are taken which might sig-
nificantly redistribute the total tax burden between these
groups.

In the present study an attempt was made to include cor-
porations of all kinds and sizes. In only two important cases
was the attempt unsuccessful. Special difficulties arose in the
collection of data for railway corporations. Although these were
originally included in the study, it was found that the figures
were not comparable with those for other types of corpora-
tions. It was, therefore, necessary to remove the quantitative
references to railways in all parts of the study. It would have
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been possible to design a separate study for railway enterprises
so that the results would have been roughly comparable with
those for other types of enterprises. Unfortunately, however,
the time available for this study did not permit such separate
analysis.

Perhaps an even more serious omission was that of operat-
ing insurance companies. The starting point for much of the
quantitative analysis was the list of corporations required to
file annual corporate income tax returns in North Carolina.
Since insurance companies are subject to an in lieu gross pre-
miums tax, they are not represented in the corporate income
tax files. This omission, too, could have been prevented by a sep-

" arate study of insurance companies, designed to connect with

the larger piece. Once again, however, time was the limiting
factor.

The statement of these significant omissions should also be
taken as an indication of the need for future analysis of railway
and insurance taxation in North Carolina and the other states
of the Southeast. Both of these tax areas contain many elements
of controversy and both are in need of a complete and objective
analysis. The analysis should, furthermore, be on a comparative
basis, establishing relationships between these enterprises and
other types of tax-paying enterprises. The argument that such
businesses are unique and that they must be separately treated
in any discussion of tax burdens is too often little more than a
means of avoiding a controversial issue and is occasionally a
method of obscuring serious inequities in the tax structure. It
may be that railways and insurance companies (and many other
enterprises, such as other public utilities, banks, extractive in-
dustries, and so on) are ill-suited to the generalized application
of certain types of taxes (notably, income and property taxes),
but the adoption of special types of taxes to facilitate adminis-
tration is not proof that inter-industry comparisons of tax
burdens are impossible. In common with other businesses, rail-
ways and insurance companies usually operate under the cor-
porate form of business organization. In common with other
businesses, they normally operate under the impulse of a profit
motive which appears as a desire for the distribution of divi-
dends to stockholders and as a desire for corporate expansion.
In common with other businesses, most railways and insurance
companies are fortunate enough to be able to pay taxes. Neither
is it meaningful to claim that some of these are regulated en-
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terprises while others are non-regulated enterprises. Although
the fact of regulation does add a new dimension to the business
ealculus, the basic motives and the basic operational character-
istics of a regulated private enterprise are the same as those of
a non-regulated private enterprise. If it is claimed that the
existence of regulation means that the corporation automatically
shifts its tax burdens to its customers, and that the measure-
ment of corporate “burdens” is therefore futile, it may also be
claimed that the absence of competition in other industries per-
suades many non-regulated corporations to do the same. The
ability or the inability to shift taxes, and the degree to which
taxes are in fact shifted are, in a very real sense, the products
of the total economic environment of the business in question.
One element of this environment may be governmental regula-
tion, another may be the threat of regulation, another may be
the fear of actual or potential competition by publicly-owned
enterprises, another may be the competitive structure of the
industry, and another may be the strength of the bargaining
position of the labor force. In the calculation and comparison
of tax burdens, the similarities between railways and insurance
companies and all other business institutions loom much larger
than the difference.

CONCLUSIONS

The boundaries of the present study are defined in several
dimensions. These include the types of taxes considered in the
analysis, the concept of the tax system as it relates to the total
act of taxation, the qualitative and quantitative meanings at-
tached to the term “tax impact”, the types of business institu-
tions included in the analysis, and the number of states selected
for comparative treatment.

In all respects, the language of Resolution Number 49 of the
1955 Session of the North Carolina General Assembly was as-
sumed to contain a statement of the broadest outlines of the
study requirements. It was recognized, however, that, because
of the amorphous character of the raw materials and the rough
nature of the tools of analysis, it would be impossible to make
the product conform precisely to specifications. In a number of
instances it was necessary to contract the scope of the study to
workable proportions. Thus, although the twin purposes of
equity and industrial location would logically require the
analysis of “ultimate” burdens, taking into account all of the
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economic reactions to a tax imposition that tend to shift its
burden from shoulder to shoulder, the impossibility of locating
and measuring “ultimate” burdens forced a consideration of
only the superficial burdens of original impact. And although
the governing legislation clearly required the inclusion of all
types of business institutions, it was necessary, for practical
reasons, to concentrate upon corporate business, and, within
this class, to omit quantitative references to railways and insur-
ance companies. In terms of the types of taxes considered, it
was necessary to make two important exceptions to the require-
ments. These consisted of the omission of sales (and use) taxes
and unemployment insurance levies, both of which may, under
certain circumstances, be considered burdens upon corporate
taxpayers.

With these narrowing amendments, the scope of the study is
contained in the following questions:

1. For a corporate taxpayer in a given industry, what total
tax burdens are imposed by state and local governments
in North Carolina?

2. How do these tax burdens compare with those imposed
upon other corporate taxpayers in the same industry in
North Carolina?

3. How do these tax burdens compare with those imposed
upon corporate taxpayers in other industries in North
Carolina?

4. How do these tax burdens compare with those imposed

upon corporate taxpayers in the same industry in other

states of the Southeast?




CHAPTER II
SOME PROBLEMS OF METHOD

Many productive efforts have been made to measure, on a
comparative basis, the impact of state and local taxes on busi-
ness institutions. Those conducted under the auspices of state
legislatures or commissions have often had similar, if not iden-
tical, purposes to those of the present study, although the meth-
ods adopted have usually been applied exclusively to the kinds
of interstate comparisons that permit a state to assess its com-
petitive position with respect to the attraction of new industry
or the retention of existing industry. Other studies have ap-
proached the problem of comparative tax burdens from the
point of view of a particular business enterprise or of business
enterprises in general, in order to produce advice on a proposed
industrial location or in order to develop a methodology that
could become a useful part of the pragmatic calculus of an ex-
panding enterprise. In addition, there exists a number of excel-
lent studies conducted by university research bureaus and inde-
pendent academic personnel, representing a number of points of
view and a number of methodological approaches.

In all such studies, the methodological conclusion that stands
out in sharpest focus is the necessity of compromising the prin-
ciples of scientific inquiry: the necessity of becoming reconciled
to the weaknesses of the raw data and the impotence of the
analytical tools. For the most part, these insufficiencies stem
from the glorification of secrecy which has become a part of
both personal and corporate attitudes whenever taxes are men-
tioned and which has, unfortunately, produced some minor
deities in government itself. The futility of a crusade against
this attitude and the impossibility of walking around it without
the assistance of much larger resources than are commonly
available in such study programs have led to the more or less
conscious acceptance of makeshift methods and half-way solu-
tions. Since the present study begins with the same feeling of
futility and the same inadequacy of resources, it must, of neces-
gity, be based upon the same less-than-perfect methods.

In spite of these difficulties, some extremely useful methods
of analysis have been developed. If their limitations are fully
appreciated, they can provide answers that are reasonably ac-
curate and infinitely superior to the kind of guesswork that is




Taid=

i

RS AR S s ks s

NORTH CAROLINA AND THE SOUTHEASTERN STATES 31

not uncommon in this area. In the present chapter, some of
these methods are briefly explored for their good and bad points.
In addition, the present chapter contains a summarized state-
ment of the methods adopted for this study.

METHODOLOGICAL POSSIBILITIES

The representative sample approach

In any quantitative description of a world as large and com-
plex as that enclosed by the boundaries of the present study, the
first method that should be explored is that based upon a repre-
sentative sample of the total population.? In this case, of course,
the total population consists of all corporate taxpayers in the
eleven Southeastern states.

The theoretical requirements of the representative sample
approach are clear. The total number of corporations selected
for inclusion must be determined by the resources available for
the study, on the general principle that, other things being
equal, the larger the sample the better. The actual selection must
be made according to strict rules of random sampling proce-
dure, so that all elements of the population have an equal chance
of being selected. If possible, the selection should be made from
strata carefully designed to represent meaningful classifications
in the real world, and with the sample representation of each
stratum: established in such a way as to indicate the statistical
“importance” of each stratum in the total population.? A pri-
mary stratification might be based upon state boundaries, with
proper account being taken of those corporations operating in
more than one state in the Southeast. A secondary stratification
might be based upon the major industrial types, so that tobacco
manufacturing corporations in North Carolina would be dis-
tinguished from textile manufacturing corporations, machine
shop corporations, or retail selling corporations in North Caro-
lina, and so that all of them might be distinguished from similar
industrial types in the ten other states of the comparison.

1. A detailed description of the methods used is reserved for the several chapters deal-
i‘lr\_lguwith each of the individual approaches. See, for example, Chapters IV, VI, and

2. The sample approach is described in Frederick E. Croxton and Dudley J. Cowden,

Applied General Statistics, Prentice-Hall, New York, Second ed., 1955, passim. The

ic procedures are, of course, generally applicable to empirical research in the social
sciences and, indeed, to all problems of quantitative inquiry.

3. The term “population” is used here in its technical, statistical sense to mean the total
number of items that could be selected. As stated above, it is, for purposes of the
present study, the total number of corporate taxpayers in the eleven Southeastern
states. Similarly, the population of Ieacl_:‘ stratum is the total number of corporate tax-

payers in each of the lustrial tions in each of the states.
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The selection of the sample must be followed by the difficult
step of “measuring” the tax burdens of those firms selected. The
total taxes paid by each firm might be compared with the book
value of the firm’s assets, the firm’s net profits, the firm’s gross
sales, or any other measure or,combination of measures con-
sidered to represent corporate taxpaying ability. The real diffi-
culty, however, is not in the selection of the kinds of factors that
may be used to measure tax burdens but in the collection of the
information so that it accurately reflects corporate experience.
How does one go about discovering the total taxes paid, the net
profits, the gross receipts, and the book value of physical assets
of a thousand or two thousand corporations operating in one or
more of the eleven Southeastern states? There are two major
sources of such information, neither of which, unfortunately,
is entirely satisfactory. These are, first, the tax returns filed by
the corporation with state and local revenue officials, and, sec-
ond, the corporation itself. The second of these sources may be
approached by means of a questionnaire directed to the corpora-
tion, by personal interviews with corporate officials, or, under
certain circumstances, by means of a direct audit of the cor-
porate accounts.* If, however, the sample is a very large one,
the only practicable methods are those based upon an examina-
tion of the tax returns and upon an information questionnaire.
Each of these has its own special hazards, but these are prob-
ably no greater than those associated with other techniques in
a tax burden analysis.

The next step in the representative sample approach involves
the aggregation of the individual measures of tax burden and
the determination of averages and other measures of central
tendency for each of the strata in the total population and for
the sample as a whole. This is the beginning of a long and more
or less complex activity known as “interpreting the data”, by
which attempts are made to establish generalizations about the
entire population from a knowledge of the characteristics of
the sample. With these statistical devices it is possible to set
up comparisons between states, between industrial categories
within any state, and between the same industrial categories
in different states. It is also possible to determine whether the
variations in tax burdens between individual taxpayers in the
4. For a discussion of the methods of obtaining the basic data see Joe Summers Floyd,

Effects of Tazation on Industrial Location, The University of North Carolina Press,

Chapel Hill, 1952, pp. 38-45. Although these methods are described with reference to

a slliﬁlatly different approach, they are equally applicable to the representative sample
met! R
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same industrial categories are significantly greater or less than
the variations in tax burdens between industrial categories and
between states.

Theoretically, the sample approach is the ideal approach for
problems of this kind, assuming, that is, the impossibility of
full coverage. If the sample is carefully drawn, if the measures
are accurately made, and if the results are interpreted accord-
ing to scientific statistical procedures, the answers can be ex-
tremely useful as summary descriptions of the differences in
tax impact between states and between taxpayers in the same
state. Furthermore, if it were possible to matech theory with
practice, there would be no need to supplement the sample ap-
proach with other approaches, for, by definition, all other ap-
proaches are theoretically inferior and would add nothing to the
level of confidence in the results.

But the practical difficulties of applying the representative
sample approach to the problems of tax burden analysis are
great and undoubtedly account for the fact that the method is
rarely used in projects of this sort. They enter as serious
limitations to the method at the very first step, the selection of
the sample. There must, of course, be some source of informa-
tion that will yield a list of all taxpaying corporations in each
of the eleven Southeastern states, preferably by major indus-
trial classifications (which must be uniformly delineated for
each state). Needless to say, such a source of information does
not exist. Although this limitation is sufficient to prevent the
use of the method, it might also be observed that difficulties
arise in the collection of the data. A study conducted under the
auspices of North Carolina could hardly expect to have access
to the tax returns of corporations doing business and filing tax
returns only in Florida or Kentucky or Louisiana. And even
if it were possible to select a reasonable sample in these states,
the response to a questionnaire mailed to purely intrastate cor-
porations in states other than North Carolina would, in all
probability, be very small indeed. Thus, even if the sample could
be selected, there would be no practical way of obtaining the
information needed to produce a measure of corporate tax bur-
dens on an interstate basis. These difficulties are crushing and
effectively prohibit the use of the sample technique in the solu-
tion of the total impact problem presented to the Tax Study
Commission. The method may still be extremely useful in the
development of an intrastate comparison, but as the sole meth-
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odological instrument of a study that is necessarily both intra-
state and interstate in scope, the representative sample approach
is, unfortunately, useless.

The hypothetical corporation approach

The hypothetical corporation approach involves the construc-
tion of one or more imaginary corporations with characteristics
selected to emphasize whatever questions the investigator wishes
to ask about comparative tax burdens.® The approach imposes
very few requirements beyond the insistence that the hypotheti-
cal corporations be reasonably realistic in appearance and that
the tax laws of the several states be carefully applied to the
corporate statistics in the calculation of hypothetical tax
burdens.

By nature, the hypothetical corporation approach is highly
selective and embraces a very narrow range of the truth. Only
a limited number of aspects of the tax structures of each state
may be tested in any one hypothesis, and the mechanical diffi-
culties of constructing a large number of models provides a
practical limit to the scope of the hypothetical corporation ap-
proach. At the same time, this selectivity proves to be an im-
portant advantage of the approach, for it is possible to select
particular aspects of the total problem and give them concen-
trated attention. Thus, if the problems of industrial location and
economic development are considered to be particularly impor-
tant, the hypothetical corporation approach is admirably suited
to pinpointing the kinds of enterprises that would best fill the
economic needs of the state.

The hypothetical corporation approach thus differs from the
representative sample approach in the breadth of its coverage
and in the fact that the corporations considered are hypotheti-
cal corporations rather than actual corporations. It also differs
from the sample method in that the tazes are hypothetical. The
computed tax figures have, in other words, an artificial charac-
ter that is distinct from the artificial character of the corpora-
tions themselves. This is the case because the method is, for all
practical purposes, restricted to an examination of the published
laws and regulations for each state. Even if there were a cor-
poration exactly like the hypothetical model, it would not neces-

5. For a discussion of these and other methodological problems, see Floyd, op. cit., Chap-
ter 1IT: and Carl Shoup, Is the Tax Burden om Manufacturing and Mercantile Concerns
in New York Heavier than the Tax Burden on Similar Concerns in other Important
States? a monograph prepared for the New York State Tax Commission, mimeographed,
passim. For an illustration of the hypothetical corporation approach, with, however,
but little discussion of method, see Report of the Commecticut State Taxz Committee,
Hartford, 1949, pp. 62-67.
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sarily pay taxes according to the strict letter of the law. Either
because of the flexible moral standards of the taxpayer, or be-
cause of the application of special, unwritten provisions for
relief, or because of the uncertain way in which the tax laws
are administered, the differences between the law and the event-
ual tax burden may be very large indeed.

These difficulties have been recognized by most investigators
with respect to the application of the property tax laws, and
especially with respect to.the administrative determination of
the assessed value base of the property tax levy. In this area
the differences between law and practice are so obvious and so
monstrous that they could scarcely be neglected. But the recog-
nition of a difficulty is not the solution of a difficulty. There is,
unfortunately, no easily available method of measuring these
administrative deficiencies and consequently no way of assur-
ing the complete realism of the answers. The hopelessness of
this situation has persuaded many investigators to neglect these
levies completely,® although this commendable interest in ob-
jectivity hardly qualifies as an improvement in the hypothetical
corporation method. Others have adopted, with varying degrees
of success, various techniques for estimating the actual assess-
ment ratios of particular state and local jurisdictions. None of
these, however, can quite overcome the uncertainties of the
process and the consequent uncertainties of the answers.”

The special attention which is usually given to property tax
problems in the hypothetical corporation approach should not
be permitted to hide the fact that the same problems exist in
the application of the model to other types of taxes. Income and
franchise taxes, in particular, are characterized by provisions
for relief that often grant wide discretionary authority to the

6. See, for example, Clarence J. Turner, Report on Comparative Study of Corporate
Taxes in Fifteen I ial Stales, Pennsylvania State Chamb of C ce, Har-
risburg, 1938.

7. Mr. Marvin E. Lee, of the Faculty of the Department of Economiecs, University of
North Carolina at Chapel Hill has suggested, perhaps facetiously, a revised hypotheti-
eal corporation approach, in which the researcher would actually set up a dummy
corporation, properly chartered in Delaware. He would then go through the motions of
planning a series of loeations for a new plant in each of the eleven Southeastern
states. With this method, a purely hypothetical corporation with a research function
only would be given the added bargaining power of an actual enterprise. The results
would, presumably, reflect this bargaining power in sp ial tax ar ts that
might be made with some jurisdictions. Aside from the embarrassment which this
“actual-dummy cor tion” approach might involve, and aside from its questionable
morality, it could produce some rather misleading results. In the first place, the re-
sults would not be subject to objective test by other observers, and subsequent denials
by tax officials would leave the interpretations in a somewhat chaotic state. The in-
sistence on signed statements would be unduly inhibiting and would earry its own set of
biases. In the second place, there is no reason to assume that the bargaining power
of all firms is equal, merely because they are business institutions seeking industrial
location. A large and well-known enterprise, with a locational offering that is extremely
desirable from the point of view of the state’s economy, is likely to receive more
favorable attention than one that is small, unknown, and economieally marginal. In
any event, and in spite of the excellence of its sp ship, this int ting pr

was not made a part of the present study.
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tax administrator or other agency. Many specific details of
these and other types of taxes are subject to conflicting inter-
pretations., In the absence of clarifying litigation, regulations,
and attorney generals’ opinions, it may be assumed that the tax-
payer will select that interpretation most in his own advantage,
but there is no way of knowing whether his interpretation is
the “correct” one or whether he will be permitted to follow the
same course in the future.

The uncertainties which surround the application of the tax
laws to the model corporation do not necessarily provide a rea-
son for the complete abandonment of the hypothetical corpora-
tion approach. There is a sense in which it is important to test
the impact of the tax laws themselves, and for this test the
approach is admirably suited. But the method is a dangerous
one if its limitations are not fully appreciated. It is too often
used to support generalizations that are quite invalid. Strictly
speaking, the answers which the method provides are applicable
only to the types of corporations constructed in the hypotheses,
and then they may be assumed to describe real tax burdens only
if it ecan be shown that tax laws accurately reflect tax burdens.

The actual corporation approach

The actual corporation approach contains some of the ele-
ments of the representative sample approach and some of the
elements of the hypothetical corporation approach. The resem-
blance to the representative sample approach comes from the
fact that the measurements are of taxes actually paid. The
resemblance to the hypothetical corporation approach comes
from the fact that the subjects of analysis are consciously
selected for certain rather specific reasons, so that the results
have only limited applicability to the entire body of corporate
taxpayers within the jurisdictions involved.?

There are two major variants of the actual corporation
method. By the first, two or more independent corporations are
selected in two or more taxing jurisdictions. By the second, a
selection is made of a single corporation with more or less inde-
pendent branch operations in two or more taxing jurisdictions.
In view of the fact that one state’s corporate tax records are
not normally available for an investigation sponsored by an-
other state, it is the second of these variants that is the more

8. This method is discussed briefly in Floyd, op. cit., pp. 38-45; and in Shoup, op. eit.,
passim ; and in P. H. Wueller, “Comparing Business Tax Burdens,” Bulletin of the
National Tax Association, June, 1943, pp. 264-270.
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practical for a study such as this. It is also important that the
operating units selécted be similar with respect to products or
services produced and with respect to basic corporate statisties.
Once again, the actual selection of the sample is followed by the
determination of the total taxes paid by each unit of the enter-
prise. This may be done by an examination of the tax returns,
by the circulation of a questionnaire, by interview, or by a
direct audit of the corporate accounts.

By choosing operating units that are similar, it is possible
to measure comparative tax burdens under the actual corpora-
tion approach in much the same way as under the hypothetical
corporation approach, that is, by a direct comparison of total
taxes paid. If it were possible to find two corporations or two
branch operations that were identical in every respect except
for the taxes paid, it would be unnecessary to relate taxes paid
to such things as net profits, book value of assets, and gross
receipts. Since these figures would be the same for both units
being compared, a comparison of ratios rather than of total
taxes paid would add no refinement to the results. When perfect
identity is lacking, these or similar computations are, of course,
required, but the interpretive difficulties and the interpretive
dangers are greatly reduced when there is substantial identity
between the corporate units being compared.

The actual corporation approach does yield a measure of taxes
actually paid and need not, therefore, be concerned with the
differences between the law and the administration of the law,
unless, of course, an attempt is made to explain the interstate
differences in tax burdens. It automatically takes into considera-
tion the total act of taxation, so that the tax paid is the resultant
of all elements of the tax system, with the possible exception of
the appeal and litigation machinery. Because of this exception
to the general rule, and because corporations sometimes pay
taxes under protest and are later awarded refunds or assessed
additional taxes, it is necessary either to rule out comparisons
for years in which these special problems exist or to study tax
burdens over a period of years. In any event, as far as the
realism of the tax burden measure is concerned, the actual cor-
poration approach is clearly superior to the hypothetical
corporation approach.

In other respects, however, the actual corporation approach
is inferior to the hypothetical corporation approach. It is cer-




38

THE IMPACT OF STATE AND LOCAL TAXES IN

tainly more limited in the support it offers for gemeralized
statements about comparative tax burdens. It is, after all, rather
difficult to find corporations operating in more than one or two
states with branch plants which are relatively independent in
their operations and which are, at the same time, engaged in
the same kind of productive activity and in approximately the
same volume. Such comparisons are fairly easy to establish
in the retail trade, but in manufacturing enterprises branch
plants tend to be specialized and heterogeneous.

The collections approach

While the representative sample approach is based upon an
analysis of individual tax burdens, the collections approach is
based upon an analysis of total tax burdens. And while the rep-
resentative sample approach attempts to generalize from the
experience of the individual case, with only incidental reference
to the tax burdens of the total population, the collections ap-
proach attempts no analysis of individual tax burdens and no
analysis of the distribution of tax burdens other than that made
possible by the examination of particular types of taxes.

There are many examples of the use of this approach as a
general descriptive device and as a device to support other cal-
culations, rather than as a method for the exclusive analysis of
relative tax burdens.? In either case, however, the construction
of the comparison is essentially the same. As its title suggests,
the approach is based upon the total taxes collected by the juris-
dictions selected for analysis. In the same sense that a com-
parison of simple dollar amounts of tax payments can be mis-
leading in the comparison of unlike individual taxpayers, how-
ever, a comparison of simple dollar amounts of tax collections
can be misleading in the comparison of unlike states. Certainly
we would expect the total taxes collected in New York or Cali-
fornia to be greater than the total taxes collected in New Jersey,
South Dakota, North Carolina, or Iowa. The differences in total

" tax collections would clearly not be indicative of the differences

in the burdens of taxation as between these states. The solution,
once again, requires the determination of the tax-paying ability
of the communities being compared. In this case, the most com-
mon measures of tax-paying ability are total population and
total income payments during a given period of time. With these

9. A particularly interesting analysis based upon tax differentials measured by the ecol-
lections approach is Clark C. Bloom, Studies in Busi and E, ica, New Series
No. 5, “State and Local Tax Differentials and the Location of Manufacturing’”, Bureau
of Business and Economic Research, State University of Iowa, Iowa City, 1956.
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figures, the tax burdens are simply expressed as total taxes col-
lected as a per cent of total population (per capita tax collec-
tions), total taxes collected as a percent of total income pay-
ments, or as per capita total taxes collected as a per cent of
per capita total income payments.t?

The greatest difficulty in the collections approach, as related
to the present study, is the difficulty of finding out the total col-
lections of state and local governments in the eleven Southeast-
ern states. Collection by state governments are, of course,
readily available from a number of sources, although in some
cases with a considerable delay. But collections by local gov-
ernments are, in some cases, totally unavailable without a de-
tailed audit of the records of governmental institutions in-
volved. As with other approaches, the tendency is to neglect local
levies and use the collections approach to test differences in
state-level taxes only. In a tax burden analysis, however, this
easy solution can provide serious distortions. States differ widely
in the degree to which the functions of government are distrib-
uted between state and loeal units. North Carolina’s highly
centralized revenue structure (matching its highly centralized
distribution of governmental responsibilities) would appear to
impose unusually high tax burdens under the ecollections ap-
proach if only state-level taxes were considered. Thus, if the
collections approach is to be used at all, it must be used for
very restricted purposes or it must be based on estimates of
local collections that are as accurate as possible.

As far as the usefulness of the results is conecerned, the great-
est difficulty in the collections approach comes from the fact
that it cannot be used to analyze individual tax burdens. It is
basic to the method that a single figure (such as per capita tax
collections) is used to represent the tax burden imposed upon
all taxpayers in a given state. There may, however, be wide
differences between states in the way the total tax burdens are
distributed among the major groups of taxpayers and among
the individual taxpayers in each group. Since the present study
is, by its legislative mandate, committed to a study of the bur-
dens of taxation upon business taxpayers and, by implication, of
the burdens of taxation upon particular kinds of business insti-
tutions, the collections approach would seem to have little to
offer. To a certain extent it is possible to imply a certain dis-
tribution of tax burdens through an examination of particular

10. ibid., pp. 14-17.
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types of taxes.’* Thus, it would be possible to compare those
taxes levied solely on corporations (corporate net income tax,
and franchise tax, principally) by one state with similar taxes
levied by another state. But the difficulties of partial analysis
arise, once again, as a serious restriction.

There is a sense, however, in which the collections approach
can be used productively, even when the purposes of the study
and the quality of the method are so apparently in conflict. If
one of the purposes of the study is to examine tax burdens from
the point of view of their possible relation to industrial location,
and if it is reasonable to suppose that business enterprises make
use of the collections approach (in however impure a way) as
part of the calculation that lies behind a locational decision, the
collections approach can be useful in describing the appearance
of the tax structure of one state as compared with the appear-
ance of the tax structure of other states. There is reason to be-
lieve that such calculations are commonly used for this purpose
by business enterprises. Furthermore, even though the collec-
tions approach ecannot tell a corporation what its tax burden in a
state of proposed location will certainly be, it can, it seems, indi-
cate the general level of taxation and, to some businessmen, the
general philosophy of taxation in the state. Although these
imputations are not necessarily correct, there is some value to
knowing what other people think, especially if an attempt is to
be made to propose the advantages of a permanent connection

with such people. But whenever the collections approach is to
be used for such purposes, it must be made clear that the test
is of the appearance and not necessarily of the reality. :

METHODS ADOPTED IN THE PRESENT STUDY

The most outstanding feature of the approaches described
above is the demonstrable inadequacy of each as the sole
method of analysis. The sample approach is inadequate because
of the practical difficulties of adapting it to a study of compara-
tive state and local tax burdens. The hypothetical corporation
approach and the actual corporation approach are inadequate
because of their theoretical confinement and because they do not
provide a suitable means of generalization. The collections ap-
proach is inadequate because it describes only total burdens and
says nothing about the distribution of the total burdens..

11. In the 1949 Connecticut study this modified collections approach is used to emphasize

the interstate differences in taxes that are uniquely applied to business institutions: op.
cit.,, Chapter 5.
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In an attempt to minimize the effects of these inadequacies,
although with no hope of removing them, the present study is
based upon a combination of all of the approaches desecribed
above. From a negative point of view, each has its own inade-
quacies. From a positive point of view, each has its own contri-
butions to make to an exposition of the total answer.

In this eclectic method, the representative sample approach
is used mainly as a device to describe the distribution of tax
burdens within North Carolina. The sample originally selected
comprised an ambitious 25 per cent (3,350 corporations) of the
total number of corporations filing corporate income tax returns
in North Carolina in 1953, the last year for which complete
statistics were available at the time the sample was drawn. The
sample was selected by carefully developed random processes
from data on file in the North Carolina Department of Tax Re-
search. The information used in the caleulation of tax burdens
was obtained by the circulation of a questionnaire to the sample
corporations. The questionnaire was developed so that the in-
formation would connect, as far as possible, with the informa-
tion required to be submitted as part of the corporate income
tax return to the State of North Carolina, although the ques-
tionnaire involved much material that is typically not contained
in the tax return.

Because the sample was selected by strictly random proe-
esses,™ it naturally contained corporations of all types and sizes.
It contained, for example, both domestic and foreign corpora-
tions, and, in both groups, it contained corporations with all of
their operations in North Carolina as well as corporations with
operations in other states and other countries. This method of
selection made it possible to collect information relating to the
taxes paid and to the nature and magnitude of operations in
! - other states. But since these out-of-state data are in no sense
i statistically “representative”, they must be looked upon as of
incidental interest only. The main reference of the representa-
tive sample approach remains the distribution of tax burdens
within North Carolina. As such, of course, it is strongly oriented
toward the equity problem in the impact study, particularly as
this relates to the tax differentials between the major industrial
groups now represented in the State.

The heaviest burdens of the interstate comparison are placed
upon the hypothetical corporation approach. Three dummy cor-

e

12. Technically, the sample is of the “random stratified” variety.



42 THE IMPACT OF STATE AND LoCAL TAXES IN

porations were manufactured and moved, in imagination, to
specific sites in each of the eleven Southeastern states. The cop=
porate statistics were designed to represent particular types of
firms in particular types of industrial and economic situations,
and were based upon actual corporations in order to maximize
the realism of the comparison. In this case, the basic data were
gathered from many sources, although the emphasis was upon
the law as written and as interpreted in published administra-
tive regulations, attorney generals’ opinions, and court deci-
sions. It is possible to make use of the comparative findings un-
der the hypothetical corporation approach for a comparison of
burdens between industrial types within any of the states
analyzed, but here, too, this comparison must be considered as
incidental to the main function of the approach.

In terms of its contributions, the actual corporation approach
is used to supplement the hypothetical corporation approach. It
is designed, in other words, to produce comparisons of tax bur-
dens between states rather than between taxpayers in the same
state. Three corporations were selected from fields that were not
covered by the hypothetical corporation approach. One of these
corporations was a retail establishment with outlets in all of
the Southeastern states except Arkansas. Another corporation
selected was a textile manufacturer with branch operations in
North Carolina and South Carolina. A second textile corpora-
tion was selected with branches in North Carolina and Ala-
bama. The comparisons presented by the actual corporation ap-
proach are thus highly selective, both with respect to the types
of corporations involved and with respect to the states in which
they operate. In this approach, the data were collected by means
of specially designed questionnaires sent to each of the corpora-
tions. These were supplemented by personal interviews with cor-
porate officials and by detailed examinations of corporate tax
returns.

Although the collections approach is represented in the pres-
ent study, it is not presented as a separate study with a sep-
arate set of findings. Instead, it is combined with other inter-
pretive material in a general, qualitative analysis.

No attempt was made to combine the answers produced by
these approaches into a single answer to the problem of com-
parative tax burdens. Indeed, as pointed out earlier, there are
really two types of problems involved : that concerned with a
comparison of tax burdens within North Carolina, with an
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equity orientation; and that concerned with a ecomparison of
tax burdens between North Carolina and the other Southeast-
ern states, with an orientation to the problems of industrial
location and economic development. In this respect, the method
of the present study is an eclectic method rather than a mongrel
method, a method which permits the selection of the most
relevant aspects of each approach to solve particular problems,
rather than a method which represents a blend of genetically
different materials. Even so, the answers are decidedly incom-
plete and regrettably tentative. An understanding of the limita-
tions of each approach is, therefore, an integral part of an
understanding of the answers themselves.

THE METHOD OF EXPOSITION

In the following chapters, each approach is developed in two
parts. In the first part, an attempt is made to explain, often in
considerable detail, the techniques of analysis, the sources of the
data, the limitations of the approach, and the inferences which
may legitimately be drawn from the results. In the second part,
the findings are displayed and some of the more obvious infer-
ences are drawn.

The computations are shown, as fully as possible, in a series
of appendices to the study. These were prepared under an im-
pulse to present the material in such a way as to permit any
interested (and energetic) spectator to carry out the same cal-
culations with the same investigative procedures, and arrive
at the same answers. It is also presented in detail in the hope
that the material may serve as the building blocks of further
analysis. If the many blank spots in the present study are to be
filled in at a later date, it would be desirable if the work could
be combined with the present study in a more complete com-
parison.

The quantitative material is preceded, in Chapter III, by a
brief discussion of the relationship between state and local
taxes and the problems of industrial location. This, of necessity,
is a general discussion, designed to highlight some of the more
important considerations and is by no means an attempt to
establish in a definitive way the relationships between taxes and
industrial location. As was clearly indicated in Resolution Num-
ber 49 of the 1955 Session of the General Assembly, problems
of industrial location are of paramount importance in interpret-
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ing the effects of whatever tax differentials do exist. The brief
theoretical discussion, then, is an attempt to place the quanti-
tative results in context, and to provide a rough guide for inter-
pretation and for policy.

The whole piece is summarized in Chapter IX, at which point
some of the inescapable conclusions are briefly discussed.

In form, this report is presented as a “reference book”, rather
than as a “narrative of necessity”. The desire to offer as com-
plete proof as possible and the desire to provide full documenta-
tion naturally serve to limit the audience. For this reason, a
summarized version of a portion of the present report was
prepared. It carries the main conclusions displayed in this re-
port, but minimizes the amount of detail required to reach these
conclusions. For those interested in “proof”, the present report
is offered as a humble beginning.




I

CHAPTER Il

TAXATION AND NORTH CAROLINA’S
INDUSTRIAL DEVELOPMENT

ECONOMIC STATUS AND ECONOMIC NEED

Realistic appraisals of North Carolina’s economic condition
properly begin with a statement of the income payments made
within North Carolina as compared with the income payments
made within other states of the United States. From North
Carolina’s point of view the statistics are not notably gratify-
ing. The United States Department of Commerce has reported
that per capita income payments in North Carolina in 1955
were $1,236. For continental United States per capita income
payments were $1,847. Of the 48 states and the District of
Columbia only four states had lower per capita income than
North Carolina.

Table 1 indicates clearly that the problems of low per capita
income are regional problems. The six lowest states on the per
capita income scale were located in the Southeastern region of
the United States. Of the eleven Southeastern states included in
the present study, only Virginia and Florida showed sufficient
prosperity, as measured by per capita income payments, to
justify a ranking slightly above the general level of the other
states in the region; nevertheless even these two states were
well below the level of the United States as a whole. For the
entire Southeastern region the per capita income figures were
lower than those of any other geographical region delineated
by the Department of Commerce.

North Carolina’s position among the eleven Southeastern
states with respect to per capita income payments is described
in Table 2. The highest per capita income is that recorded for
Florida; the lowest is that recorded for Mississippi. With a per
capita income of $1,238, Kentucky was the median state of the
Southeast in 1955. North Carolina’s per capita income of $1,236
was thus almost the same as that of the median state.

While these statistics of income payments are extremely im-
pressive, they do not describe the whole drama of North Car-
olina’s economic aspirations. And while they do serve as a use-
ful bench mark for judging the effects of policy action, they
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TABLE 1
PER CAPITA PERSONAL INCOME, BY STATES AND REGIONS, 1955

Per Capita

Per Capita
Income

State and Region Income State and Region

Continental United States ......... $1,847 SOULhWESE +esosnreveasnvansereses $1,681

New England ..coovcvveeesa-. 2,087 ATiZONA +oeiveassssssssssnnnss
Connectictt ...oveevensnscasss 2,499 New Mexieo ..oevevsesersssss 1,430
Maine ...cceeecssss eansssssss 1,608 OklZhoma ....evevensessnsrses 1,508
Massachusetts ............ eess 2,007 TeXas .oosesenes T
New Hampshire ......... eeass 1,782
Rhode Island ........... wesess 1,967 Central wisiisisisvearisvasnsmassts LIS
Vermont .....esessssassaseses 1,636
Mol uccsssassiwininnnans SA0T
Middle East ..oveasnrsnss EEAE AR+ {1 | INAIANA «oosrruvvosssannssnnss
JOWR cocsssansnssss APURR P PRI B i |
DElAWERLTE «voeseesissosnnnsnsss 5518 MichigRn .eoeseerecnanssanses 5184
District of Columbia .......... 2,324 Minnesota .....ccsssssssesens
Maryland .......cseeseasssess 1,991 MEaEE] «uisbosainassnsnosee SO0
New Jersey 2,311 oy P SO o
i WSCODSIN +ovevsaccasssancaans LTT4

Northwest ....seiesssssrasssssess 1,598

Colorado ....ovssssssssnsnsans 1,764
Idaho ...ocovssasassansssnrnns 1,462
eSS R S
MODLANA +osesseosesssreasssss L84
NebraskR . .oossessesansacnses  LOME
North Dakota ....ccovenvvens 1,372
South Dakota .....cocccvssass 1,245
Utah eayisine 1,008

WYoming ...eeovessscsansssss 1,753

Alabama
Arkansas
Florida ....ce0es
Georgif ....oeveses
Kentueky ....coveeneecs
Louisiana .....coeeneees
Mississippl «.ccvvessrsssees
North Carolina .......ec00e
South Carolin® ........se.sses 1,108 War WEH . «oesessissmsvbsninsisn BI80
Tennessee ...ssesssscsssseases 1,208

California . 2271

Virginia ....cccvcevevenniocnes 1,635
NevaBh ocrvisesosnvosioonnnes 234

OFe@ON ...iossssssnssssnsnsns
Washington ......eeevessnvens 1,987

Source: U. S. Department of Commerce, Office of Business Economics

TABLE 2
PER CAPITA INCOME IN ELEVEN SOUTHEASTERN STATES, 1955

Per Capita Column (1) as Index
State Income (North Ca(g.;lina:lﬂﬂ} Rank

-
o0
oz
w
-

-3
-

sEBEZRR
g
(-]
Moo EmE=HSI=]

Source: U. 8. Department of Commerce, Office of Business Economies
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must not be considered to define the goals of such action. It is
only those who are anxious to create the illusion of well-being
who find the ultimate goal of economic policy in an increase in
per capita income payments. Only those who are envious of the
illusions cherished and displayed by others find complete satis-
faction in the elevation of the state to higher ranking positions
in the scale of income payments. Behind these statisties lie the
real problems of economic welfare. By common agreement these
are recognized to be the .problems of providing for the basic
human needs of the entire population and of permitting the
development of character in a society untroubled by the raw
demands of a continuous search for the bare necessities. In the
broader community of the modern world, and especially in the
fortunate climate of the United States, the technological oppor-
tunities to eliminate the crushing poverty which still afilicts a
surprisingly large percentage of the population have never been
greater. These opportunities appear as an especial challenge to
the states of the Southeast, and it is this challenge that defines
the goals of economic and social policy. It is a clear challenge
to provide adequate housing, adequate nutrition, adequate cloth-
ing, and a large enough share of the economic surplus to guar-
antee at least minimal amounts of leisure and recreation. It is a
challenge to provide adequate sanitation and adequate health
facilities. It is a challenge not only to assure the rights to a full
and stimulating education but to provide the kind of society and
the kind of economy within which these rights will be avidly
pursued by all of the people. It is a challenge that can not at all
be met by the dole and the largesse. It is a challenge that can be
met only by means of a sweeping structural change in the eco-
nomy of the state, by means of a corresponding change in social
values, and by means of a conscious reorientation of educational
policies.

Statistics of per capita income are, to be sure, partially de-
scriptive of the condition of a state or a region with respeect to
these basic economic requirements. But in their failure to de-
seribe the distribution of the total product such statisties can
also be deceptive. By the same token, a policy pointed nar-
rowly at inflating per capita income can leave the more basic
problems virtually untouched. It is possible, for example, to
enlarge the per capita income figure by the importation, caleu-
lated or otherwise, of a hundred individuals fortunate enough
to have been able to retire with large dividend and rental in-
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comes. But, desirable though such importation is, it can hardly
be glorified as a serious solution to the fundamental problems
of poverty and the economic indigence of the mass of the popu-
lation. Similarly, it is possible to enlarge the per capita income
figure by the exportation, calculated or otherwise, of large
numbers of individuals unfortunate enough to find few economic
attractions in the land of their inheritance. But, desirable
though economic mobility may be as a general rule, it can hardly
be glorified as a serious solution to the fundamental problem of
a chronic waste of economic resources, and it can hardly be
claimed to contribute to the realization of the enormous poten-
tial embodied in an under-utilized labor force.

It is impossible, of course, fully to describe the economic
condition of North Carolina, or any other state, in terms of
these basic objectives. But the indicators that are available
are hardly more refreshing than the figures of per capita in-
come. For example, we are informed by the 1950 United States
Census that North Carolina ranked forty-third (among the 48
states and the District of Columbia) in the number of dwelling
units with modern plumbing and not in a dilapidated condition.
Approximately 63 per cent of all dwelling units in the United
States in 1950 were equipped with modern plumbing. In the
Southern states, only 44.6 per cent of the dwelling units were
so equipped. In North Carolina only 34.5 per cent of the dwell-
ing units were so equipped. Approximately 64 per cent of North
Carolina dwellings had piped running water. But in the United
States as a whole, approximately 84 per cent had piped running
water. In this respect, North Carolina ranked forty-third among
the states. As an indication of the extent of overcrowding in
housing, it may be noted that North Carolina ranked first in
the number of persons per occupied dwelling unit. In the field
of education the statistics are equally distressing. For the
United States as a whole, approximately 34 per cent of the num-
ber of persons 25 years of age or older had completed high
school. In North Carolina only about 29 per cent had completed
high school. In this statistic, North Carolina ranked forty-
eight, or second from the bottom. In the United States as a
whole, approximately 89 per cent of the persons 25 years of
age or older had completed five or more grades of school. In
North Carolina only 78.6 per cent of these persons had com-
pleted five or more grades of school. In this statistic North
Carolina ranked forty-fourth among the states. It was also
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found that 70.8 per cent of the families in the United States
had incomes over $2,000 in 1950. In North Carolina only 52.9
per cent had incomes over $2,000. North Carolina occupied
forty-first position in this ranking. Professors Herbert A.
Aurbach and C. Horace Hamilton of the Rural Sociology De-
partment of North Carolina State College have constructed a
level-of-living index out of six variables. The six variables in-
clude the following:

1. Education: Per cent of persons 25 years of age or over
who have completed five or more grades of school;

2. Modern plumbing: Per cent of homes which are equipped
with running hot water and modern bath room equipment
and which are not dilapidated;

3. Hospital service: Per cent of newborn infants delivered
by physicians in hospitals;

4. Electricity: Per cent of homes with electric lights;

5. Commercial farming: Per cent of farms with value of
farm products sold of $2,500 or more;

6. Farm ownership: Per cent of commercial farms operated
by owners.
The application of this index to all of the states and the District
of Columbia shows North Carolina in forty-third position in
the rankings.

There can be no doubt about the presence of a deep-seated
desire for the fruits of a modern industrial economy in the
Southeast and in North Carolina. Neither can there be any
doubt about the fact that irreversible steps have been taken in
the direction of becoming such an economy. Mr. Philip Hammer
has said that “only twenty years ago the South was a ‘colony’
in every economic sense . .. The South is not going to become an
economic colony again. It is not likely to go backwards. The
forces of transition have carried us to a point of no return.”™
So the impulses of the South are molded into a spirit of revolt
against colonial status. In economic terms it is clear that the
success of such a revolt depends upon the development of a
Southern market that will be potent enough to relieve the South
of the necessity of producing low-value agricultural products
for national distribution at the expense of Southern agricultural
labor. It is also clear that the growth of a non-dependent econ-

1.' Mr. Philip H , industrial Itant and President of Hammer and Company
Atlanta, Georgia, in an address delivered to the Carolina S i i .
in Chapel Hill, North Carolina, March 12, 1956. BT e e
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omy must redound to the benefit of all who are able to take
advantage of the enormous market which a liberated South
must become. Thus, the revolt against colonial status is not en-
tirely a geographical conflict. It is, more significantly, a conflict
of traditions and growth: it is a conflict of the new and the old
economic alignments.

The development of a large Southern market cannot be based
solely upon the principle of more and more of the same low
income payments. It must be based upon the principle of more
and more payments of much larger incomes. An increase in the
number of people in the rural economy able to take advantage
of the supplementary income offerings of industry is, to be sure,
extremely important, but to suggest that the economic salvation
of the state or the region lies in the expansion of the number of
individuals participating in low manufacturing pay rolls in-
volves the grossest sort of equivocation. There is nothing partic-
ularly desirable about industrialization per se. If the problem is
to increase, through industrialization, the per capita income of
North Carolina, and, more importantly, to improve the condi-
tion of all of the citizens of North Carolina, it is ridiculous to
assume that the problem can be solved by retaining the present
low wage level. At first sight this argument may seem to re-
move the strongest attraction to new industry which the South
in general and North Carolina in particular have to offer. For
who can deny that the most common enticement to new indus-
try has been the relatively low wage level of Southern labor?
But it may be stated categorically that if this is the only entice-
ment which the Southeastern states have to offer they might as
well be reconciled to a status of permanent economic colo-
nialism. The use of low-wage Southern labor to produce products
(especially agriculturally based products) for sale in a national
market represents an exploitation that is just as destructive as
an irresponsible mining of natural resources. Whether self-
induced or whether imposed from outside by the force of geo-
graphical circumstances, such exploitation takes the form of
extracting the energies of the state without replacement and
without proper compensation. For any one state in a presently
underdeveloped condition, industrialization has very little point
unless it results in the elevation of the prevailing level of wage
paymerits or the prevailing level of employment. It has some
point, but very little. And a transition from an agricultural
community to an industrial community means very little if the
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industrial wage level is but slightly higher than the subsistence
incomes which, in much of the South, have been associated with
agricultural pursuits. The realization of the market potential
of North Carolina must be based not only upon a broadening
of the income base but upon a deepening of the income base as
well. In this sense, the advertising slogans which make use of
the low-wage argument as a device of industrial attraction may
be, if not dishonest, at least self-defeating in the long run. In
all honesty, the argument should be stated as the proposition
that “we are able to offer lower than average wages to new
industry, but we hope that we won’t have to do so for very
long”.

At the base of the problem of low per capita income in North
Carolina lies the North Carolina farmer. The United States
Department of Commerce reports that in 1955 the total farm
personal income payments in North Carolina were exceeded by
those of only four other states: California, Texas, Illinois, and
Iowa. And the Bureau of the Census reports that in terms
of the total value of farm products sold in 1949 North Caro-
lina ranked third among the states. Yet in 1950 the median net
money income of North Carolina farm families was only $1,304.
In this respect North Carolina was in fortieth position among
the states. The farm population of North Carolina is larger than
that of any other state. The number of farm units in North
Carolina is the second largest in the United States. North Caro-
lina has the largest amount of labor per acre of cropland of any

‘state. For the United States as a whole the farmland available

for each member of the farm population is approximately 50
acres. For North Carolina the farmland available for each
member of the farm population is approximately 14 acres.
North Carolina agriculture is characterized by the intensive
use of labor and the extensive use of land and capital equip-
ment. The crops produced are, for the most part, those which
lend themselves to the concentrated application of labor re-
sources. As a result, the productivity figures (either in physical
or in dollar terms) per acre of land are very high, while the
productivity figures per farm worker are very low. It has been
widely recognized that the only significant opportunities for
increasing the productivity of North Carolina farms lie in the
increased use of capital equipment through mechanization and
the use of greater quantities of fertilizers, and in a shift to the
production of other types of agricultural commodities. Both of
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these solutions, however, require a larger amount of financial
capital at reasonable interest rates. It is doubtful that such
financial capital will be made available under the prevailing
system of land ownership and under the prevailing system of
very small, independent farm units.

The North Carolina farmer is thus faced with the unattrac-
tive plight of being too small to get any larger. Before he can
acquire the necessary capital to permit him to become a more
productive farmer he must become much larger and much more
prosperous. But the only clear road to prosperity involves an
increase in productivity. It is difficult to see how this vicious
circle can be broken, short of a drastic revision of the system
of land ownership or short of a much more extensive use of
producers’ cooperatives and other agencies capable of produc-
ing the same economies of scale enjoyed by the operators of
larger farm units. !

North Carolina farm families have reacted to this apparently
insoluble problem by transferring labor from farm to non-
farm employment. This transfer has taken the forms of an
acceptance, where possible, of supplementary employment in
industry; of a migration to other areas of the State for full-
time industrial employment; and of a migration to other states.
According to the 1955 Census of Agriculture, 42 per cent of the
farm operators in North Carolina are employed in off-farm
work. Approximately 25 per cent of North Carolina’s farmers
worked in off-farm employment for 100 days or more in 1954.
In 1949 approximately 46 per cent of the income received by
farm families was received by persons whose major occupa-
tion was in non-agricultural work.? The extent of the migration
both within North Carolina and from North Carolina to other
states is indicated by the fact that during the period 1940 to
1950 there was a net migration from North Carolina farms of
516,990.% The Bureau of the Census reports that the net migra-
tion from the State as a whole was only 258,000.

This shift of North Carolina’s population away from the
farm has been accompanied by a noticeable change in the num-
ber of farm units in the State. In this respect, North Carolina
has participated in a nation-wide development, although at a
somewhat slower rate than that which applies to the United

2. C. R. Pugh and C. E. Bishop, Effects of Industrialization on Incomes of Farm Houses
holds, North Piedmont Area, North Carolina, AE Information Series No. 46, North
Carolina State College, Raleigh, September, 1956.

3. loe. cit.
4. Bumudmmcmrqmmmrﬂ.ﬂmﬂ.
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States as a whole. The 1955 Census of Agriculture shows that
the number of farm units in North Carolina fell by approxi-
mately 7 per cent from April 1950 to October 1954. For the
United States as a whole, the number of farm units decreased
by approximately 11.4 per cent over the same period. The de-
crease in the number of farm units is to be explained, in part,
by the tendency to farm consolidation. From 1950 to 1954 the
average size of the farm unit in the United States increased
from 215 acres to 242 acres, or approximately 12.5 per cent. In
North Carolina the average size of the farm unit increased from
67 acres to 68 acres, or approximately 1.47 per cent. With a
much greater opportunity for farm consolidation (in terms of
the number of farms that could be consolidated) and with a
greater need for farm consolidation, North Carolina lagged sig-
nificantly behind the United States as a whole. It is clear that
the large farm units of the United States are showing a pro-
nounced tendency to become much larger while the small farm
units are showing a tendency to remain small or to increase
slightly.

The problems of North Carolina agriculture are thus inti-
mately associated with the problems of North Carolina’s eco-
nomic development. If progress is to be made in raising the
level of per capita income payments, it is essential that the low
income status of the North Carolina farmer be relieved. While
the present study is not directed to the farm problem as such,
it is clear that part of the solution lies in providing employment
in non-agricultural pursuits in order to relieve the pressures of
a serious oversupply of agricultural labor. Such relief, how-
ever, must be accompanied by a new approach (for North Car-
olina) within agriculture itself. All of the evidence points to
the vital necessity of increasing the capital-labor ratio and the
capital-land ratio. This shift in the agricultural state of the arts
requires, in turn, a willingness to innovate in the fields of farm
credit and farm technology and a determination to defy the
traditional patterns of property ownership and the traditional
attitudes of social inferiority that have plagued southern agri-
culture and that have preserved the curious paradox of an
abundant agriculture and an impoverished people.

The question remains as to whether industrial activity in
North Carolina has properly compensated for the insufficiencies
of the agricultural economy. It is difficult not to be aware of the
attractions of industrial employment in many of the agricultyral
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areas of North Carolina. A new manufacturing enterprise lo-
cating in any agricultural area of the State appears to have no
difficulty in acquiring an army of recruits from the surround-
ing territory. And it is difficult not to be aware of the larger
industrial communities in the Piedmont and in the western por-
tion of the State. It is even more difficult to deny the fact that
North Carolina is predominantly an industrial state. In terms
of personal income payments the largest contributions to the
total are made by manufacturing enterprises. Table 3 shows
that in 1955 approximately $1,342,000,000 of personal income
payments were made within North Carolina by manufacturing
enterprises. This represented approximately 25 per cent of the
total personal income payments in North Carolina in 1955. Gov-
ernment disbursements occupied second position, representing
approximately 18 per cent of total income payments. In third
position were the trade and service payments, representing
approximately 16 per cent of total income payments. Farm in-
come occupied fourth position, representing less than 13 per
cent of total income payments. Furthermore, in the interstate
comparison North Carolina ranked fourteenth among the 48
states and the District of Columbia in terms of wage and salary
disbursements from manufacturing in 1955. In terms of the
number of individuals employed in manufacturing, North Car-
olina stands in twelfth position among the states.

In spite of these evidences of manufacturing activity, North
Carolina ranks close to the bottom of the list in such measures
as wage per employee, value added by manufacture per em-
ployee, and average hourly and weekly wage of production

TABLE 3
SELECTED COMPONENTS OF PERSONAL INCOME IN NORTH CAROLINA, 1955

Type of Income
Amount of Income as a Percent of
Type of Income (in millions of dollars) Total Income!

Farm Income? 676
Government Income Disbursements3. .. ........
Manufacturing

Trade and Services

Contract Construction

Source: U. S. Department of Commerce, Office of Business Economics
1Total Income Payments in North Carolina in 1955 were $5,371,000,000.

2Consists of net income of farm proprietors, farm “‘other” labor income, and farm wages (net of
employee contributions under the OASI program.

3Consist of the total i;nmm.e received by residents of the States from Federal and State and local

ver! ts. Such di ts are comprised of wages and salaries (net of employee con-
tributions for social insurance), ‘‘other” labor income, interest, and transfer payments.
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workers. These interstate comparisons are shown in Tables 4,
5, and 6. It is these figures, of course, that are most directly
related to per capita income and to the economic well-being of
North Carolina’s population.

The first step in the diagnosis of North Carolina’s illness in
the area of manufacturing activity involves an analysis of the
kinds of industries that North Carolina has been able to attract.
The enterprises which comprise the North Carolina industrial
family are, almost without exception, those which are low-wage
industries wherever they are located. In terms of the number of
people employed, six industrial types dominate the manufactur-
ing activity of North Carolina. The largest of these industrial
types employs more than all of the other five combined. These
six industrial types are as follows:®

1. Textile mill products manufacturers employ 22 per cent

of all non-agricultural employees in North Carolina;

2. Lumber and basic timber products manufacturers employ

3.7 per cent of all non-agricultural employees in North
Carolina;

TABLE 4

WAGE OR SALARY PER EMPLOYEE IN MANUFACTURING,
BY STATES, 1953

Per Per
Rank State Employee Rank State Employee
1 Michigan ..... eeveaivcicevaa 25
2 Wyoming ........ 26
3 26
4 28
5 Ohio ............ 29
6 California ....... 20
T Nevada . 31
8 Delaware .....iveevvans0s000s 32
9 33
10 34 Kentucky .......cccccecenies
11 34 South Dakota ............... 3,540
12 36 Louisiana ...... .e. 3500
12 37 Rhode Island cee 3,480
f 14 38 Tennessee .... ... 3280
15 39 MEInE . ... cossssrveianisai 3,220
1 16 40 North Dakota .............. 3,120
s. 17 41 VirgInih cicsierssvesvnnonens 3,
# 18 42 New Hampshire ........ ... 3,080
§ 19 TR S R S R 3,060
i 19 44 Florida 3,010
| UNITED STATES 46 Georgia . 2,770
21 Pennsylvania ...... . 46 South Gsml[nn X .ex 2,750
22 Colorado .........cocnvvecnns 4T Arkansas .............cccsus 2,720
23 Oklahoma .......cvcinevaien 48 NORTH CAROLINA ....... 2,700
23 West Virginia .............. 49 Mississippi ......cciiinennnn 2,560

Source: 1953 Annual Survey of Manufacturers, Bureau of the Census, March 30, 1955.

5. The following figures, and those describing average weekly earnings, are from United
States Department of Labor, Bureau of Labor Statistics, Employment and Earnings,
February, 1956; and from North Carolina Department of Labor, North Carolina Labor

b.:r‘ {;lédsuuw, Raleigh, North Carolina, February, 1956. All figures relate to Novem-
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TABLE 5

VALUE ADDED BY MANUFACTURE PER EMPLOYEE,
BY STATES, 1953

Rank State Rank State

New Mexico Idaho

Arizona Maryland

West Virginia ... Towa

Texas Connecticut

Kentucky . ) Nebraska

Montana . Missouri

Michigan = x Pennsylvania ......... A
Delaware
Oklahoma ......cccoc0e.

D001 I =

Sout.h Dakota ..
California
Louisiana .....
Illinois

Indiana, ......cccoeneeeeenis T North Dakota

Rhode Island

Mai =a
NORTE CAROLINA 5o
Georgia

= e Mississippi "
District of Columbia s New Hnmpal:ure

New York South Carolina .. vensess 4,140

Source: 1953 Annual Survey of Manufacturers, Bureau of the Census, March 30, 1955.

TABLE 6

AVERAGE HOURLY WAGE OF PRODUCTION WORKERS
IN MANUFACTURING, BY STATES, 1263

Per
Rank State Employee Rank State

Michigan s Missouri
Delaware

Utah
Texas

000 =3 O T B 03 03 -

Kentucky ....
District of Columbia North Dakota .
Arizona .. : Rhode Island
Kansas . Vermont
New Jersey : Louisiana .......
Wisconsin ; Tennessee .......
Connecticut 85 Maine cesase
West Virginia New Hampshire ............ .
New York 1. Virginia ......c0n0n
Minnesota .. 2 s Alabama .
Pennsylvania 3 Florida ....

NITED ST&TES e L Arkansas . e

4 . NORTH CAROLINA A aE e

South Carolina

Source; 1953 Annyal Burvey of Manufacturers, Bureau of the Census, March 80, 1956,
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8. Furniture and finished lumber products manufacturers
employ 3.4 per cent of all non-agricultural employees in
North Carolina;

4. Tobacco manufacturers employ 3.4 per cent of all non-
agricultural employees in North Carolina;

5. Apparel and other finished products manufacturers em-
ploy 2.2 per cent of all non-agricultural employees in
North Carolina;

6. Food and kindred products manufacturers employ 2.1 per
cent of all non-agricultural employees in North Carolina.

The average weekly earnings in all manufacturing industries
for the United States as a whole are $79.52. The average weekly
earnings in each of the six industries in question are less than
the average weekly earnings for all manufacturing industries.
The following figures indicate the extent to which North Car-
olina’s industrial structure is composed of low-wage industries.
Each of the figures should be compared with the $79.52 figure
shown above.

1. The average weekly earnings of employees in textile mlll
products industries for the United States as a whole are
$58.50;

2. The average weekly earnings of employees in lumber and
timber basic products for the United States as a whole
are $68.28;

3. The average weekly earnings of employees in furniture
and finished lumber products industries for the United
States as a whole are $68.88;

4. The average weekly earnings of employees of tobacco

" manufacturers for the United States as a whole are
$51.56;

5. The average weekly earnings of employees in apparel and
other finished products industries for the United States as
a whole are $50.32;

6. The average weekly earnings of employees in food and
kindred produects industries for the United States as a
whole are $74.70. :

The chemicals and allied products enterprises represent an ex-
ception to this general rule. This industry now employs 1.2 per
cent of all non-agricultural employees in North Carolina, so that,
in this sense, it is just slightly less important than the food
products group. Average weekly earnings in the industry for the
United States as a whole are $85.07, or $5.55 more than the
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average for all manufacturing industries. Manufacturers of
paper and allied products represent a small but growing indus-
try in North Carolina. These enterprises, too, ghowed higher
than average weekly earnings for the United States as a whole.
Average weekly earnings for paper and allied products manu-
facturers for the United States as a whole are $81.35.

The first incontrovertible conclusion that may be drawn,
then, is that the industries that are most important to North
Carolina’s economy, in terms of the number of people employed
in manufacturing in the State, are typically low-wage indus-
tries. No causation is implied by the figures, however. There
is, in other words, no attempt to prove that North Carolina’s
wage level is low because the State has attracted “inherently”
low-wage industries: and, conversely, there is no attempt to
prove that the industries in question are low-wage industries
because they have located (in some cases) in North Carolina
and other Southern low-wage states.

Even more significant is the fact that North Carolina super-
imposes its own low-wage pattern upon the typically low-wage
industries that enter the State. For each of the sixz important
industries mentioned above the average weekly earnings in
North Carolina are less than the average weekly earnings for
the United States as a whole. The average weekly earnings in
all manufacturing industries for North Carolina is $53.97, as
compared with $79.52 for the United States as a whole. The six
industries have average weekly earnings as follows:

1. The average weekly earnings of employees of textile mill
products manufacturers are $54.66 for North Carolina,
as compared with $58.50 for the United States as a whole;

. The average weekly earnings of employees of lumber and
timber basic products manufacturers are $44.31 for North
Carolina, as compared with $68.28 for the United States
as a whole;

. The average weekly earnings of employees of furniture
and finished lumber products manufacturers are $54.75 for
North Carolina, as compared with $68.88 for the United
States as a whole;

. The average weekly earnings of employees of tobacco
manufacturers are $51.38 for North Carolina, as com-
pared with $51.56 for the United States as a whole;
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5. The average weekly earnings of employees of apparel and
other finished products manufacturers are $39.83 for
North Carolina, as compared with $50.32 for the United
States as a whole;

6. The average weekly earnings of employees of food and
kindred products manufacturers are $45.26 for North
Carolina, as compared with $74.70 for the United States
as a whole.

Although the chemicals and allied products group have average
weekly earnings for the United States as a whole that are higher
than the average weekly earnings of all manufacturers for the
United States as a whole, the North Carolina portion of this
industry has average weekly earnings that are substantially
below those of the entire industry. The average weekly earn-
ings of employees of chemicals and allied products manufac-
turers are $62.88 for North Carolina, as compared with $85.07
for the United States as a whole.

Although North Carolina shares with the other Southeastern
states the low level of wage payments in manufacturing enter-
prises, North Carolina is particularly guilty in this respect. In
November of 1955 the average weekly earnings for production
workers in all manufacturing industries in each of the eleven
Southeastern states were as follows: Kentucky: $74.81; Louis-
iana: $70.85; Alabama: $63.14; Tennessee: $62.06; Virginia:
$60.86; Florida: $58.52; Georgia: $57.41; South Carolina:
$55.33; Arkansas: $54.23; North Carolina: $538.97; and Mis-
sissippi: $50.58. Thus, among the Southeastern states North
Carolina ranks second from the bottom in average weekly earn-
ings from manufacturing. Far from being pulled down by the
other Southeastern states, North Carolina actually helps to pull
the rest of the Southeast down to lower per worker earnings
levels.

The record is no more satisfying in the area of non-manu-
facturing, non-farm employment in North Carolina. The North
Carolina Department of Labor reports that in January of 1955
some 565,000 individuals were employed in non-manufacturing,
non-farm occupations. 95,000 of these individuals had average
hourly earnings of less than $.75 and 45,000 had average hourly
earnings of less than $.55. Of the 156,000 individuals estimated
to be employed in the retail trade, 68,000 had average hourly
earnings of less than $.75. Of the 49,000 individuals estimated
to be employed in service occupations, 23,000 had average hourly
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earnings of less than $.75. In the face of such crushing evidence
of the pervasiveness of the low-wage pattern, the assertion that
low wages are the solution to North Carolina’s economic prob-
lems, because they represent the State’s strongest industrial
attraction, is little better than varnish over damaged wood. The
low wage level of North Carolina is the economic problem.

It is not the purpose of the present study to probe deeply into
the reasons for the low income level of the Southeastern states
and of North Carolina. But one reason stands out clearly. Since
this reason does, in addition, have direct reference to the fiscal
policy of the State, it is of vital concern to the development of
the present argument. One of the reasons North Carolina in-
come payments in industry are substantially lower than income
payments in the same industry in other parts of the United
States is that North Carolina has tended to attract those por-
tions of the industries which place fewer demands upon the
worker for education and skills. Although there have been sev-
eral recent examples of the in-service training of personnel by
new industries, with apparently happy results, most enterprises
choose to locate operations requiring employee skills where these
skills are known to exist. The experiments that have been suc-
cessful serve to indicate only the capacities of the North Caro-
lina labor pool rather than the accomplishments of the North
Carolina educational system. It is still true that the North Caro-
lina labor force is largely unskilled, however great its potential.
Such a condition is bound to be reflected in prevailing wage
levels and in the kind of industry that is attracted to North
Carolina.

Although the statistics shown above leave much to be desired
as a total representation of the status of North Carolina indus-
try, they do show in broad outline the nature of the problems
to be solved. North Carolina manufacturing enterprises do, no
doubt,; provide a sufficient attraction for the agricultural pop-
ulation in terms of supplementary income offerings. But manu-
facturing earnings are themselves so low that there is little real
inducement to outright migration from farming areas to manu-
facturing areas within the State, at least to the extent necessary
to provide adequate alternative employment for the mass of
North Carolina’s redundant agricultural labor. The same con-
clusion is suggested by the fact that much of North Carolina’s
industry is highly competitive and subject to serious economic
fluctuations over short periods. The instability and consequent
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insecurity of employment in such industries tends to restrict
the employment function of the enterprises to that of providing
supplementary income. In no event does it seem likely that low
wages and unstable employment in manufacturing will provide
the industrial solution to the problem of agricultural over-
crowding.

One of the most important, and one of the most neglected
features of North Carolina’s economic condition is the fact that
the most important sectors of the industrial economy are based
upon local raw materials. This resource foundation is, of course,
a most significant characteristic of the tobacco industry, al-
though it is also important in the forest products industries
and, to a lesser extent, in the textile industries. In this sense, it
is important to recognize that the industries in question are as
much, if not more, interested in preserving the low-wage pat-
tern in agriculture and the extractive arts as in retaining a low-
wage pattern in industrial employment. The latter wage pattern
is directly reflected in the labor costs of these industries. But
the wage level in agriculture and extractive activities is reflected
in the raw materials costs of these industries. In the tobaceo
industry, for example, we may observe a highly mechanized
industrial process and one which, through recent technological
advances, has tended to become even more mechanized. To this
extent, the industrial labor component of the end product tends
to diminish while the raw materials component (and conse-
quently the agricultural labor component) tends to increase. In
the forest products area (excluding furniture manufacturing)
a slightly different situation prevails, in that the industrial
wage level is relatively high. But the resource basis of the in-
dustry is equally important and the industry’s stake in the low-
wage level of the extractive worker is just as significant as for
other North Carolina industries. Partly because of the nature
of the technology involved, the textile industry has probably
been more concerned with preserving low industrial wages than
have other resource-based industries. Furthermore, the depend-
:l ence of North Carolina’s textile industry upon North Carolina’s
' agricultural resources has somewhat diminished in recent years.
However, the same interest in low-wage agricultural employ-
ment is apparent if the analysis is given a regional reference.

To the extent that North Carolina’s industrial activity has

been dominated by these resource-based industries, there has
been a manifest tendency to perpetuate the low income con-
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dition of agricultural and extractive workers. The further facts
that all of these industries are oriented to a national (or world-
wide) market and that most of the enterprises are owned by
non-residents of North Carolina indicate that any consumer
“advantages” or any accretion of owner profits which result
from the low-wage resource base accrue, largely, to individuals
outside North Carolina.

It is clear that if the problems created by such resource-
based industries are to be solved without total disruption, the
attack must be directed as much to the resource aspect of the
problem as to the industrial aspect of the problem. From the
point of view of the industries in question, the solution must lie
in the area of increasing the per worker productivity in re-
source production while greatly increasing the per worker
returns. From the point of view of the North Carolina economy,
the solution must lie in the development of non-resource indus-
tries and, through higher agricultural and industrial wages,
the extraction of a larger share of the economic return.

While the present status of North Carolina’s industrial strue-
ture is hardly such as to justify loud applause, there have been
many developments in recent years which suggest a certain
optimism. In common with the industries of other Southeastern
states, the older North Carolina industries have shown a ten-
dency to progress from less valuable forms of production to
more valuable forms of production. Following patterns common
to industrial evolution in other areas of the United States, North
Carolina industries have slowly but steadily moved from the
production of crude and semi-processed types of manufacture
to the finishing stages of the manufacturing processes. This has
been particularly true in the textile industry, with the gradual
shift of emphasis from the grey goods plant to the print works
and the dying and finishing plant. In furniture manufacture,
too, North Carolina enterprises have shown a clear tendency
to develop production of higher value goods. Such progress is
generally the result of the natural desire for product develop-
ment within established firms, of an equally natural tendency
(in some industries) to locate the finishing stages close to the
crude stages of production, and of the gradual growth of em--
ployee and community skills. It is probable that all three of
these factors have been instrumental in stimulating the develop-
ment of higher value production in North Carolina’s established
industries.
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Even more important, however, has been the introduction of
new industries to the North Carolina community. In many in-
stances these new industries have been among the highest value-
producing groups and among the highest wage groups in the
United States. Particularly notable in this respect have been
the recent acquisitions of electrical equipment manufacturers,
manufacturers of electronic products, manufacturers of fabri-
cated metal products, manufacturers of chemicals and chemical
products, and manufacturers of paper and paperboard products.
In each of these classifications the average weekly wage in North
Carolina is substantially higher than the average weekly wage
for all North Carolina manufacturing establishments. While it
is true that most of these industries are still relatively embry-
onic in North Carolina, and while it is true that most of them
pay lower wages in North Carolina than in other parts of the
United States, the contributions of these industrial immigrants
to North Carolina’s economy have been highly significant. In
the paper and allied products group the average weekly earn-
ings of employees in North Carolina are actually greater than
the average weekly earnings for the same group in the United
States as a whole. The chemical industry, on the othey hand,
has tended to develop its lowest value products and its lowest
wage production in North Carolina, although for both of these
measures the industry is substantially above the averages for
all industries in the State. For the United States as a whole
the chemical industry is, of course, strongly oriented to natural
resources, particularly with respect to the dramatic develop-
ment of petrochemicals. In North Carolina the chemical indus-
try is, for the most part, associated with textile manufacture
through the use of synthetic fibers.

From the point of view of the overall economy of the State,
the growth of new types of industries in North Carolina prom-
ises to be particularly healthful. The new diversification holds
out the hope that North Carolina will eventually be emancipated
from the confinement of a highly specialized economy. In the
past North Carolina’s manufacturing activity has been con-
cerned with the production of products of necessity, so that the
opportunities for growth have been almost entirely limited to
the opportunities of attracting industries from other states. In
addition, the State’s manufacturing activities have been con-
centrated in the highly competitive textile industry which has
been subject to severe short-term fluctuations. But most impor-
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tant of all, North Carolina’s manufacturing activity has been
based upon North Carolina’s agricultural resources, 8o that any
change in the fortunes of manufacturing enterprises has tended
to be transferred to and magnified in the agricultural sector of
the community. In the period since World War II, there has been
a growth of industries unconnected with the State’s agricultural
resources. To suggest that this is desirable is not, of course, to
suggest that resource-based industries are unfortunate and
that the new, non-resource-based industries should replace the
industries that depend upon local raw materials. But it is to
suggest the desirability of diversification as between the two
types of industries. The further possibility exists, to be sure,
that the new industries will bid up the price of industrial labor
and disturb the fortunes of the established industries and, by
osmosis, the fortunes of the agricultural community. It is prob-
ably fair to say that this possibility has become the fear of many
North Carolina farmers and industrialists and has gerved to
blunt the desires for further industrialization. But the North
Carolina labor pool is so immense, especially if a solution is
found to the problem of labor redundancy in North Carolina
agriculture, that the fears must be considered groundless for a
decade-or more.

The trends in industrial development in the United States as
a whole also tend, with some reservations, to be favorable to
North Carolina. The growing emphasis upon the desirability of
industrial decentralization is undoubtedly one of the most im-
portant impulses behind the economic development of the South-
eastern United States. This emphasis is particularly applicable
to the industrial development of North Carolina. The industrial
desire to escape the overcrowded conditions of many of the
older industrial communities finds adequate fulfillment in North
Carolina’s dispersed population. The development of truck
transportation which has made industrial dispersion possible
is well suited to North Carolina’s road system and to industrial
dispersion within the State. The absence of large urban centers
with heavy concentrations of vital industries makes North Car-
olina particularly attractive to those industries impressed with
the possibility of atomic attack. Much progress has been made
in American industry in the development of greater flexibility
of capital equipment, so that manufacturing processes are, in
some areas, less dependent upon huge, expensive capital equip-
ment. Such a development, for example has taken place in the
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steel industry with the invention, in the 1940’s, of a continuous
casting technique. Although, as was to be expected, innovation
in this field has been slow, the effects of such techniques are
clearly to make possible the development of more plants operat-
ing on a much smaller scale. The automobile industry has made
great strides in recent years in the decentralization of assembly
plants. The electrical equipment industry has pursued a calcu-
lated policy of decentralization in the post war period. Much
the same thing has been true in the manufacture of paper, tires,
rubber goods, plastics, leather, and other goods produced under
relatively high wage conditions.®! For almost all of these decen-
tralizing industries North Carolina can be a particularly recep—
tive host.

The effects of automation upon American industry and upon
North Carolina industrialization are still largely unknown. But
it does not seem improper to think of these new techniques as
those of a new industrial revolution. North Carolina is unques-
tionably in an excellent position to participate in the manufac-
ture of automation equipment. The State has, in fact, already
experienced the beginnings of such activity. But the most
dramatic effects, from the point of view of the Southeastern
states, are likely to be those related to the radical alteration of
the labor-capital ratio which automation implies. The enormous
labor-saving potential of automation techniques may create
serious problems for all of American labor, although its greatest
effects could very well be upon the Southeastern states. Profes-
sor Walter S. Buckingham, Jr., has said that automation may
lead to “.... a shift in labor oriented industries. The attractive-
ness of low labor cost regions could be reduced, perhaps to the
point of elimination...”” The same conclusions have been
reached by Dr. David G. Osborn. Dr. Osborn has found that
“automation, in the cases studied, diminished both the amount
of space required and the labor force necessary to turn out a
given unit of product. The resulting tendency would be to free
plant location somewhat from the controlling importance of
land and labor force...”® It may thus be that North Carolina
and other Southeastern states will gradually find that the age-

6. Mabel Walker, “The Plant, The Office, and the City,” Tax Policy, Tax Institute, Ine.,
Princeton, N. J., August-September, 1955, pp. 16, et. seq.

7. Wa.lm S. Buckingham, Jr., “The Industrial and Economic Implicati of Aut
tion", address before the Gousrm of Industrial Organizations National Conference on
Automntum April 14, 19565.

8. David G. Osborne, “Automation of Industry—A Geographical Consideration™, Jowrnal of

the American Inatitute of Planmers, Fall, 1953, p. 212.
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old attraction of low wage rates will lose its powers of seduction
as automation comes to dominate the American industrial
scene.

From this brief survey of North Carolina’s economic condi-
tion it is obvious that there is good reason for suggesting the
need for further industrialization. The extremely low incomes
associated with North Carolina agriculture present a challenge
that must be met, in part, by a vigorous policy directed to the
agricultural community as such. In particular, this policy must
include the development of new crops and the actual or the
effective consolidation of farm units. The actual consolidation
of farm units can be accomplished only with a drastic change
in the traditional structure of land ownership in the State:
effective consolidation can be accomplished with such devices
as producers’ cooperative organizations. The greatest need in
North Carolina agriculture is for larger quantities of capital
equipment. The acquisition of this capital requires, in turn, a
liberalization of credit and an enlargement of the productive
unit to which capital equipment may be applied. But there
should be no mistake about the purposes of these (and other)
agricultural policies. They are designed to speed up the migra-
tion from North Carolina farms that is already under way and
to maintain or increase the productivity per acre. By this
method, and by this method only, can there be any hope of sub-
stantially increasing the productivity per worker, of increasing
the farm component of the State’s per capita income, and of
improving the economic and social condition of North Carolina’s
agricultural population.

It is at this point that the connection between the agricultural
community and the industrial community becomes a matter of
vital importance. If the migrating agricultural population is to
find employment within North Carolina, it is essential that
thousands of mew jobs in non-agricultural pursuits be created
through an extension of the industrial activity of the State.
Without this industrial solution, human resources now being
wasted in chronic underemployment will either be wasted in
acute unemployment or, from the point of view of North Car-
olina, totally lost through migration to other states.

But industrialization does not find its sole purpose in the relief
it can provide for an harrassed farm community. The present
status of North Carolina’s industry is such that the industrial
community itself needs relief. For this reason, it is clear that
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North Carolina’s activities should not be directed to a simple
enlargement of the industrial community. There must be a
qualitative change as well. Whatever lures can be designed in
equity and offered with dignity should be directed to those in-
dustries that stand high on the list of value added through the
manufacturing process and that are prepared to offer wages
that are significantly higher than those now being paid by the
textile, tobacco, furniture, lumber, apparel, and food processing
industries. The greatest possibilities in this respect seem to be
in the machinery (electrical and otherwise), paper, chemical, and
metal products industries. The field of electronics and electronic
equipment has excellent possibilities, both in terms of long-term
growth considerations and in terms of North Carolina’s proven
ability to assimilate these enterprises into the economy of the
State. In the United States as a whole, durable goods industries
are generally more desirable from the point of view of wage
payments than are non-durable goods industries. Although this
is not true in North Carolina (primarily because of the influence
of lumber and timber producers), there is a clear need in the
State for expanding the production of durable goods. It has
been pointed out, too, that North Carolina’s manufacturing ac-
tivity has been aimed at the production of necessities. It is now
clear that the growth possibilities of such industries tend tfo
be limited, so that after the first blush of acquisition North
Carolina has slowed down in the rate of its industrial growth,
at least as compared with other industrial states of the Union.
There is thus a great need for the development of growth indus-
tries, such as are represented by electrical equipment manufac-
turers, chemical manufacturers, the manufacturers of electronic
equipment, aircraft manufacturers, and the manufacturers of
aircraft parts, to name but a few.

To a considerable extent this reappraisal of North Carolina’s
industrial future has already begun. One of the most significant
needs which this reappraisal has revealed is the need for a new
approach to education. The acquisition of any large number of
enterprises in the high value category is likely to be prevented
unless an early attempt is made to push education in North
Carolina to higher and higher levels for both races and for all
levels of the economic ladder. The present study does not, of
course, pretend to be a treatise on educational philosophy. Nor
does it presume to offer solutions to North Carolina’s vexing
educational problems. But it can hardly be denied that a society
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that can provide a complete high school education for no more
than 21 per cent of those 25 years of age or older and that can
assure a present enrollment of only 65 per cent of the children
in the 16-17 age bracket is, in some respect and for some reason,
failing to fulfill its social obligations.

In connection with the much-discussed program of industrial-
ization, the educational need that has been most often stressed
is the need for an expanded program of vocational education.
Such a program is, of course, extremely important and should
be considered as occupying a position of high priority. Techni-
cal training of a specific character in the skills of modern in-
dustry is vitally needed in North Carolina if the State is to
attract high value producing industries and industries that will
pay high wages for the high skills needed. But the total educa-
tional problem involves much more than vocational education.
The needs of modern industry, and, more particularly, of a mod-
ern industrial society, are for a thorough basic education of all
of the people of the State and for the provision of abundant
opportunities for a higher education in all fields. Just as much
attention must be paid to rural schools as to urban schools in
this respect, for in North Carolina the basic economic problem
lies in the rural areas of the State. Furthermore, just as much
attention must be paid to the education of the Negro child as
to the education of the white child, for in North Carolina the
most crushing problem of poverty are those which afflict the
Negro people. If North Carolina is to become an industrial so-
ciety, it must gear its entire educational program to the needs
of such a society. An expanded and vitalized education system,
is, of course, an expensive thing. For a State such as North Car-
olina it is also likely to be a disappointing thing in its early
years, for many of those given the training will no doubt choose
to apply it in other areas of the United States. But such an edu-
cation is not a luxury. From the individual’s point of view it is
a right. And from the State’s point of view it is a vital neces-

sity.
TAX POLICY AND INDUSTRIALIZATION

Given both the need and the desire for industrialization, the
problem remains as to how to persuade the right kind of enter-
prises to locate within North Carolina. There are, of course,
many techniques of industrial attraction, all of which, at some
point, are concerned with the factual question of why businesses
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select particular sites for their operations. The present study is
concerned only with the tax aspects of these locational decisions.

The effect of taxes on industrial location has long been a con-
troversial subject among economists and specialists in the field
of public finance. Even businessmen responsible for making the
locational decision are far from unanimous on the question.
There is, to be sure, substantial agreement at both extremes of
the argument. It is agreed that geographical differences in tax
burdens do play some rele in the locational decision. And it is
agreed that tax differences are not the only factors determining
industrial location. But between these two extremes lies the
practical question of just how much influence geographical dif-
ferences in tax burdens exert in determining the location of
industrial activity. In this area there is very little agreement,
either on the answer to the question or on the methods by which
the answer should be sought.

The economic theory of industrial location

On the surface, the problem appears deceptively easy. It is
part of the traditional business calculus that, for any given out-
put, a firm will attempt to minimize its total costs. Most types
of taxes paid by corporations are considered to be costs of do-
ing business. It follows, therefore. that taxes will be considered
in the locational decision just to the extent that they enter into
the costs of doing business at a series of alternative sites. Of
course. all of the costs are really expected costs, for in deter-
mining a plant location an enterprise is more interested in its
future than in its past. In theory. too, the relevant costs are not
merely annual costs but a schedule of costs over the expected
future life of the property. Pure theory would thus require the
location expert to calculate. for each of all possible sites, the
present value of all exvected future costs (taxes included) and
to select the site yielding the lowest figure.? Such calculations
would have to he made for the entire company, on the assump-
tion that the new plant were alternatively located at each of the
possible sites, and not made merely for that portion of the com-
pany represented by the new plant. The construction of the new
plant may change the operating relationships of the rest of the
enterprise and markedly influence costs for other plants and for

9. This portion of the theory eould be pushed much further. It is technically mecessary to
take aeccount of the degres of certrinty sttashad #a parh of the stated ex—ectatinnsg and
to consider the manner in which this certainty (or uncertainty) is distributed through
time. But as an indieation of the actual behavior of corporate enterprises, the theory
seems ludicrous emough in its present, simplified form. X
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other corporate activities. This possibility is particularly im-
portant for the tax component of the calculations, for the con-
struction of a new plant in one state will change the allocation
ratios for the calculation of an income tax liability in all other
states in which the corporation is subject to income taxation.

Up to this point the theory has been constructed on the as-
sumption that the type of product and the volume of output of
the new plant are given and constant through time. In order to
make the analysis fully dynamic, the model must be designed
to include expectations of the cost effects of product changes and
changes in the volume of output. This refinement, too, may have
important tax implications, for a state that is congenial to a
plant of a certain size producing a certain product may, from
a tax point of view, be very uncongenial if the plant is later
doubled in size or if the product is changed in some significant
respect.l® In the same sense, the planned new installation must
not be considered to be identical in all of its alternative loca-
tions. The architectural and engineering characteristics may
have to be quite different in one location than in another. At
one site it may be necessary for the company to construct its
own sewage disposal system or to install devices to prevent
stream pollution. All of these differences will be reflected in total
costs. Similarly, it may be possible to minimize tax costs by de-
signing the plant operations to suit the tax conditions at each
of the sites.

Thus, when the surface of the problem is penetrated, the
theoretical model for a “rational” decision on industrial location
is very complex indeed. If only two alternative sites were con-
sidered, the application of the full theoery would require a sweep-
ing reappraisal of the future of the total enterprise. But the
economic theory of plant location requires the consideration of
all possible sites. In theory, every site is a possible site until the
proper cost calculations have been made, so that the number of
possible choices is infinitely large. Of course, for the great ma-
jority of corporations it is possible to narrow the choices down
to a fairly small number of sites by simple observation. It does
not require detailed calculations to eliminate the Mojave Desert
of California and the Outer Banks of North Carolina as poten-
tial sites for an automobile assembly plant.l! By simple observa-

10. The North Carolina state and local tax bill of Hypothetical Corporation B, described
in Chapter VII, is an excellent illustration of this point.

11. It must be admitted, however, that the revolutionary effects of automation and atomic
energy may very well make the ridiculous seem perfectly reasonable.
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tion such sites may be ruled out on the grounds of clearly pro-
hibitive costs. The extent to which such subjective elimination
is practiced in actual cases is extremely important in assessing
the role of taxation in the locational decision. This point is fur-
ther developed later in the present chapter.

Although the economic theory of plant location outlined above
may appear to be more of a logical fantasy than a serious ap-
proach to a very practical problem, it does provide one impor-
tant conclusion. From the point of view of the corporation con-
sidering a new location, the entire problem may be expressed
in terms of a comparison of costs. The geographical relationship
of the enterprise to its natural resources or to its market may
always be expressed in terms of the costs of transportation to
or from the point of production. Only when it is felt that the
location of the plant may influence the market by the advertising
effect of a large production unit is it necessary to state the prob-
lem in other than cost terms.’? To the extent that the final de-
cision is influenced by the personal considerations of manage-
ment or other personnel, or to the extent that the decision is
basically non-rational, the exclusive concern with costs need
not, of course, apply. But those calculations which apply to the
corporation as such may, with the single exception noted, al-
ways be expressed as cost problems.

In the cost comparisons of the locational analysis the tax dollar
clearly has the same authority as the dollar of transportation
expense or the dollar of labor expense or the dollar of rent. If,
in parading its virtues, a state offers an abundant market, the
state is, in effect, offering low transportation costs to reach
that market. This cost advantage may be offset in any number
of ways by the opposing virtues of other states. One of these
virtues may be a low tax burden. Assuming that the tax advan-
tage of one state is exactly offset by the costs of transporting
the product from that state to the large market of a neigh-
boring state, there is obviously no net advantage for either state.
The point is, of course, that there is nothing unique about the
way in which taxes enter the corporate calculus. If the dollar
amounts are the same (and if equal certainty attaches to each),
a state’s offer of low taxes is exactly as powerful as the state’s

12. Some corporations have, in recent years, given as one of the r for a pref

for industrial dispersion a desire to affect markets through the location of plants by
making people more aware of the company name and by adding, generally, to the
company’s goodwill,
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offer of low wages, low transportation costs to the market, low
transportation costs from the source of raw materials, low
rental charges, or low interest rates.

From the point of view of these theoretical beginnings, then,
the importance of state and local taxes in determining the lo-
cation of industrial enterprises is determined entirely by the
magnitude of the differences between the tax bills at alternative
sites. If labor cost differentials are greater than tax cost differ-
entials, then, by definition, labor costs are more important than
tax costs in determining industrial location. If tax cost differ-
entials are greater than transportation cost differentials, then,
by definition, tax costs are more important than transportation
costs in determining industrial location. This argument does not
disturb the conclusion that it is the total comparison that is
significant, for the argument simply grades the component parts
of the decision in terms of their importance. The conclusions
will, of course, be different for each enterprise considered. For
some types of enterprises transportation costs to the market
are inherently large. For other types of enterprises transporta-
tion costs from the source of raw materials are inherently large.
For other types of enterprises labor costs are inherently large.
For other types of enterprises rental charges (actual or im-
puted) are inherently large. But in every case tax burdens play
the same “negative” role as every other cost element in the
calculations.

The fact that the present study is aimed at the significance
of tax differentials makes it possible to conclude that a number
of enterprises are, on theoretical grounds, likely to be relatively
insensitive to tax lures or to tax hardships. The reasoning, of
course, is simply that such enterprises are, by the nature of their
operations, likely to be relatively sensitive to other costs. For
the most part, such enterprises feel the especial power of trans-
portation costs. Thus, enterprises manufacturing perishable
commodities feel obligated to locate close to the market because
the costs of refrigerated or other preservative transportation
are generally high. Similarly, enterprises concerned with trans-
forming bulky raw materials into compact finished products
feel obligated to locate close to the source of the raw materials
because the costs of transporting the raw materials are signi-
ficantly greater than the costs of transporting the finished prod-
ucts. It is possible to construet a theoretical situation in which
an enterprise normally attracted to the source of raw materials
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could be lured closer to the market by tax differentials, but in
many such cases the tax differentials would have to be much
larger than can reasonably be expected to arise among states
that are conscious of the locational problem.

In locational theory transportation costs are somewhat unique.
The locational problem is a spatial problem. Transportation
costs inevitably show spatial variation if, other things being
equal, distances are different. Tax bills in two widely separated
taxing jurisdictions may be identical. Labor costs in two alter-
native areas may be identical. Rent charges at two alternative
gites may be identical. But given the mode of transportation,
given the fact of a homogeneous terrain, and given all of the
other factors (except distance) that can influence transporta-
tion costs, transportation costs are a positive function of dis-
tance. Thus, distance from raw materials and distance from
markets are always sources of cost differences and must, in some
fashion, enter into every locational decision. This inevitability
that attaches to the relationship between transportation costs
and industrial location explains the fact that much of the eco-
nomic theory of plant location is concerned exclusively with
differences in transportation costs, as though this were the only
significant variable in the problem. It is possible to plot, on a
map, a set of transportation cost “contour” lines to show, for a
market-oriented enterprise, the circumference on which trans-
portation costs to the market are identical. As the distance from
the market increases, in all directions, the transportation costs
increase.'® Clearly, the same analysis cannot be made for other
kinds of costs. To the extent that markets are related to the de-
gree of urbanization, and to the extent that the degree of urban-
ization is associated with high rental charges and, sometimes,
with high assessed valuations for tax purposes, these costs may
have something in common with transportation costs. But there
is nothing “inevitable” about the geographical variations in
these non-transportation cost items. In the final calculations im-
plied by locational theory the transportation dollar has no more
significance than the rental dollar or the tax dollar. But for
certain types of enterprises it is safe to assume that differences
in transportation costs are likely to be greater than differences

13. One of the most comprehensive theoretical treatments of location is that of August
Ldsch, The Ecomomics of Location, translated from the second edition by William H.
Woglom and Wolfgang F. Stolper, Yale University Press, New Haven, 1954. See also a
review artiele by Stefan Valvanis, “Lésch on Location”, in The American Economic Re-
view, September, 1955, pp.637-744. The Liésch work, constructed on traditional assumg-
tions of economic theory, covers a much wider field than that of transportation costs

and, in fact, a much wider field than that of industrial location.
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in all of the other costs combined. For this type of enterprise it
would be possible for a taxing jurisdiction to increase its tax
burdens by large amounts without offsetting the transportation
cost advantages. Indeed, it is likely that the tax costs could be
increased to the point at which it would be impossible for the
enterprise to continue in business. In spite of this it may not pay
the enterprise to change locations. Under these circumstances,
the business would simply cease to exist. In cases of this sort,
taxes may not be considered to have any locational effect, other
than that of determining whether the business will operate
at all.

The foregoing is, then, a rough sketch of the theoretical argu-
ment concerning industrial location. The argument concludes
that differences in tax burdens are just as important as compar-
able dollar differences in any other cost factor. In theory, a
particular site is selected only after an analysis of total costs,
so that the ultimate importance of tax burdens is determined
entirely by the relationship between the size of the tax differen-
tials and the sizes of the differentials for other cost factors. On
the assumption that businessmen behave with perfect rational-
ity in their locational decisions, and on the assumption that they
are able to collect enough information to transform the theoreti-
cal model into a practical calculus, the theoretical conclusions
are incontestable. Theoretical debate on the significance of taxes
in the locational decision thus seems entirely without point.

Difficulties of measurement

Although the theoretical argument provides some important
insights into the practical problem of industrial location, the
theory exists in too rarified an atmosphere to be useful as an
explanation of the manner in which locational decisions are act-
ually made. In the first place, businessmen are not “perfectly
rational” individuals, in the traditional economic sense of the
term. Partly because of intra-corporate power arrangements,
and partly because of individual personality traits, business-
men are more than occasionally guided by emotional considera-
tions, by untested prejudices, or by considerations of personal
comfort or advantage. It must be remembered, too, that ration-
ality itself can be a costly luxury. If all of the logical require-
ments of the theory were to be fulfilled in practice, it would be
necessary for the firm to employ an army of expert data-gath-
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erers and banks of electronic calculators. For any but the largest
_enterprises such attempts at rationality are likely to prove
highly irrational.

The most serious limitation to the practical application of the
theory of industrial location comes from the fact that detailed
quantification is virtually impossible. In the field of state and
local taxes this limitation is particularly powerful. The difficulty
is not merely that of being unable to plan for a definite set of
tax costs over a long period of time. The difficulty is that of be-
ing unable to determine, with reasonable certainty, the first
year’s tax costs. It is this difficulty that provides the most im-
portant distinction between the tax costs and the non-tax costs.
It is generally possible to determine, before the bills have to be
paid, what the rental charge will be. And it is generally possible
to determine what the prevailing wage rate is and how this
prevailing rate will be adjusted by the entry of a new enterprise.
It is also possible to determine the architectural and engineering
requirements in advance and to plan a definite set of operational
costs for each of the potential sites. Transportation costs may
be established without difficulty. Only in the case of tax bur-
dens is it impossible to make a definite pre-determination of
costs. It may be, to be sure, that such determination is possible
for some of the sites on the list. But a comparison of total
costs is impossible unless there is a definite determination for
all of the sites.

The difficulties faced by the location expert in determining the
magnitude of the tax burden differences between a series of al-
ternative sites are exactly the same as the difficulties faced by
the tax analyst in attempting an objective measurement of
interjurisdictional tax burden differences. These difficulties have
already been described at some length in Chapter I, and are fur-
ther discussed in Chapters VI and VII. They need not, there-
fore, be described at length here. Briefly, however, the difficul-
ties come from the fact that it is not possible to assume that the
tax burdens implied by the law are the same as the tax bur-
dens actually imposed. In many cases a good deal of discretion
is permitted the tax administrator. In other cases the tax admin-
istrator assumes discretionary power without specific statutory
authorization. In other cases the law provides for tax relief if
the taxpayer satisfies certain conditions. In other cases the law

is precise and the administrator is inflexible. In other cases the
administration is sufficiently lax to make tax evasion a profitable
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risk. In very few cases is it possible to examine the tax laws
and arrive at a tax cost figure in which great reliance may be
placed. Although all types of taxes are subject to the same diffi-
culties of interpretation, the income tax and the property tax
are undoubtedly the chief offenders. Through administrative
adjustments to the formula by which taxable income is deter-
mined, and through arbitrary and inexpert appraisal practices,
these taxes often obliterate Adam Smith’s familiar cannon that
taxes be “certain”.

In one other sense taxes tend to be less certain than do other
types of costs. All costs are, of course, subject to variation
through time, and all are, to a certain extent, unpredictable. But
for the individual firm tax costs are probably unique in the
degree to which they may fluctuate and in the extent of their
unpredictability. An apparently small change in the tax laws,
involving virtually no revenue change for the taxing authority,
may have a very considerable effect upon the tax burdens of
individual enterprises. Changes in the growth pattern of the
state or of individual communities can bring unexpected prob-
lems of providing governmental services; and hence unexpected
‘tax problems. Changes in the composition of the legislature or
of the administration, and consequent changes in the philosophy
or techniques of government, may impose totally different tax
burdens upon individual corporations than those which were
imposed before the changes. Changes in non-tax costs are re-
lated to changes in the economy as a whole. Changes in tax
costs may be quite unrelated to general economic changes. A
state with a low corporate income tax rate may find itself in
fiscal straits and be forced to double the rate. Changes in non-
tax costs tend to be continuous. Changes in tax costs may be
discrete and violent. A state may spend a decade reducing pre-
viously-accumulated surpluses in a desperate effort to maintain
its low tax rates. When the surplus is turned into a deficit the
state may feel obligated to attempt “recovery’”’ in one or two
years with extraordinarily high tax rates. Property tax assess-
ments may deteriorate for fifty years. The final discovery that
the situation is intolerable may result in a shocking revision, to
redress, in a single year, the ills of half a century. The immi-
nence of a radical departure from the status quo is rarely obvious
on the surface and is never indicated by a simple examination
of the existing statutes. Such changes are the source of the in-
herent and unique unpredictability of state and local tax

bu;dens.
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The fact that reasonably accurate tax differentials cannot
generally be calculated by a corporation interested in industrial
location does not, by any means, prove the unimportance of
taxes in the locational decision. It merely adds a new dimension
to the tax calculus and takes practice one step further away
from theory. The difficulties of measurement force state and
local taxes to play a secondary or a tertiary role in the locational
decision. Thus, the corporation will typically establish a set of
minimum econditions which must be met by the new location.
Although these conditions may not be expressed in cost terms,
they will clearly have a cost reference. The probability is that
taxes will not be on this minimum-requirement list. Different
basic factors will naturally appear for different corporations.
One enterprise may require a large water supply. Knowing that
the cost of supplying water by other techniques tends to be high,
such an enterprise will probably include a running stream as
one of its basic requirements. Another enterprise may know,
from experience, that the cost of air conditioning and air filtra-
tion is extremely high for the kind of operations involved. Such
an enterprise will tend to include a temperate climate on its
list of most-favored factors. Still another enterprise may realize
that no conceivable cost differential could offset the costs that it
would have to bear if it did not locate close to a source of elec-
tric power.

Any number of factors may be considered to be of primary
importance, but it is probable that there are very few enter-
prises that would include state and local tax differentials in the
list of basic considerations. There can be only two reasons for
this omission: either tax differentials between jurisdictions are
small relative to differentials in other costs, or it is impossible
to calculate tax differentials with any confidence. In view of the
fact that some enterprises are known to exhibit sincere dissatis-
faction with particular locations because of tax differentials
discovered after location, and because of the evidence contained
in Chapters V, VII, and VIII of the present report, it is here
maintained that the only defensible argument for the omission
of state and local taxes from the list of primary considerations
for the majority of firms is the inability to discover the real
differences in burdens between alternative sites.

The statement of the basic requirements will, of course, nar-

row the list of possible sites by eliminating those sites which are
obviously unsatisfactory. Even in this primary consideration,
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however, it is too much to expect that management determine
every site that could possibly satisfy the basic requirements,
unless, of course, these requirements are so unique that they are
met by a very small number of locations. As a result, many tax-
ing jurisdictions will not have an opportunity to display their
wares. Some will be eliminated because they do not offer the
basic requirements. Others will be eliminated because of the pre-
judices of management or because of the prejudices of the
professional industrial location experts. Others will be elimi-
nated because of the fact that human beings occasionally over-
look a good thing.

Once the list of possible sites has been narrowed to those
which can fulfill the basic requirements, there is likely to be a
consideration of those factors which are considered to be “de-
sirable but not essential”. The secondary consideration simply
implies that these factors are known, perhaps intuitively, to in-
volve smaller cost differentials than those involved with the
primary factors. But still it is unlikely that taxes will be con-
sidered in any clear, quantitative way. Some enterprises may
consider that the differences in labor costs emphasize the desir-
ability of the remaining locations in the Southeastern states.
Other enterprises may consider that the differences in labor
skills emphasize the desirability of the remaining locations in
the Northeastern states. Still other enterprises may conclude
that the costs involved in a location in the midst of industrial
overcrowding are too great. In any event, a second process of
elimination takes place. Once again, many taxing jurisdictions
are eliminated before they have had a chance to prove their low-
tax status, for the simple reason that other, more easily calcu-
lated and more readily predicted elements are found to be un-
congenial.

By this argument, industrial location appears to be a process
of elimination. Some sites are rejected because non-tax costs
are known, by common sense, to be prohibitive. Other sites are
rejected because non-tax costs are known, by actual measure-
ment, to be relatively high. But it would seem that, until the
final step, sites are not rejected because taz costs are known to
be relatively high. This kind of knowledge simply does not fit
the pattern of state and local taxation. Thus, because of imper-
fect knowledge, taxes are relegated to the position of final
arbiters. When everything else has been decided, and when
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everything else has been found to produce equal advantages for
those sites which have not been eliminated, taxes may be con-
gidered to be the deciding factor.*

The fact that tax differences are capable of only imperfect
discovery would seem to be sufficient reason for relegating state
and local taxes to this role of final arbiter. But there is another
reason which may be introduced as a second line of defense. This
reason is embodied in the observation that tazes are considered,
by many corporations, to be negotiable payments. There are few
areas in the American economy in which higgling and bargain-
ing may still be practiced. The modern market place with fixed
prices has taken over the bazaar. But state and local taxes have
fallen prey to the “fair trade” principle in a legalistic sense
only. Outside the law (although sometimes permitted by the
law) bargaining is still possible. Furthermore, industrialization
has been endowed with such an air of desirability that, when a
corporation presents a dozen possible locations in various states,
and when the choice is made to rest upon tax concessions be-
yond the law, the corporation often finds itself bargaining from
a position of considerable strength. In this way at least part of
the uncertainty of state and local taxes is removed in the final
stages of the locational decision.

To the extent that tax considerations are introduced at earlier
stages in the deliberations they tend to take the form of a cal-
culation of the obvious. In the same way that a site may be re-
jected because of an obviously inadequate water supply, a site
may be rejected because of an “obviously” inadequate tax levy.
A high corporate income tax rate, a demanding allocation for-
mula, a high franchise tax rate, and high property tax rates
will tend to prejudice the management against particular states
or against particular sites within a state. The results of such an
incomplete examination may be quite invalid. But they will per-
mit the corporate officials to sift out those states whose tax bur-
dens appear to be high. Faced with the monumental task of per-
suading 2 large number of local tax assessors to disperse, for
a moment, the clouds of mystery which surround local assess-
ment practices, and faced with the equally monumental task of
persuading a large number of state officials to generalize on the

14. The conclusion that industrial location takes the form of a process of elimination
rather than the form of a simultaneous solution of countless variables is suggested by
Glenn E. McLaughlin and Stefan H. Robock, Why Industry Moves South, National Plan-
ning Association, Washington, D. C., 1949, chapter 3; and again by Stefan H. Robock,
“Industrialization and Economic Progress in the Scutheast”, The Southern Ecomomic
Journal, April, 1954, pp. 317-319.
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subject of special determinations, a corporation in the begin-
ning stages of the exploration for a new location can hardly be
expected to do more than examine the tax laws and related
material, and, perhaps, to conduct the kind of hypothetical com-
parison illustrated in Chapters VI and VII of the present re-
port. In such considerations the state that conceals, however
inadvertently, the low-tax elements of its tax structure is
clearly at a disadvantage. Conversely, the state that conceals the
high-tax elements of its tax structure is clearly at an advantage.
The real tax advantage may, in fact, lie in the state that is re-
jected because its apparent tax burdens are excessive.

The role of state and local taxation in the locational decision
thus appears to have two facets. If taxes are considered early
in the explorations, the calculations are likely to be of the obvious
aspects of the state and local tax structures. If taxes are con-
sidered late in the explorations, it is probable that they will
serve as the final element in the choice between a number of
sites which are otherwise comparable in their locational advan-
tages. In this latter event, the tax calculations which form a
part of the final decision may be concerned only with the ap-
parent differences or they may be the result of extended nego-
tiations in which several taxing jurisdictions act out the roles
of competitive suitors.

Even though the calculations of interstate tax differentials
are, of necessity, superficial in character, it is still important
for the businessman to have some idea of the magnitude of
these differentials. It is impossible to say, however, how great
the interjurisdictional differences must be before they may be
assumed to influence industrial location. For some enterprises
the non-tax factors may be in such close balance that small tax
differences may tip the scales. Assuming a prior decision to lo-
cate somewhere in the Southeastern states, the probability is
that many of the non-tax factors show such similarity in the
region in question. It may thus be that, in this kind of intra-
regional competition for industry, taxes play a more important
role than they do in inter-regional competition. It is wise to re-
member, however, that a simple comparison of state and local
tax burdens is not enough to indicate, even superficially, the
magnitude of the interstate differences. Almost all state and
local taxes levied upon corporate enterprises are permitted as
deductions from gross income in the computation of federal in-
come tax liability. With the present federal income tax rates,
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the absolute differences between alternative sites must be re-
duced approximately 48 per cent to provide a measure of the
kind of tax differentials that influence tax location. Thus, a dif-
ference of $1,000 in the state and local tax bills of two taxing
jurisdictions would, in effect, be a difference of only $520 if
federal income taxes were taken into account. The same thing is
true, of course, of other types of costs which are allowed as
deduections in the computation of the federal income tax base.
The magnitude of the difference is further reduced by consid-
ering the effect of the new location upon the allocation ratios
and the state income tax liabilities in other states in which the
company operates. Although this feature of the problem is
often neglected in locational problems, it can have extremely
important implications for a company planning a large, new
installation.

Effects of tax lures on industrial location

Mr. Philip Hammer has classified industrial development ac-
tivities on the part of governments in the South as “instructive,
constructive, and seductive.”’® The “instructive’” category cov-
ers informational and research services of all kinds. The “con-
structive” category covers programs of public expenditure of all
kinds. The “seductive” category covers special incentives con-
sciously developed to lure industry to a location in specific states
or in specific localities. One of the most important of such lures
is the tax exemption or the tax concession, and of these, the
most important is the plan whereby new or expanding industry
is granted a temporary property tax exemption (usually a
partial exemption) for a specified number of years.l®

Professor William D. Ross, of Louisiana State University,
has commented, at the conclusion of his study of the effects of
the Louisiana 10-year property tax exemption program, as fol-
lows:

“Theoretical analysis and empirical evidence presented in
this study coincide to support the widely held belief that the
industrial property tax exemption will, under special cir-
cumstances, serve as the deciding influence upon the deci-
sions of management to develop and to locate a new enter-
prise in Louisiana rather than in another state. In such a

case, the added employment, income, business activity, and
the new tax base thereby created in the community where

15. Philip Hammer, op. ecit.

16. Of the eleven states in the Southeast, Alabama, Louisiana, Mississippi, and South Car-
gna make use of the temporary property tax exemption as s conscious lure to indus-
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the plant is located and in the State may well offset the di-
rect and indirect costs of the exemption. Only in such a
case, however, can an economic justification for the grant-
ing of the tax exemption be found. The results of this study
indicate that such cases are very few in number, that
exemptions cannot be so selectively employed, and that the
cost in terms of lost revenue entailed in the granting of
exemptions to all firms is great in proportion to results.'?

Thus, as was to be expected from industrial location theory,
temporary property tax exemptions may be instrumental in
attracting some enterprises to the state granting such exemp-
tions. But many enterprises that would have located in the state
without such exemptions accept the exemption as a gratuity. As
a result, the technique “gives away’” much more than it needs to
give away in order to attract industry. This excessive benefi-
cence can have only two results: It can result in lower govern-
mental expenditures, or it can result in shifting the tax burden
to some other taxpayers’ shoulders. It may be argued that, to
the extent that mew industry is attracted, there will be no loss
of revenue but only a failure to gain revenue. This argument is
correct enough as far as it goes. But to the extent that the par-
ticipating firms would have entered the state without the exemp-
tion, the exemption represents an unnecessary failure to gain
revenue. Furthermore, while industry undoubtedly does not ex-
hibit the same demands for direct governmental services as do
retail establishments and homeowners, industrial growth never-
theless brings the need for greatly expanded governmental serv-
ices of all kinds. If the revenue structure fails to keep pace with
the need for governmental services, there must, of course, be a
reduction in the level of such services.

If the level of services is maintained, the tax burdens that
would have been borne by the new enterprises would have to
be borne by other taxpayers, corporate and personal, in the
exemption state. It is important to note that after the expira-
tion of the exemption period the enterprise able to obtain the
exemption will be forced to bear the relatively high tax burdens
in order to permit the continuing exemption for other firms
newly entered. The enterprise will, in effect, be helping to pay
for its own exemption. This pattern would certainly be apparent
if the granting of the property tax exemptions served, by frac-
tionalizing the base, to increase the property tax rate. But ad-
justments to the exemption may take place entirely outside the

17. William D. Ross, Louisiana's Industrial Taxz Ezemption Program, Division of Research,
College of Commerce, Louisiana State University, Baton Rouge, 1953, p. 47T,
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property tax area. It may be that the corporate net income tax
rate will have to be raised to help carry the burden of the new
exemptions. In this case, the exempt firm will still receive a net
advantage from the property tax exemptions as compared with
other taxpayers in the same state, but the interstate advantage
will be greatly reduced or eliminated altogether.

There are some reasons for believing that a good many busi-
nessmen look with distrust upon temporary exemption schemes.
The feeling is apparently strong that the level of governmental
services will suffer or that the tax structure will contain hidden
devices to assure the artificiality of the exemption. It may thus
be that the temporary exemption programs have actually dis-
suaded some enterprises from new location in favor of states
with a declared policy of ‘“fairness and equity and no free-
rides’’.

Too little attention has been paid to the relationship between
industrial location and governmental services, the relationship
implied by Mr. Hammer’s “constructive” activities. On the sig-
nificance of these policies Mr. Hammer commits himself with a
strong declaration of faith:

“The ‘constructive’ aspects of Southern industrial devel-
opment are not usually recognized as part of the program.
No state development agencies have responsibility for this
type of activity—and yet I personally believe that it is by
all odds the most important factor in industrial expansion.

“The South faces the need for a tremendous additional
investment in its public facilities—its streets, schools,
libraries, parks, water and sewer systems, and other phy-
sical improvements. It has already made substantial in-
vestments, but the task has just begun.”’8

In some cases the insufficiencies of governmental services will
force the company to provide essential services for itself. Such
basic requirements as fire protection, police protection, sewage
facilities, water supply, and even employee transportation facili-
ties may have to be provided privately if they are not provided
publicly. In a community in which such services are missing or
in which they are inadequate for a large industry, the low tax
bills imposed by the community may not be considered to be
economic gravy. The substitute costs that would have to be
borne by the company may, in fact, more than offset the low tax

18. Philip Hammer, op. cit. These views are expressed by many economists and location
experts as well as by many individual businessmen. The importance of such governmental
services is stressed, for example, by Mabel Walker, op. cit., p. 27. In an article in

Fortune, July, 1956, by Richardson Wood, the only reference to the locational effect of

taxes is in terms of the worry of the businessman that taxes might not “keep up with

the requirements for schools and streets and sewers”, p. 128.
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status of such a location. In other cases the insufficiencies of
governmental services cannot be remedied by private operation.
Roads, highways, port and airport facilities are among the serv-
ices which must be considered indispensible to industrial loca-
tion and which are almost universally recognized to be govern-
mental in character. But industrial enterprises are more and
more recognizing the need for governmental services which do
not directly influence the costs of the business. Hospital facili-
ties, parks, libraries, and other recreational and cultural facili-
ties are often considered to be extremely important. A good sys-
tem of schools for the children of company personnel stands
high on the list of primary requirements of many companies. It
is commonly recognized, too, that the values of a good school
system extend beyond the needs of company personnel. These
values are, from the company’s point of view, the intangibles of
community stability and social health. If taxes are reduced at
the expense of these services, or if the reduction in taxes serves
to delay the necessary expansion of these services, the result
may very well be a diminished interest in the community as a
possible industrial location. To this extent, low taxes (at least
extremely low taxes) may have exactly the opposite effect to
that desired. They may, in fact, drive industry away.!®

There is thus no clear answer to the old question of whether
state and local taxes significantly affect industrial location. At
the first level, the answer depends upon the magnitude of the
differences between the tax bills of the sites in question. Even
after the differences between state and local tax bills are re-
duced by the proper consideration of the federal income tax, it
is apparent, by even a superficial examination, that fairly large
differences in state and local tax bills do exist. But these differ-

10. It is possible to draw this interpretation from an extension of the findings of a very
interesting study by Clark C. Bloom, *“State and Loecal Tax Differentials and the Loca-
tion of Manufacturing”, Studies in Buai and E ics, New Series, No. 5, Bureau
of Business and Economic Research, College of Commerce, State University of Iowa,
Iowa City, lowa, March, 1956. The author makes use of a correlation technique to test
a number of postulates regarding manufacturing location and state and local tax bur-
dens. The author shows that “there is only a rather unimportant relationship between
state tax collection levels and increases in manufacturing employment, But it (the statis-
tical evidence) indicates that manufacturing employment increased most where per capita
gains are highest.”” (p. 26) The probability that higher per capita taxes are related to
higher service levels may indicate the favorable attitude with which businesses approach
areas in which governmental services are adequate. In addition, the author found that
“there is no discernible tendeney for growth in manufacturirg emnlovment tn re de-
pressed where corporate income and license tax collections are high.” (p. 34, italies
added.) Unfortunately, the evidence does not seem fully to support the conclusion that
“state and loeal tax collection differences from state to state as they presently ewist are
not important to the mass of industrial location decisions.” (p. 40) This may be true
when aggregate collections are idered, but it may or may not be true when corporate
tax burdens are considered. The author’s n with “busi taxes” does not remove
this diffienlty, for he has ineluded only those taxes which are ezclusively corporate taxes.
He has not idered, for le, the effects of corporate property taxes upon the
corporate decision.
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ences in tax bills must be interpreted differently for different
enterprises. For some types of businesses the tax differentials
will be insignificant as compared with the differentials in trans-
portation costs or labor costs or building costs. For other types of
businesses the tax differentials will not only be significant, but,
in all probability, constitute a determining factor. In any event,
the tax differentials that are used in any but the final calcula-
tions are almost certain to be hypothetical and superficial. It is
in the nature of state and local taxation that, without collusion
between taxpayer and tax collector, certainty in the imposition
is virtually unknown. In the final stages of the decision-making
process, it may very well be that many enterprises acquire cer-
tainty through the bargaining process. But even this apparent
certainty must be tempered by the possibility of a change of
administrative personnel, a change in the political atmosphere,
or a change in the law itself.

State and local tax bills thus present a greater problem of
uncertainty to the corporate official than almost any other cost.
It is this uncertainty that forces a consideration of the apparent
tax differentials. But even in this sense, tax differentials must
be compared with the differentials in other costs before the
locational analysis becomes truly meaningful.

For many reasons, the differentials in non-tax costs are likely
to be greater if the comparison spans a wide geographical area
than if the comparison spans a narrow geographical area. Re-
gional comparisons, for example, are likely to show greater non-
tax cost differences than are comparisons between counties of
the same state. As compared with other regions of the United
States, the Southeastern region exhibits a low level of wage
rates. The differences between wage rates (and consequently
labor costs) are hence much greater in the regional comparison
than they are if wage rates are compared within the Southeast-
ern states. Price levels in general also tend to exhibit significant
regional differences, partially, no doubt, as a result of the differ-
ences in the wage component of the price level. Assuming fixed
market conditions and assuming a fixed distribution of natural
resources, transportation cost differentials tend to be greater
if the distance between the prospective sites is large than if the
distance is small. Taxes, on the other hand, may or may not
exhibit greater differences between sites that are widely sep-
arated than between sites that are narrowly separated. Assum-
ing perfect knowledge of all these cost differentials, it may thus
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be that state and local taxes play a very slight role in the selec-
tion of the regions of industrial location, a slightly more impor-
tant role in the selection of the states of industrial location, and
a still more important role in the selection of the locality of in-
dustrial location.

On the question of the relationship between industrialization
and state and local tax burdens the theoretical conclusions are
clear and unequivocal. In the practical terms in which the prob-
lem of industrial location must be phrased in a policy debate,
the answers are much less clear. If anything, these practical
considerations tend to diminish the importance of state and
local tax burdems in the locational decision. Nevertheless, it
seems fair to say that tax policies are often formulated on the
basis of the theoretical reference, however intuitively recog-
nized, rather than on the basis of the institutional realities. But
even more significantly, policy action often results from a simple
statement of the magnitude of the differences in apparent tax
burdens as between competing tax jurisdictions. This unsophis-
ticated approach does not receive even theoretical sanction.

It is probable that much of the policy reasoning is based upon
contentions advanced by enterprises already located in the state
in question. The contentions may take the form of an implied
threat by such enterprises to leave the state unless the tax bur-
dens are reduced to levels comparable with those which seem
to be imposed by other states with “equal locational advan-
tages”. Or the contentions may take the occasionally more force-
ful form of a suggestion that other enterprises not now located
in the state but urgently needed in the industrial community
will not seek location unless the tax burdens are reduced to
levels comparable with those which seem to be imposed by other
states. In either case, the arguments are likely to be extremely
effective in a state that is searching desperately for new indus-
try and seeking to retain the industry it now has.

SQuch arguments are, of course, a natural product of the desire
of business institutions to reduce total costs wherever possible.
Once a business has located in a particular state the business
has a clear economic motive to attempt a reduction in its state
and local tax bill, whether the expectation of this tax bill played
a major role, a minor role, or no role at all in the locational de-
cision. In this sense, state and local tax burdens may be much
more important in retrospect than in prospect. The recognition
of the origins of this argumentation does not prove that the
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contentions are necessarily invalid. It merely emphasizes the
need for exercising due care in the policy process and for ex-
ploring below the surface of any self-serving declarations.

CONCLUSIONS

North Carolina’s need for increasing the size and improving
the economic quality of its industrial family is indisputable.
Although the attraction of more and better industry should not
be considered to be the complete solution to North Carolina’s
economic problems, it is-clearly essential that such attraction
occupy an extremely important position in the roster of North
Carolina’s economic policies.

From the point of view of practical policy, the question arises
as to whether the North Carolina tax structure should be con-
sidered to be an instrument of industrial attraction. In the pres-
ent study no attempt is made to answer this question categori-
cally. But the preceding discussion has pointed to several dan-
gers inherent in the use of extremely liberal tax favors as the
foundation of a program of industrialization. These dangers, and
associated argument, may be summarized as follows:

1. It is difficult, if not impossible, to devise the tax attrac-
tions so that they will apply only to those new enterprises
considered to be desirable additions to the North Carolina
economy and that could be attracted to the State by no
other device. It may even be politically difficult to restriet
the favors to new enterprises. Because of the fact that the
policies cannot be selective, the effects of the policies on
revenue are necessarily great as compared with the eco-
nomic accomplishments.

2. Important problems of equity arise if the total tax bur-
dens of state and local governments are shifted to other
taxpayers. These problems of equity relate to the distribu-
tion of tax burdens within North Carolina. It may be, in
other words, that an attempt to solve the problems of an
unfavorable interstate comparison will create even greater
problems in the intrastate comparison.

3. If tax burdens are shifted to corporations not granted tax

relief, problems of survival may arise for these corpora-

tions even though they are unresponsive to interstate tax
differentials.
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If tax burdens are shifted to individuals, particularly those

individuals with relatively low incomes, the program of

industrialization loses much of its justification, for the
basic purpose of industrialization is to improve the lot of
such individuals.

Since state and local taxes tend not to be a matter of first

consideration for the majority of corporations, tax favors

may very well tend to attract the most mobile business
enterprises, i.e. those enterprises which are not committed,
by the force of non-tax considerations, to remain long in
the chosen location. If North Carolina’s tax policies were
to change at a later date, or if other, so-called “competi-
tor” states offered a more attractive tax package, these
migrant industries might well feel the impulse to move
out of North Carolina as freely as they moved into North

Carolina. It is probably true that the community’s stake

in “not-moving-out” is even greater than the community’s

stake in “moving-in”.

. In adopting a policy of conscious attraction through ex-

treme tax concessions, North Carolina would be firmly

committed to a policy of competition with other states.

This competition would, undoubtedly, have its most im-

portant manifestations among North Carolina’s companion

states in the Southeast. At this point, two supplementary
questions must be posed. These are as follows:

(a) Is interstate competition within the Southeastern re-
gion necessary or desirable? There is good reason to
suppose that the answers to both of these questions
must be in the negative. There is, in fact, much to be
said for the view that North Carolina’s continued
economic development cannot take place without a
roughly comparable economic development of the
other Southeastern states. In recent years the mobil-
ity of Southern labor has been extremely high. Just
as the historical movement of population in the
United States as a whole has been described as a
“westing”’, so the modern population movement in the
Southern states might be described as a “northing”.
In this movement, North Carolina has been a “way
station”, receiving immigrants from more gsoutherly
states and dispensing emigrants to more northerly
states. Any substantial improvement in North Car-
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(b)

olina’s economic condition, accomplished at the ex-
pense of its meighbors in the Southeast, could only
speed up the immigration and slow down the emigra-
tion. North Carolina thus has an important stake in
the economic and social development of the South-
eastern region, and cannot afford the insularity im-
plied by a desire to compete with the states which
are its unfortunate companions in low economiec
status.

Is “successful” competition between North Carolina
and the other Southeastern states possible? This
question, even if it is assumed that state and local
taxes do have an important effect upon industrial
location, must also be answered in the negative. If
North Carolina is to “compete” with other South-
eastern states in tax concessions, it must be prepared
to offer roughly equivalent attractions. Assuming that
this is done, and assuming that this policy is success-
ful in attracting industry to North Carolina at the
expense of other Southeastern states, there is every
reason to suppose that the competition will at least
be matched by the competitors. Competitive indus-
trial attraction is by no means a one-way street. It is
not a policy practiced by one determined state while
neighbor states sit idly by watching the fruits being
consumed by others. The decision to pursue such a
course is thus not a decision to take the first step and
no more. It is a decision to participate in a long-run
program of ever-increasing concessions. The cumula-
tive results of such a program can only be disastrous
for all of the states who are willing to participate.

7. Since the tax costs of industrial attraction tend to be much
larger than they need to be (in view of the impossibility
of devising a highly selective policy of concessions), the
policy of extreme concessions carries the danger of lower-

ing

the level of governmental services. This danger is

particularly significant for North Carolina and the other
Southeastern states. Perhaps the primary need, purely
from the point of wview of industrial necessity, is for im-
proved educational facilities, of the vocational type and of
the type designed to produce a balanced, basic educational

system. The demands of North Carolina’s industrial fu-
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ture are such that both an increase in manual skills and
an increased emphasis upon higher education are essential
to continued progress. If tax concessions, designed to
stimulate economic development, have the effect of pre-
venting the extension of educational facilities at all levels,
the probability is that they will eventually prevent eco-
nomic development.
Without denying the possible importance of the tax comparison
for some types of businesses, it is thus possible to establish the
dangers of a policy of industrial attraction by large tax conces-
sions. But the same analysis makes it clear that a state runs the
risk of turning away potential industrial immigrants if its tax
structure is consciously diseriminatory against manufacturing
establishments or if its tax structure has an especially demanding
appearance. There is, therefore, much to be said for a periodic
analysis of the state and local tax structure to make sure that it
is fair in its impositions and equitable in appearance. Purely
from the point of view of enlightened self-interest, a state should
set out to grant whatever tax favors it sees fit through the legis-
lative process rather than through the administrative process.
Administrative discretion to deal with unusual cases is, of course,
indispensable, but it must be established as a general principle
that the area of administrative discretion should be minimized.
Administrative activity is, by nature, unavailable for public
serutiny and incapable of generalization. But the character of the
analysis that lies behind much industrial location is such that
only the published provisions and only those provisions which
can be generalized are taken into account. For every potential
industry that seeks to bargain with the local assessor or the state
administrative or relief agency there are, in all probability,
many more who are repulsed by the first examination of the tax-
ing statutes and the other superficial evidences of tax burdens.
From the point of view of the effects of taxation upon industrial
location, as from the point of view of the sound functioning of
a democratic process, there is no substitute for candor.




CHAPTER IV

THE REPRESENTATIVE SAMPLE APPROACH—
THE METHOD

A STATEMENT OF PURPOSES AND LIMITATIONS

The purposes of the representative sample approach are, theo-
retically, the purposes of the entire impact study. Of all the ap-
proaches available for use in the present study, only the sample
approach is theoretically equipped to describe individual tax bur-
dens of large groups of corporate taxpayers in the Southeastern
states. If it were possible to retain this quality through all the
adversities of the practical application, it would be possible to
answer almost any of the important impact questions posed in
the present study. Are the tax burdens imposed by North Caro-
lina on tobacco manufacturers greater or less than the tax bur-
dens imposed by North Carolina on textile manufacturers, furni-
ture manufacturers, extractive corporations, retail establish-
ments, or public utilities? Are the tax burdens imposed by North
Carolina on manufacturing enterprises greater or less than the
tax burdens imposed by other Southeastern states on the same
types of enterprises? Does North Carolina’s tax structure rest
more heavily upon foreign corporations than upon domestic cor-
porations, upon small corporations than upon large corporations?
Are the differences in tax burdens significantly greater as be-
tween the major industrial categories than as between individual
corporations within any one industrial category ? These and many

other questions are clearly within the theoretical scope of the .

representative sample method, and all are within the field of
interest of the impact study.

Unfortunately, the theoretical qualities that make the repre-
sentative sample method so attractive in problems of quantita-
tive inquiry cannot be preserved in the rough-and-tumble opera-
tions of an interstate comparison of tax burdens. As pointed out
in Chapter I, there is no source of information that may be util-
ized for the selection of a reputable sample in states other than
North Carolina. The scientific requirements of the random tech-
nique are such that it is necessary to have permanent access to
corporate income tax returns or to a complete listing of corpora-
tions required to file income tax returns. In order to collect the
necessary information for a measurement of tax burdens, it is
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similarly necessary to have unlimited access to tax returns or at
least to the names and addresses of the sample corporations so
that information may be obtained by direct questioning. Tax re-
turns are, of course, universally held to be sacred instruments
and are quite beyond the reach of the analyst who is without
official status in the jurisdiction in question. If official listings
of corporate names and addresses do exist for some states, these,
too, are generally considered to be confidential or are, for
mechanical reasons, unavailable.

The impossibility of selecting a sample that is representative
of the entire eleven-state area of the study thus makes it neces-
sary to adjust the purposes of the sample approach. The method
must be designed to disclose as much as possible about the dis-
tribution of tax burdens within North Carolina.! It cannot have
as its purpose the systematic analysis of the tax burdens im-
posed by other states of the Southeast. Its purpose is therefore
intrastate rather than interstate.

There are, of course, important reasons for wanting to know
as much as possible about the tax structure of North Carolina
and the way in which its burdens are distributed. In the first
place, the problem of whether the present structure spreads its
burdens fairly is a question of very real substance and stands on
its own as a possible stimulant to policy. But from the point of
view of the study of interstate impacts and the kind of policy
questions that might arise in connection with such a study, a
detailed knowledge of the existing tax structure is essential. It
may be, for example, that the interstate differences that do exist
(and that are described in other sections of this report) will
induce some sort of remedial action in North Carolina. Assume,
for the moment, that the tax system of North Carolina is found
to impinge rather heavily on the kinds of corporations that
would assist the economic development of the state as compared
with the burdens imposed by the tax systems of the other South-
eastern states. Assume, further, that there is a desire to address
some kind of policy to this situation and that the policies un-
der consideration are such as to reduce total revenue collec-
tions. From this point, there are several avenues which policy
might take, depending upon the extent to which the original
action is expected to affect revenues and depending upon the
strength of the desire to maintain (or increase) existing stand-

1. For purposes of the present study and, in fact, for all of the work of the Tax Study

Commission, there was virtually anlimited access to corporate tax returns of all kind:
in the files of the North Carclina Department of Revenue.
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ards and levels of governmental services. If it is desired to
maintain present ‘levels of expenditure and, roughly, present
levels of total tax collections, the original action must be bal-
anced by opposite adjustments to other parts of the structure.
These opposing adjustments may, in turn, take two forms. They
may be either specific adjustments applying to one kind of tax-
payer and one kind of tax, or general adjustments applying to
all taxpayers and all kinds of taxes. The first of these would
take the form of an adjustment to a particular tax base, to re-
move an exemption, to prohibit a deduction, or to eliminate an
exclusion. The second would take the form of an increase in the
tax rates, on an across-the-board basis (applying even to the
enterprises whose more favorable treatment created the need
for the adjustment). With the first, the increased burdens would
be localized to a particular group of taxpayers. With the sec-
ond, the increased burdens would be generalized, so that all tax-
payers would bear the same relationship to one another after
the increased burdens as before. These policy alternatives are
a little like the difference between poking a lump of wet clay
with the blunt end of a pencil and pressing a half-filled balloon
with the same instrument. In one case, the surface reaction is
concentrated in the area opposite the pressure. In the other case,
the reaction is diffused over the entire surface.

Whether recognized or not, a policy action in either direction
is based upon an assumption about the existing distribution of
tax burdens (if, that is, the problems of equity are considered
to have any importance at all in the development of a tax sys-
tem). A generalized increase is based upon the assumption that
the existing distribution is satisfactory, while a localized in-
crease is based upon the assumption that the area in question
is presently not bearing its full share of the tax burden. While
such decisions are usually based upon little more than intuition,
or, in some cases, upon convincing (and possibly correct) argu-
ments presented by interested parties, it is obviously desirable
that they be based upon as much factual information as it is
possible to muster. This is a role which the representative sam-
ple approach is excellently suited to fill.

Thus, in terms of policy considerations, the representative
sample approach has two connections with the equity problem.
If the sample approach itself shows up pronounced inequities
within the North Carolina structure, tangible evidence is pro-
vided of the need for revision, quite apart from the problems




94 THE IMPACT OF STATE AND LocAL TAXES IN

ison. If, on the other hand, the other ap-
d for policy in certain areas in order
to permit North Carolina to attain or maintain a desirable com-
petitive relationship with respect to industrial attraction, the
answers provided by the representative sample approach should,

if any confidence may be placed in them, assist in the decision

as to whether the “adjustment” policies should be general or
tieular areas which might

specific. They should also point to par
equitably be explored for additional revenues.?
Although the representative sample approach is thus aimed
at an analysis of North Carolina taxes, it may be agsumed to
have an incidental reference to the tax systems of other gtates
of the Southeast. The methods adopted in the sample approach
were designed to collect as much information as possible about
taxes paid and business done by the sample corporations in the
other ten states of the Southeast (listed separately) and in all
other states and countries (listed as a single entry). Because
of the way the sample was selected, many of the corporations
studied were found to have operations in states other than
North Carolina. This, of course, was particularly true of foreign
corporations (those chartered outside North Carolina), although
it was also true of many domestic enterprises. However, the
factor of multi-state operations was not considered in the proc-
ess of selecting the sample, and, since nothing is known about
the corporate populations of other states, it is impossible to
claim proper representation in these cases. The results of the
interstate comparison are thus advanced merely as supplemen-
tary to the other studies (which, of course, are also “non-repre-
sentative”) of interstate burdens contained in this report. They
certainly cannot stand on their own as proof of the nature and
degree of interstate tax differentials. :

Even with the circumscribed purposes assigned to the repre-
sentative sample approach, the methods adopted necessarily
diverged from theoretical perfection at a number of rather cri-
tical points. These difficulties were recognized in advance, and
every effort was made to minimize their effects. But it was in
the nature of the problem that some of the materials would fail
to yield to even the most strenuous efforts. Many of these diffi-

of interstate compar
proaches show up the nee

impact study is the corporate
lied by the guantitative analysis
There are, obviously,

2. It must be remembered ihat the subject matter of the

taxpayer only. Thus, any shifts of burden which are imp

must be understood to be shifts only within the corporate category.
many other things that need to be explored before it can be said that burdens should be
shifted from the corporate group to the persomal group, or from the personal group to

the corporate gTroupD.
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culties will become apparent as the explanation of the method
proceeds, but one or two must be mentioned at this point as
significant limitations to the purity of the techniques.

As pointed out above (and as more fully described below),
the sample itself was selected by methods carefully designed
to assure the “randomness” of the selection, to remove the pos-
sibility of conscious bias, and to minimize the incidence of un-
conscious bias. It is felt that these goals at least were satisfac-
torily achieved. Much of the information, however, had to be
collected by means of a questionnaire circulated to the sample
corporations. As was expected, a number of those to whom
questionnaires were sent did not reply, for one reason or an-
other, so that the sample was necessarily reduced in size. Many
of these blank spots were subsequently filled in by reference to
the tax returns of the sample corporations. This operation was
possible, for the most part, only for those corporations with all
of their operations in North Carolina. Although the residue
was relatively small, it was of such a character as to disturb
the distribution of the sample and seriously affect the random-
ness so carefully established in the selection process. Most of
these blank spots were, in turn, filled in by means of additional
persuasion addressed to the corporations originally selected,
and, finally, by means of a program of replacement. In terms
of the size of the final sample, only a few blank spaces remain,
and, although it cannot be said that these absentees are random-
ly distributed, there is reason to believe that distortion coming
from the sample itself is slight.

A serious problem was also encountered in the measurement
of the individual tax burdens. An early decision was made to
establish several lines of comparison, utilizing several different
“measures” of tax burdens. Some of the sample corporations
could not (or, in any event, did not) submit the kind of answers
that could be permitted to remain in the final results. Thus, in
terms of the actual measures utilized in interpreting the sample,
the sample is even more seriously restricted in size. Here, too,
there is no reason to suppose that the absent measurements are
randomly distributed. Neither is there reason to suppose the
contrary.

Finally, there developed a serious limitation of time and re-
sources. There can be no question about the fact that the origi-
nal sample was designed in an over-ambitious fashion. This was
done under some rather grandiose delusions about the avail-
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ability of staff and equipment. In any event, the difficulties had
the effect of limiting the time available for cross-checking cal-
culations and for making many interesting analyses which the
data would undoubtedly support. It is felt that the first does not
represent a serious limitation to the accuracy of the results. The
second difficulty may be removed at a later time, if it is found
desirable to do so.

THE CHARACTERISTICS OF THE POPULATION?®

According to the records of the North Carolina Department
of Tax Research, a total of 13,404 corporations filed corporate
income tax returns in 1953. These were classified into 18 major
groups of enterprises, as shown in column 1 of Table 1. The
classification system is that used by the Department of Tax
Research in the preparation of the biennial publication Statis-
tics of Taxzation, now published jointly by the Department of
Tax Research and the State Board of Assessment. The classi-
fication is based upon a careful examination of all corporate
tax returns for the year in question and the determination of
the “principle business” of each taxpayer, as indicated by the
taxpayer and as detectable from an analysis of the sources of
income and the nature of expenses. Separate classifications are
provided for corporations chartered in North Carolina (domes-
tic) and for corporations chartered in other states and countries
(foreign). Most of the major classes are further broken down
into sub-classes. These are shown as follows.* The alphabetical
designations indicate the “major” classes from which the sam-
ple was selected.

A. Agriculture and Extractive
1. agriculture and horticulture
2. lumber and lumbering
3. mining
4. stone, gravel, ete.

B. Construction and Contracting

C. Finance
1. banks
2. brokers
3. insurance agencies

3. The term *population’ as used in the present context is taken to mean all corporations
filing net income tax returns in North Carolina in the year 1953.

4. “Statistics of Taxation”, Biennial Report of the Department of Tax Research and the

State Board of Assesament, Raleigh, 1954, pp. 140 et. seq., and pp. 184 et. seq.
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4. insurance companies
5. mortgage and finance companies
6. collection agencies and factors

Food and Feed Manufacturers
bakeries

bottling (non-aleoholic)
brewers, distillers, and wineries
dairy products

food packers and. processors
milling, grain, feed, ete.
vegetable and fish oils and feeds

Nooe o

Forest Products Manufacturers

1. baskets, boxes, and wood products

2. furniture and furnishings

3. millwork, plywood and special lumber
4. paper and pulp

Mineral, Chemical and Metals Manufacturers

1 fertilizers and chemicals
2. metals and machine shop
3. stone and clay products

Textile Manufacturers

synthetics other than rayon
clothing and garment
cotton and cotton yarn
dyeing and finishing
hosiery

rayon and rayon yarn

wool and worsted

other textiles

B R o

Tobacco Manufacturers and Processers

Other Manufacturers

auto, body, and accessory manufacturers
business equipment and supplies
industrial equipment and supplies
newspapers

printing and publishing
all other manufacturing

Fr SRR L0100
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J. Miscellaneous
1. non-profit
2. holding companies
3. inactive
4, unclassified

Public Utilities

Recreation and Amusement

1. film distributors and producers

2. theatres

3. theatre equipment and supply

4. other recreation, booking companies, ete.

Service

advertising

beauty shop, etc.

burial associations, mutual
cafes and restaurants
engineering and management services
co-operatives

other service corporations
hotels and inns

laundry, dry cleaning, ete.
real estate and rental

000,01 BN 00 R

transportation (other than franchise utilities), taxi, ete.
undertaking
warehousing and storage

N. Automotive—trade

. gas and oil refiners, selling

. gas and oil retailers

. gas and oil wholesalers and distributors
motor vehicle dealers and distributors
motor vehicle manufacturers branch sales and
subsidiary selling
motor vehicle tires and accessories and services

0. Beverage, Food, and Drug—trade
beverage distributors
chain store, drug and grocery
manufacturers’ branch sales and subsidiary selling
. other retailers, drug and grocery
. wholesalers and jobbers, drug and grocery
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P. Equipment and Supplies—trade

building materials and supplies

business and office equipment and supplies

electrical, heating, plumbing equipment and supplies
industrial equipment and supplies

other equipment and supplies—agriculture,
construction, ete.

P (9 Mo

Q. General Merchandise—trade

department store -and mail order

chain stores

household furniture and furnishings
manufacturers’ branch sales and subsidiary selling
other retailers

wholesalers and jobbers

R. Unclassified—trade
1. bulk commodity distributors—feed, fertilizer, coal,
ice, etc.
commodity brokers and commission firms
publishing company sales
textile selling agents
tobacco dealers and warehouses
all other trade corporations

The classification scheme, established and maintained by the
Department of Tax Research, thus provided an excellent descrip-
tion of the total population. It was unfortunate that the 1953
classification had to be used, but this was the latest completed
classification available at the time the sample was designed and
selected. The 1954 classification was in the process of being pre-
pared, but it was impossible to delay the first steps of the
sampling operation until the completion of the list for the later
year.

Each of the corporations represented by a tax return in the
files of the Department of Revenue is also represented by a
summary information sheet in the files of the Department of
Tax Research, with one sheet for each corporation. It was these
sheets that were used as the tangible basis for the selection of
the sample. The information sheets are filed in four separate
groups: Domestic Taxable, Domestic Non-Taxable, Foreign
Taxable, and Foreign Non-Taxable. The designations “taxable”
and “non-taxable” refer to the liability of the corporation un-
der the North Carolina corporate net income tax law.

SN
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Section 105-152 of the North Carolina General Statutes re-
quires that “every corporation doing business in this State” file
a corporate net income tax return with the Department of Reve-
nue. Section 105-138 of the North Carolina General Statutes
lists a number of types of corporations that are “exempt from
tazation under this article” (italics added) but that are not con-
sidered to be automatically exempt from the requirement that
they file annual income tax returns. Most of the corporate types
listed in the exemption section are non-profit corporations, such
as fraternal beneficiary societies, building and loan associations,
co-operative banks, chambers of commerce, farmers’ fire insur-
ance mutual companies, and so on. The exemptions granted by
Section 105-138 in these cases are conditional exemptions, and
depend upon proof that the corporations are truly non-profit in
the year in question. Such proof clearly involves the submission
of an annual income tax return even though no tax is expected
to result. Many such corporations do, of course, pay other types
of taxes, such as property taxes, intangibles taxes, and fran-
chise taxes. There is, however, one exception to these condi-
tional exemptions in Section 105-138. This refers to the exemp-
tion, for purposes of the corporate net income tax, of “insur-
ance companies paying the tax on gross premiums” as specified
in Section 105-228.5 of the General Statutes. Although there is
no specific exclusion of these operating insurance companies
from the list of those required to file an income tax return, it is
assumed that the return filed in eonjunction with the gross pre-
miums tax is a sufficient declaration by these companies. Thus,
since the population considered for the representative sample
approach is defined by the corporations submitting corporate
income tax returns, it does not include operating insurance
companies. It does, however, include many corporations that are
conditionally exempt from the income tax, and other corpora-
tions which, because of their temporary non-profit status, paid
no income tax in the year in question.

-

THE SAMPLE DESIGN

With the total population of 18,404 corporations arranged in
major groups by type of business done, it was felt that it would
be possible to select a sample according to the requirements of
the “random stratified” sampling technique. It is a commonly
accepted statistical principle that confidence in the results can
be appreciably increased if the selection is systematically made
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from clearly defined strata in the population rather than from
the population as a whole.® Furthermore, the most important
questions to be answered are concerned with the differences
between various types of businesses rather than with an ab-
stract measure of the “average” tax burden imposed upon all
corporations in North Carolina. With these purposes in mind,
each class was looked upon as a separate “sub-population” with-
in the total for purposes of the sampling operation.

The first decision that had to be made concerned the total
numher of corporations to be selected for the sample. In this
decision there had to be two guiding principles. The first is
that, other things being equal, the larger the sample the better.
The second is that as the sample increases, the confidence in
the results increases continually but, beyond a certain point at
a decreasing rate. In other words, after a certain minimum
size has been attained, the addition of other items to the sam-
ple will add to the confidence with which the results may be
interpreted but it will add progressively less as more items are
added. It is still true, of course, that perfect confidence requires
a “sample” that is 100 per cent of the total population.
Basically, then, the decision regarding the size of the sample
must be made after consideration of the time and resources
available for the entire study. It was decided that it would be
possible to select and study a sample that was 25 per cent of
the total population. Thus, the decision was made to select
a total sample of 3,351 (rounded to 3,350) corporations. As
stated earlier, it was subsequently found that this decision was
somewhat ambitious in terms of the clerical staff and computa-
tional equipment that could be assigned to the representative
sample approach.

The next problem involved the distribution of the total sample
over the 18 classes into which the total population was arranged.
In the theory of random stratified sampling it is a recognized
principle that the larger the population of each class the smaller
the sample needs to be in order properly to represent the class.
By this “inverse ratio” theory of sampling, the percentage of
the population selected for the sample should be larger for those
classes containing relatively few items than for those containing
relatively many items. The alternative would obviously involve
the application of a uniform 25 per cent sample over all of the

5. Frederick E. Croxton and Dudley J. Cowden, op. cit., pp. 20-30.
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strata. It was felt, however, that the product from very scarce
resources would be maximized with the adoption of the inverse
ratio method.

TABLE 1

DERIVATION OF NORTH CAROLINA SAMPLE OF CORPORATIONS, BASED UPON 1953
CLASSIFICATION, BY TYPE OF BUSINESS

=
=

2 § | 2 £ | g

§ g | B o5 2 D g N

2 £33 | EES 83 Eg e | @

E 2 Bl ws-2 oy w32 E:E 2=

= 3 5 | @53 |=E22| 223 | £33 | A4 | £F
S = S | 555 |50e8| 255 | §3s | 523 | 45
P = = o= ®28| 2557 | 278 8o | =3
2 2 8 | 8«38 |Esgn| g3 | BSEg | gE6 | EE
) = Al = ol i)

E & g | 228 |23848| 8% | 284 | €ds | &

0 B

(1) 2) (3) (4) (8) (6) (T

H 2Tobacco.....ccovvesrsnsase a2 .239 8.00 80.00 25.80 .T6 26
A Agriculture and Extractive . 165 1.231 41.25 | 45.00 74.25 2.22 74
J iscellaneous. . ........... 220 | 1.641 55.00 37.39 82.26 2.45 82
L Recreation and Amusement. 263 1.962 65.75 32.80 86.26 2.587 86
F 3Mineral, Chemical, Metals. . 287 2.141 T1.75 32.60 93.56 2.79 94
D ?Food and Feed............ 387 2.887 96.75 891.80 | 123.07 8.67 123
K Public Utility. ............ 452 3.372 | 113.00 | 31.30 | 141.48 4.22 141
I 3Other Manufacturing. ..... 469 3.499 | 117.26 31.00 | 145.39 4.34 145
E 3Forest Products........... 516 | 3.850 | 129.00 | 80.75 | 158.67 4.73 159
B Construction.............. 635 4.737 | 158.75 | 29.75 | 188.91 5.64 189
0 4Beverage, Food, and Drug. . 701 5.230 | 175.25 | 29.00 | 203.29 6.07 203
R +*Unclassified Trade........ 715 5.334 | 178.75 29.00 | 207.35 6.19 207
C Finance.......ovvevesrvens 771 5.752 | 192.75 28.50 | 219.78 6.56 220
G Textile............. iaa 817 6.095 | 204.25 28.00 | 228.76 6.83 229
N tAutomotive Trade......... 1284 9.579 | 321.00 24.25 | 311.37 9.29 311
P i1Equipment and Supplies.... 1287 9.602 | 321.75 | 24.20 | 811.45 9.29 311
Q 4General Merchandise....... 2005 | 14.958 | 501.25 18.56 | 371 11.10 372
M Serviee.........ccc0000000 2398 | 17.890 | 599.50 15.75 | 877.68 11.27 378

Totals. ..ccovvvrvens 13404 | 99.999 [3351.00 25.002|3351.00 99.99 3350

NOTES: !Total number of North Carolina corporate income tax returns filed. Includes tazable and
non-taxable, foreign and domestic.

2Total sample as a percent of total population
3Classified as manufacturing corporations
4(lassified as trade coprorations

! Table 1 shows the classes into which the total population was
arranged, in ascending order of the number of items in each
stratum. Column 2 shows the number in each stratum ex-
pressed as a per cent of the total population. Column 3 shows
the number of items that would have fallen into each stratum
of the sample if a uniform sample ratio of 25 per cent had been
applied in each case. If this procedure had been adopted, the
sample of tobacco manufacturers would have contained only
eight items, hardly enough to be useful in statistical interpre-
tations; whereas the largest group, service corporations, would
have contained 599 items, more than needed to give adequate

representation to this type.
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Column 4 of Table 1 shows the adjustments that were made
to the uniform 25 per cent sampling. The extent of the adjust-
ment for each stratum can be seen by comparing the figures of
column 4 with the 25 per cent figure. In arriving at the adjusted
percentages, it was first decided how many items would have
to be included in the smallest three classes in order to assure
reasonable representation. In view of the non-continuous nature
of the population distribution, the resulting percentages for the
first three classes appear relatively large. Thus, the sample
was designed to contain 80 per cent of all tobacco manufacturers
and 45 per cent of agriculture and extractive corporations. In
view of the fact that there were only 32 tobacco manufacturers
in North Carolina in 1953, however, the total number selected
for the sample was only 26 (rounded). Similarly, the total num-
ber of agriculture and extractive corporations selected for the
sample was 74, out of a total of 165. The remaining sample was
distributed over the other classes according to the pattern set
by a declining straight line that crossed the 25 per cent standard
between stratum G (textile manufacturers) and stratum N (the
automotive group among trade corporations). In other words,
stratum G contains 229 items in the sample, or 5 more than it
would have contained if a uniform 25 per cent ratio had been
applied. Stratum N contains 311 items in the sample, or 10 less
than it would have contained if the uniform 25 per cent ratio
had been applied.

Column 2 of Table 1 may be compared with column 6. The
former shows the per cent which each stratum in the population
bears to the total population. The latter shows the per cent
which each stratum in the sample bears to the total sample. With
a uniform 25 per cent ratio these columns would, of course,
have been equal. Column 5 shows the number of items in the
sample after these adjustments. The figures are rounded to the
nearest unit, to give the final sample size of column 7.

Although the design of the sample would have been greatly
simplified by the combination of some of the smallest classes
with others in the population, it was felt to be important to
represent the tobacco manufacturers in a separate stratum in
spite of the small number of such enterprises in the total popu-
lation. The present design is thus offered as the most useful pat-
tern that could be developed to meet the practical requirements
of the case.

e R e St = o witld
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THE SELECTION OF THE SAMPLE

The procedures of random sampling are the reverse of the
procedures of haphazard sampling. They are, in fact, based upon
well-tested scientific principles and require the utmost care in
the execution. In general, the principles require that all elements
that might tend to produce bias (conscious or unconscious) be
carefully eliminated. For this purpose, many sampling tech-
niques have been devised to suit the nature of the population
from which the sample must be drawn. In the present case,
however, the clarity with which the population was defined, and
the functional way in which the files were maintained made it
possible to use the simplest and least sophisticated of sampling
techniques.

The first step involved the preparation of I.B. M. cards for
each of the corporations in the population. These cards were
given four distinctive colors to indicate that in the year in
question the corporation was either domestic taxable, domestic
non-taxable, foreign taxable, or foreign non-taxable. The cards
were automatically sorted into the 18 strata to be used as the
basis for sample selection. Each of these groups was automati-
cally numbered from 1 to the end of the color series, and the
number printed in the upper left-hand corner of the card. The
I. B. M. cards were then cut, in a uniform manner, into smaller
cards approximately 2’ x 1” in size, to provide a more manage-
able object for sampling purposes. The portion used was that
containing the number assigned to that corporation.

The actual selection was made by the laborious but effective
process of blending all four groups (domestic taxable, domestic
non-taxable, foreign taxable, and foreign non-taxable) for each
of the strata in the population, thoroughly mixing the cards in
a large box, drawing one card at a time, replacing the card,
thoroughly mixing the cards again, and drawing another card
until the requisite number of items had been selected for each
of the sample strata. Thus, in stratum A (agriculture and ex-
tractive corporations), a total of 74 items was selected from the
165 cards of all groups representing the population of this
stratum. Similarly, in stratum M (service corporations), a total
of 378 cards was drawn to represent the population stratum of
2,398 corporations.

The cards were found to be of sufficiently sturdy material to
withstand the constant mixing of the sampling operation, so
that the original uniformity of the cards was not disturbed as
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the selections were made. Since all four groups were blended
before the selection, and since the selection was made without
penefit of observation, no distinction was made in the selection
process between the four groups that comprised each stratum.
However, the four groups were recorded separately after they
had been selected.

When the selection had been made, the card numbers and
groups were recorded (as, for example, domestic non-taxable
number 27; foreign taxable number 16; and so on). These were
then related to line numbers on I. B. M. “run sheets” prepared
for the Department of Tax Research. Four such “run sheets”
are prepared every year, one for each of the groups mentioned
above. Each of the “run sheets” shows the Department of Tax
Research code number for each corporation in the group, along
with certain information used in the preparation of the statisti-
cal reports of the Department. In order to obtain the code num-
ber of the corporation to be used in the sample, the appropriate
“run sheet” was selected (from the color of the card selected
in the drawing) and the appropriate line number noted. The
code number of the corporation was then copied on an “identi-
fication sheet”. On these “identification sheets” each item was
recorded against a sample code number which indicated only the
letter designation of the stratum and the line number. The re-
cording was done by groups. Thus, on the identification sheets
for stratum A, the domestic non-taxable selections were recorded
as A 1 through A 73; the domestic taxable selections were re-
corded as A 74 through A 141; the foreign non-taxable selections
were recorded as A 142 through A 145; and the foreign taxable
selections were recorded as A 146 through A 165. For conven-
ience, each of the four groups was additionally labeled by a let-
ter from the bottom of the alphabet—W, X, Y, and Z, respec-
tively.

Each of the “run sheet” code numbers corresponded with a
similar code number on an information sheet on file in the De-
partment of Tax Research. Only by referring to these sheets was
it possible to find out the name of the corporation selected. And
not until the selections were referred to the “run sheets” was it
possible to gain any idea as to the characteristics of the corpora-
tion. It was thus impossible for those who made the selections
or tabulated the results to be influenced, in any way, by the name
of the corporation or the characteristics of the corporation.
Needless to say, no changes were made in the selection once
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these facts were known. Separate sample code numbers were as-
signed for easy, sequential filing, and in order to place the iden-
tification of the corporation at one further removed from those
responsible for the tabulation and calculation of the data.

In view of the many difficulties encountered in the represen-
tative sample approach (some of which have already been re-
ferred to and some of which will be deseribed presently), it may
seem odd that such elaborate care was taken in the actual se-
lection of the sample. The entire approach, however, is based
upon the attitude that the purity of each part of the approach
should be maximized. The expectation of impurities in one part
does not justify unnecessary impurities in other parts. Further-
more, this attitude provided the only means of localizing the
possible areas of error and, perhaps, of removing them later. It
is thus felt that the possibility of bias was effectively removed
from the original sampling operation itself. Whatever errors
are attached to the representative sample approach were not,
it seems fair to say, produced by the techniques of selection.

It is interesting to note, in Table 2, that although no attention
was paid in the sampling operation to the group classification
(domestic non-taxable, et cetera), the percentage representation
of each group in the sample is approximately that which would
have been expected from an examination of the population. The
data of Table 2 were, of course, prepared after the sample had
been selected and recorded. In the largest group (domestic tax-
able) there were 7,624 corporations in the population, repre-
senting 56.88 per cent of the total population of 13,404. After
the sample had been selected by random processes, it was found
that 1,815 corporations fell into this group. These represented

TABLE 2
NORTH CAROLINA CORPORATE SAMPLE RECAPITULATION, BY GROUP

Number Percent of Number Percent in

Group Total in Total

mn
Population | Population Sample Sample
(1) (2) (3) (4)

" Domestic Non-Taxable 4,192 31.27 1,077 32.15
Domestic Taxable 7,624 56.88 1,816 54.18

Total Domestic 11,816 88.15 2,892 86.83

Foreign Non-Taxable 283 2.11 95 2.84
Foreign Taxable 1,305 9.74 363 10.84

Total Foreign 1,588 11.85 458 13.68
Total Domestic and Foreign 13,404 100.00 3,350 100,01
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54.18 per cent of the total sample of 3,350, almost the same as
the population percentage. Similar comparability is exhibited
by the other three groups in the table. This similarity tends to
support the claims of randomness in the selection.

THE COLLECTION OF THE DATA

Once the sample had been selected, it was necessary to devise
a system for determining .the tax burdens imposed upon the
sample corporations by state and local governments in North
Carolina and, in some cases, by similar jurisdictions in other
states of the Southeast. Needless to say, this was the most diffi-
cult part of the representative sample approach and involved
the major expenditure of time and effort by the Tax Study Com-
mission staff.

In view of the known insufficiencies (for these purposes) of
the North Carolina corporate tax returns, and in view of the
probable insufficiencies of the questionnaire technique, it was
decided to make use of a combination method which utilized
both sources of information. This obviously required that the
two sources of information be made fully comparable, in the
sense of the definitions used, or that they be designed in such
a way as to permit an easy internal adjustment to one of them.
It was decided that the questionnaire should serve as the basic
source of information, with the tax returns serving as a check-
ing device and as a source of supplementary information.

To this end, a corporation tax questionnaire was prepared,
to be sent to every corporation in the sample.® The questionnaire
contained three kinds of questions: those concerned with taxes
paid, those concerned with other significant corporate statistics,
and those concerned with explanatory material. Each corpora-
tion was asked to show these figures separately for each of the
eleven Southeastern states (if applicable) and for all other
states (listed as a single item). In addition, each of the corpora-
tions was asked to show the figures for two years, ending any-
where in calendar 1953 and anywhere in calendar 1954. In the
original mailing, the questionnaire form contained 27 separate
questions. The questionnaire was prepared on the principle that
although it might not be possible to make use of all information
in the formal calculations, it would be better to have too much
information than too little. Definite plans were drawn up, how-

6. A sample of this questionnaire, in a revised form, is shown in Appendix A.
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ever, for the utilization of every piece of information requested.
As it later turned out, it was impossible to complete many of the
calculations that the questionnaire information would have per-
mitted.

With the use of I. B. M. equipment, a master file showing the
name and mailing address of each corporation in the sample was
prepared and used as the machinery of the first mailing. This
was completed December 1, 1955, with the request that the ques-
tionnaire be completed and returned by December 15, 1955. Un-
fortunately, the time element proved a serious drawback, for
many corporations found it impossible to complete the rather
elaborate questionnaire in the allotted time, especially since it
was mailed close to the end of the fiscal year of many corpora-
tions and close to the period when the preparation of tax returns
and reports was in full-swing. Nevertheless, the response to the
first mailing was excellent. By December 15, 1955, almost one
third of the total sample had responded, in some form, to the
request. Not all of these responses represented usable question-
naire returns, however. Some contained requests for extensions
of time, others represented requests for further information,
some represented corporations that had gone out of business
since the filing of the 1953 tax returns. By January 1, 1956, 800
usable questionnaires had been returned. This number repre-
sented almost 25 per cent of the total sample.

After the first mailing it was discovered that a number of
questionnaires had been returned by the post office because the
corporations addressed were out of business or were otherwise
unavailable by mail. This was only to be expected, since the
questionnaires were mailed almost two years after the submis-
sion of the corporate income tax returns that served as the basis
of the sample selection. All such corporations were immediately
replaced in the sample by additional selections made with tech-
niques that were exactly the same as those used in the original
selection.

Every questionnaire returned prior to February 2, 1956 was
checked carefully against the corporate net income tax return
filed by the corporation involved.” From this check it was found

7. In the covering letter to the first questionnaire the sample corporations were assured
that the guestionnaire material would be kept in strictest confidence and would be used
only for research purposes. This confidence was scrupulously preserved in all of the work
of the Tax Study Commission. All work on the questionnaires was done by the staff of
the Tax Study Commission or by employees assigned to the Commission by the Depart-
ment of Tax Research. The work was done in the offices provided for the Tax Study
Commission and all tax returns were brought to the questionnaires rather than
vice versa.
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that one or two of the questions were commonly misinterpreted,
so that corrections had to be made on a number of question-
naires. It was not possible, of course, to check all items on the
questionnaire, but it was soon found that it would be possible
to use only a portion of the questionnaire in the final calcula-
tions. Therefore, only the most essential items were checked
against the tax returns. Even so, it was impossible to check the
breakdown by states for those questionnaires showing multi-
state operations. In some cases, to be sure, the information on
the tax return was very complete and did permit this analysis.
But in the majority of cases, only the totals and the North Car-
olina portion could be checked. If both of these were correct,
the reports for the remaining states were assumed to be correct.
If one or the other was incorrectly reported on the question-
naire, an attempt was made to clear up the difficulty by cor-
respondence. There were, of course, some cases of sheer incom-
patibility between the questionnaire information and the tax
return, cases obviously not involving a simple misinterpretation
of the questions. Once again, a solution was attempted through
further correspondence. In any case where the differences were
small, the questionnaire was assumed to be correct. In any case
where the differences were large and where attempts at recon-
ciliation through correspondence proved futile, the item was
removed from the sample and a space saved for later replace-
ment. Fortunately, in this period of the work there were very
few such deletions. By February 2, 1956, approximately 1,000
questionnaires had been checked and reconciled with the tax
returns of the sample corporations.

The mass of correspondence produced by this first phase of
the data collection also indicated that many corporations had
misinterpreted the purposes of the investigation. Many ex-
pressed the belief that because they were small corporations (or
that because they were large corporations doing a very small
amount of business in North Carolina) their replies could add
very little of value to the study. Others assumed that, because
the questionnaire contained questions about states other than
North Carolina, and because they operated exclusively in North
Carolina, their replies were not necessary. All such correspond-
ents were quickly disabused of these notions in personal corre-
spondence.

On February 2 a second mass mailing to all of the corpora-
tions who had not been accounted for on the first was completed.
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are so large and complex that it would have been virtually im-
possible to submit the kind of answers requested, with the de-
tailed breakdown by states. Others, no doubt, did not reply be-
cause of sheer indifference to the kind of study program under-
taken by the North Carolina Tax Study Commission. One is
tempted to assume that this last-mentioned group has no tax
problems that its members consider worthy of serutiny, or, per-
haps, that the group is determined not to rock a perfectly ade-
quate boat. Finally, some corporations were, no doubt, unim-
pressed with the assurances of the Commission that the data
would be considered as highly confidential, and, fearing
(perhaps) a disclosure to the administrative authorities or
(more probably) an inadvertent disclosure to competitors, pur-
sued the diseretionary course of complete silence.

It is difficult to say how these absentees were distributed as
between, for example, large and small corporations, simple and
complex corporations, and single-state and multi-state corpora-
tions. But in view of the many possibilities, it would be dan-
gerous to claim the complete absence of bias. All that can be
claimed is that any bias that does remain in the sample is strictly
unconsecious and that a strenuous effort was made to minimize
even this troublesome element.

The final results of the sampling operation are recorded in
Tables 3 and 4. The final column of Table 3, showing the per cent
of the original sample for which usable data were obtained, in-
dicates surprising uniformity as between the classes of busi-
nesses. With one exception, all classes are over 90 per cent com-
plete. The two lowest classes (B and J) are, in fact, surprisingly
high. Stratum B was assigned to contractors. Many of these
corporations that had operated in North Carolina in 1953 and
filed an income tax return at that time subsequently moved to
other projects in other states or were dissolved. Undoubtedly
much the same thing was true of stratum J, the “miscellaneous”
category. Even in 1953 many of these corporations were classi-
fied as “inactive”, so it is probable that many were non-existent
in 1955.

The figures of Table 4 describe a somewhat less satisfying
situation. It is apparent that the percentage of usable replies
received from domestic corporations was considerably higher
than the percentage of usable replies received from foreign cor-
porations. It is also apparent that the percentage of usable re-
plies received from taxable enterprises was somewhat greater
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than the percentage of usable replies received from non-taxable
enterprises. The smallest percentage return was received from
the foreign non-taxable group: those corporations chartered out-
side North Carolina and filing an income tax return in North
Carolina but paying no income tax in North Carolina. It cannot
be denied that the distribution of the final sample as between
these groups presents the possibility of bias in the results. There
is no way of knowing how serious this possibility is or the direc-
tion that the bias might take.

TABLE 3
FINAL SAMPLE RECAPITULATION, BY TYPE OF BUSINESS

Number
Stratum in Number | Numker Final Sample as
Original In- in Final a Percent of
Sample complete Sample Original Sample
(1) (2) (3) (4)
A. Agriculture and Extractive. . . T4 2 T2 97.297
B. Construction and Contracting. 189 24 165 87.302
P L T R e A 220 2 218 99.091
D. Food and Feed Manufacturers 123 4 119 96.749
E. Forest Products Manufacturers. . ..... 159 2 157 98.742
F. Mineral, Chemical, and Metals Manu-
TROBUTOIE . res vielviionmban sitn pramwncmimimis 94 1 93 98.936
G. Textile Manufacturers. .............. 229 5 224 97.816
H. Tobacco Manufacturers.............. 26 0 26 100.000
I. Other Manufacturers. ..........c.ut. 145 3 142 97.310
J. Miscellaneous...... ou 82 i 75 91.463
K. Public Utilities........... 141 10 131 92.908
L. Recreation and Amusement. ek 86 5 81 94.186
M. Service.....co0cviersesscracinasnans 378 3 375 99.206
N. Automotive Trade................... 311 9 302 97.166
0. Beverage, Food, and Dru% Trade...... 203 12 191 94.0:9
P. Equipment and Supplies Trade....... 311 20 291 93.569
Q. General Merchandise Trade.......... 372 6 366 98.387
R. Unclassified Trade...........ccaveuas 207 4 203 98.068
T OERIEL 2oy v acnnceinia min g as v Bms 3350 119 3231 96.448

NOTE: !Nine deletions from original sample not replaced.

TABLE 4
FINAL SAMPLE RECAPITULATION, BY GROUP

Number Number
Group in Number in Final Sample as
Original In- Final a Percent of

Sample complete Sample Original Sample
(1) (2) 3) (4)

Domestic Non-Taxable............ooo.... 1077 20 1057 98.134
Domestic Taxable........cocvviunnnnnan. 1815 5 1810 99.724
Total Domestie. .....cooveieninvann. 2892 25 2867 99.135
Foreign Non-Taxable. .....ccccucennensn. 95 38 57 60.000
Forslen Tamable. . i s sy 363 54 309 85.124
Total Foreign.......cconvecacannan, 458 92 366 79.913

Total Domestic and Foreign. ......... 3350 119 3231 96.448
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The second possible source of error associated with the data-
collection phase of the approach relates to the character of the
data itself. In spite of every effort to check replies by means
of an examination of tax returns and by extensive correspond-
ence, errors undoubtedly do remain in the basic data. To a cer-
tain extent these were removed in the interpretation of the
material by the deletion of those answers which were, on
theoretical grounds, extremely unlikely or widely different from
the great mass of answers to the same questions by corporations
of the same type. But it is, unfortunately, too much to expect
that all errors could be removed by this method. Once again, it
can only be claimed that the efforts were heroic—the results,
something less.

It must also be pointed out that the size and character of the
sample were altered in another way by the problems of data-
collection. As has already been explained, an attempt is made
in the present approach to measure the tax burdens of each
corporation in the sample by four statistical relationships.
These relationships are expressed by the following ratios: total
taxes as a per cent of the book value of physical property; total
taxes as a per cent of gross receipts; total taxes as a per cent of
total pay roll; and total taxes as a per cent of net profits (allo-
cated, where necessary, by a method approximating that of the
so-called “Massachusetts Formula”).

Even in those cases in which all corporations in a particular
sample stratum responded to the questionnaire, it was found
that some of these measures would be missing. A corporation
might make very substantial tax payments in a given state even
though it owned no property in that state. (This was especially
the case in the finance and service strata.) Another corporation
might pay high taxes in a state even though it had fully depre-
ciated its property in that state. Another might pay small taxes
in a given state in spite of the fact that it had no net profits in
that state (it may, in fact, have had a loss). In cases such as
this, of course, the loss of the denominator is the loss of the
ratio. The same result was produced by the necessary deletion
of some of the answers submitted. In several cases, for example,
the answer to a particular question was so obviously impossible
and, by the processes discussed above, so incapable of being
reconciled with other evidence, that the answer to that question
had to be removed from the sample in order to preserve the
reasonableness of the results. In such cases, the sample size for
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purposes of the calculations was somewhat smaller than the
sample size indicated by the corporate response to the question-
naire. None of the four measures applied perfectly to all cor-
porations in the sample, so that all of the statistical series are
smaller in number than the sample itself.

It is, perhaps, some consolation to recognize that this latest
difficulty was produced by the same problems that made it
necessary to make use of several alternative measures of tax
impact rather than a single, unambiguous measure. It cannot be
emphasized too strongly that the most important single prob-
lem confronting the entire impact study was the difficulty of
measuring with precision something which is by nature im-
precise and something which cannot be measured with a simple
yardstick or a pair of calipers. In the end, every interpretation
must be conditioned by an appreciation of this fact.

THE INTERPRETATION OF THE DATA

The interpretation of the data collected by means of the rep-
resentative sample approach follows, as closely as possible, well-
established statistical techniques.® The preliminary calculations
naturally consist of computing the four ratios that were to serve
as the alternative measures of tax burden for each corporation.
These ratios were recorded on special “calculation sheets” that
were filed separately. The only reference to a particular corpora-
tion on these calculation sheets was the sample code number,
so that, once again, it was impossible to know the name or
character (other than the ratios themselves) of a particular
corporation without referring to the master file or to the ques-
tionnaire.

From these calculation sheets an attempt was made to de-
velop a series of frequency distributions, to show the number
of corporations falling within certain predetermined class limits.
It was found to be impossible, however, to handle the statistical
material as grouped data. For purposes of easy comparison it
was obviously desirable to work with uniform class intervals
for each of the strata. Unfortunately, it was not possible to
determine a suitable set of class intervals for the entire series.
All attempts, including that by the Sturges method,® proved

8. These are described in Frederick E. Croxton, and Dudley J. Cowden, op. cit.,, Chapters

8-10; and in Frederick Cecil Mills, Introduction to Statistics, third ed., New York, Henry
9. }'Il'gg E:S:é’:;"nlggféd?h&m:i?eds-?ﬁ Frederick Cecil Mills, ibid., p. 46, gives the class-

interval as Range

1438221 N
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only that the grouped-data approach would be more mislead-
ing than revealing. Most of the series, for example, showed a
marked degree of positive skewness, with a large number of the
values clustered at the lower end of the scale but with a number
of items spread unevenly over the high values. With this kind
of pattern, a narrow class interval would have had the effect
of producing a large number of classes, many of which would
have been blank in the frequency distribution. A wider class
interval would have had the effect of lumping the great mass of
items in one or two classes at the lower end of the scale and
consequently of obscuring the important differences between in-
dividual measures. It would, of course, have been possible to
delete many of the large values on the theory that they repre-
sented variations that could only be explained as variations in
the ruler rather than as variations in the thing being measured.
But there must always be a reluctance to indulge in such arbi-
trary selection, especially when, with a few notable exceptions,
there is no way of knowing when to stop deleting. All of these
elements conspired to make the grouped-data approach unde-
sirable, and made it necessary to resort to the much more
laborious, but much more accurate (under the circumstances)
ungrouped-data approach.

This approach begins with the manufacture of an array for
each of the statistical series, by which the measurements are
arranged in order of their magnitude. For the North Carolina
data four such arrays were prepared for each stratum, one for
each of the four tax burden measures. Since there were 18
strata, a total of 72 strata arrays was prepared. These were
then rearranged into four arrays for the total sample, to rep-
resent the distribution of items for each of the tax burden
measures. '

With these arrays it was relatively easy to pick out those
items of extreme variation which clearly should not be per-
mitted to influence the statistical interpretation. Where, for ex-
ample, all of the items but one were spread between a range
of .01 and 44.20 and where the single item showed an extreme
value of 3124.90, there was little hesitation about removing the
extreme value from the calculations. Very few such deletions
were necessary, however, and all are shown in the footnotes to
the appropriate tables.

From the arrays, a number of summary descriptive devices
was caleulated for each of the strata and for each of the meas-
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ures. These basic descriptive devices were the arithmetic mean,
the median, the absolute range, and the standard deviation. The
same measures were computed for the total sample for each of
the four measures of tax burdens. The results and meaning of
these calculations are described in Chapter V.

All of these calculations were designed to do nothing more
than describe the sample in various ways, and to bring statisti- i
cal order out of the chaos of many individual measures. All but
the range and the standard.deviation are measures of central
tendency which, under certain circumstances, may be taken to i
“represent” the entire sample (or stratum) from which they are
derived. The standard deviation and the range are measures of il
the variation of the individual corporation measures around the Ii :
arithmetic mean or within specified limits. i

In a comprehensive listing of these descriptive measures for il
the North Carolina sample there would be 76 separate arithmetic ! i
means, 76 separate medians, and 76 separate standard devia- i
tions. There would be an arithmetic mean for stratum A to show ]
the average tax burden as expressed by the ratio of total taxes il |
to book value of property. There would be another arithmetic il |
mean for stratum A to show the average tax burden as ex- il
pressed by the ratio of total taxes to gross receipts, and so on I
for each of the measures and for each of the strata and for the il
total sample. There would be no particular point in comparing A
one measure with another measure (for example, taxes as a per
cent of book value as compared with taxes as a per cent of gross |
receipts) for the same stratum. The most meaningful compari- il
son for purposes of the present study is the comparison of strate
for the same measure. The basic question involved is whether
the corporations of the finance stratum are, on the average,
more heavily taxed than the corporations of the stratum re-
served for forest products manufacturers (and the corporations
of all other strata) if both tax burdens are measured in the same
way. This kind of comparison is, of course, extremely simple
once the descriptive measures have been computed. i

A serious problem remains, however, as to whether the ob- ! |
served differences between the strata (and between all of the i “
strata and the total sample) are significant differences. The solu- _ !
tion of this problem involves the processes of statistical infer- R
ence, for it is necessary to make certain inferences about the
total population from a knowledge of the characteristics of the
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sample drawn from that population.’® If the average tax burden
for stratum A is found to be X, and the average tax burden for
all corporations in North Carolina is found to be X + 6, is the
difference between these averages a significant difference, or
can it be explained as the result of chance fluctuations in the
sampling operation? If the difference cannot be explained as
the result of chance factors, it must be concluded that there is
something in the tax structure that makes the tax burdens
heavier on this kind of enterprise than on corporations in gen-
eral. If the average tax burden for stratum R is found to be Y,
and the average tax burden for stratum M is found to be Y — 5,
is the difference between these two strata means a significant
one, or can it, too, be described as coming from the mass of pos-
sible influential factors not considered by the classification
scheme and assigned to the world of “chance”?

The statistical technique that is best suited to answering these
questions of significance is the so-called “z” test. Briefly, the
method is based upon a comparison of the variation of the indi-
vidual corporate measures around the arithmetic mean of that
stratum (the variation within strata) with the variation of the
strata means around the mean of the entire sample (the varia-
tion between strata). The wvariation within each stratum
obviously cannot be influenced by the differences between strata,
and serves as a standard of the effect of chance factors (all
those factors not concerned with the classification system). In
stratum G, for example, the tax burdens measured for individ-
ual textile manufacturers will differ more or less from the aver-
age tax burden of all of the sample textile manufacturers. The
extent to which each corporation differs from this class average
is determined only by chance, by which we mean nothing more
than that it is not determined by those factors which make tex-
tile manufacturers in general unique among North Carolina cor-
porations. The variation between the strata will be determined,
perhaps, by the same things that determine the variation with-
in strata. If this is the case, the “between” variation will be of
approximately the same magnitude as the “within” variation,
and we may conclude that tax burdens are not significantly
affected by the distinctions between the industrial categories
selected for analysis. If the “between” variation and the
“within” variation are substantially different, however, we may
conclude that there are special forces that determine the tax

10. Frederick Cecil Mills, op. cit.,, pp. 137 el. seq.
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burdens of each class, forces concerned with the basic differ-
ences between each of the strata in the classification scheme.
The z test provides a means of comparing these two kinds of
variation based upon the concept of a normal curve of error.

The distinction between “chance” factors, on the one hand, and
“factors related to the method of classification”, on the other,
should not be permitted to confuse the policy implications of the
findings. In the policy sense it may be that any differences in tax
burdens are worthy of attention. This idea, in fact, is implicit
in the kinds of measures adopted for tax burden analysis.

The whole basis of the equity approach to the impact study
might be said to be the assumption of uniformity. By this it is
meant that perfect equity exists in the corporate world only
when all taxpayers are taxed in a uniform way. Uniformity, in
this sense, is taken to refer to the ability of the corporation to
pay taxes, as this, in turn, is determined by the total financial
resources commanded by the corporation.’? Thus, if taxes are
measured as a per cent of the measure of ability to pay, the
principle of uniformity becomes the principle of proportion-
ality.12 The present study makes use of four separate measures
of ability to pay : book value of physical property, gross receipts,
pay roll, and net profits. If each of these were a theoretically
perfect measure, complete equity in the tax structure could be
said to exist only if every corporation in the sample paid exactly
the same percentage of each of these measures as every other
corporation in the sample. Any differences between corporations
would, in this theoretical sense, be grounds for policy to adjust
an inequitable (by definition) situation. It would not matter
whether the differences existed within the specified classes or
between the specified classes, although this distinction might
still help to determine the kind of remedial policy that would
be needed. In technical terminology, the population of tax bur-
den measures would not, in the utopian world of perfect equity,
follow a normal curve. They would, rather, form a single value.
The arithmetic means of any sample selected from the popula-

11. It is necessary, at this point, to repeat a warning introduced in Chapter I. The concept
of “ability to pay” as applied to corporations, and as used in the present study,
not have {he snme meaning as the same term applied to individuals. The latter is usually
taken to refer to psychological and economic ability to pay, while the former is assumed
to refer only to the financial ability of the corporation to pay taxes.

12. There iz much room for debate, on philosophical and economic grounds, about the prin-
ciple of proportionality in corporate taxation. There may be good reason for developing
a system of corporate taxes that is progressive with respect to financial ability to pay.
This, however, is not the usual assumption in the analysis of corporate tax equity, and

it was not adopted in the present study.
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tion would have the same value as the arithmetic mean of the
population, and there would be no variation around the individ-
ual sample means.

Although this theoretical condition is, in a practical sense,
ridiculous, it does provide a standard for the measurement of
imperfections. Indeed, it is here argued that almost all discus-
sions of tax equity—technical and non-technical, professional and
amateur, interested and disinterested, honest and dishonest—
make use of this kind of comparison. This is exactly the sense of
the argument that Corporation X or Industry Y is not bearing
its fair share of the tax burden, or that Industry Z should be
taxed more heavily to bring it up to the level of other industries.

From the point of view of the analytical method, if the con-
cept of a perfect distribution of tax burdens could be defined
this clearly and in quantitative terms, there would be no need
to develop special tests to determine the significance of tax
burden differences. Every difference, however large or small,
would be significant and would call for remedial action. If the
distribution of the actual population of tax burdens were normal
or abnormal, it would still be necessary to compare the individ-
ual cases with a single value (which could, but need not, be the
average tax burden in the population). Statistical inference
would be necessary, of course, to determine whether the sample
selected adequately represented the population from which it
was drawn, but there would be little significance to the tests of
stratification differences.

Unfortunately for the analyst, but more unfortunately for the
policy-maker, the concept of a perfect distribution of tax bur-
dens cannot be defined with clarity, largely because of the im-
possibility of establishing a measure of corporate ability to pay
taxes that is uniformly applicable to all shapes, sizes, and con-
ditions of enterprises. Because of the fact that book value of
physical assets means something different for one corporation
than it does for another, as related to the ultimate financial
ability of the corporations to pay taxes, the burden on one may
be quite different from the burden on the other even though the
measures indicate an identity. The lack of confidence which
such difficulties induce leads to the practical suggestion that rea-
sonable tolerance limits be established before policy correctives
are invoked. In this way, identity of tax burdens would be as-
sumed if the measures fell within a range of, say, 1 or 2 per
cent. It is clear that this tolerance range must be subjectively
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determined, largely on the basis of intuition and experience,
rather than upon the basis of scientific observation, but it is a
practical necessity when policy questions are involved.

These practical tolerance limits are not the same as the limits
produced by the application of the z test. The latter are based
upon the kind of variations that could be expected to arise as a
result of the operations of chance in sampling, that is, they
indicate the kind of “errors” that might be expected to arise in
the sampling operation if all of the randomness requirements
were perfectly fulfilled. The errors for which the tolerance
limits are devised are not errors of simple sampling, but errors
inherent in the measures themselves. If a large number of meas-
ures were made of a given straight line, and if the measures
were made with the same ruler but by different individuals, a
large number of different answers would, no doubt, result.1®
These would be errors of measurement that could be satisfac-
torily analyzed by means of the relationships contained within
the normal curve, because the standard itself (in this case, the
ruler) would be constant. But the problems of tax burden
analysis are the same as those that would arise if the ruler
changed length by an unknown amount every time a measure-
ment was taken. With a constant ruler, there is reason to believe
that the observations would follow a normal curve.

It would thus appear that the z test and other statistical tests
of comparative significance have very little meaning for a study
of tax burdens, at least until a constant and unambiguous stand-
ard of measurement can be developed. Nevertheless, a z test was
applied in the present study for the simple reason that it offers
an easy method of comparing the magnitude of tax burden
differences within strata and between strata and hence provides
some guidance for policy.™*

The interpretation of the data collected for states other than
North Carolina is much less sophisticated and consequently
much less reputable as an approximation to the truth. For any
other state, the sample was, of course, highly selective, in that
it included only those corporations with operations in North
Carolina. Nor can it be said to be properly representative of

13. See Frederick E. Croxton and Dudley J. Cowden, op. eit., p. 591 for a discussion of this
case.

14. The detailed techniques of the z test need not be discussed here. They are described in
most statistics text books dealing with the subjeet of statistical inference and with the

problems of testing the significance of differences in wvariation. The two references mast

closely relied upon for present purposes were Frederick E. Croxton and Dudley J.

Cowden, op. cit., and Frederick C. Mills, op. cit. Some of the z-test calculations are

shown in Appendix A.
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even this type of corporation. In addition, the data themselves
were subject to error, for it was almost always impossible to
check the figures for states other than North Carolina against
any official report by the corporations. The figures are, however,
thought to be fairly accurate in themselves. Their limitations
come largely from the fact that they relate to a sample that is,
of necessity, haphazard and incomplete.

For some states, a fairly large number of items was reported,
while for others a very small number showed up on the North
Carolina questionnaire. In all cases, the interpretation was sim-
ple. It consisted of the computation from ungrouped data of an
arithmetic mean and a median for each of the strata and for
each of the measures. In view of the fact that the items cannot
be said to form a random sample for any state, for any stratum,
or for any measure, no attempt was made to develop measures
of statistical inference. Such measures have meaning only when
the sample closely approximates a random selection from the
population in question.

A RESTATEMENT OF LIMITATIONS

From the foregoing discussion it is apparent that the data
| which comprise the North Carolina portion of the representative
sample approach are subject to a number of possible errors and
limitations. None of these disturbs the theoretical validity of
the representative sample approach itself. They are, rather,
errors (or possible errors) of commission, and come from the
difficulties of molding very recalcitrant materials to the model
provided by statistical theory. The major areas of possible error
might be summarized as follows. The list is not intended to be
exhaustive.

A. The population
1. errors in the total count
2. errors in the classification
i 3. biases introduced by the fact that some businesses in-
' cluded in the population of 1953 were not available for
sampling in 1955-56
(a) out of business
(b) business consolidations

B. The selection of the sample
1. unconscious errors in drawing the original sample
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2. biases introduced by the fact that some corporations
originally selected did not reply to the questionnaire

3. biases introduced by the fact that replacements repre-
sent (for the most part) only those corporations willing
to reply to the questionnaire

4. biases introduced by the deletion of railway corpora-
tions

5. biases introduced by the fact that the final sample size
and distribution were different from the sample design

C. The collection of the data

1. the limitations of the measures of tax burdens
(a) mnot uniformly applicable to all corporations
(b) data relate to only one year—1954

2. biases introduced by the fact that the sample size and
sample distribution were changed by the absence or the
necessary deletion of some measures for some corpora-
tions

3. the possible inaccuracy of questionnaire replies
(a) possible misunderstandings of questions
(b) incomplete checks of questionnaire replies
(c) possible invalidity of tax return information

D. Errors of calculation

In partial defense of the accuracy of the answers it must
again be stated that these and many more possible sources of
error were recognized in the process of conducting the manifold
operations of the representative sample approach. It must also
be emphasized that, within the limitations of time and resources,
every effort was made to minimize the effects of these difficul-
ties. And in partial justification of the significance of the an-
swers, it must be claimed that the method has produced the
largest body of evidence, however tentative in character and
however hesitantly offered, so far produced on the distribution
of state and local tax burdens upon corporate enterprises with-
in North Carolina.




CHAPTER V

THE REPRESENTATIVE SAMPLE APPROACH—THE RESULTS

The representative sample approach produced two kinds of
statistical comparisons. The first, and by far the more formi-
dable, describes the differences in tax burdens between the ma-
jor industrial types within North Carolina. The second describes
the differences in tax burdens between the several states selected
for analysis.

THE INTRASTATE COMPARISON

As explained in Chapter IV, the representative sample of cor-
porations filing income tax returns in North Carolina was se-
lected from 18 major types of businesses. These types of busi-
nesses were defined by the nature of the principal business
conducted in North Carolina by each corporation, as determined
by annual studies made by the North Carolina Department of
Tax Research. The most important task assigned to the repre-
sentative sample approach was the analysis of the differences in
tax burdens between these major industrial types.

A second purpose of the representative sample approach, as
applied to the analysis of tax burdens within North Carolina,
was the summary description of the differences in tax burdens
between individual corporations within each of the major indus-
trial groups.

Tax burden differences between industrial types

Table 1 shows the average tax burdens for the total sample
of North Carolina corporations by four separate tax burden
measures. The table also shows the average tax burdens for each
of the 18 individual types by the same four tax burden measures.
For all types of corporations the average tax burden by the book
value measure, as shown at the bottom of column 1, was deter-
mined to be 7.61 percent. In other words, for all the corporations
in the sample state and local taxes in North Carolina (not in-
cluding sales and use taxes and unemployment insurance taxes)
extracted, on the average, 7.61 percent of the book value of the
tangible property owned by the corporations within North
Carolina. The total number of corporations included in the cal-
culations that produced this average tax burden figure was 3,044,
as shown at the bottom of column 2.
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The figure at the bottom of column 5 of Table 1 indicates that
the average burden of state and local taxes in North Carolina
on all corporations in the sample accounted for 2.38 percent of
the North Carolina gross receipts of the corporations in the
sample. The number of corporations included in the gross re-
ceipts calculations was 3,169.

The figures at the bottom of column 7 indicates that the aver-
age burden of state and local taxes in North Carolina on all
corporations in the sample was 8.65 percent of the North Caro-
lina payroll of the sample corporation. The total number of cor-
porations entering into the payroll calculations was 2,949.

The figure at the bottom of column 10 indicates that the aver-
age burden of state and local taxes in North Carolina on all cor-
porations in the sample accounted for 35.55 percent of the net
profits before state and local taxation assignable to North Caro-
lina (where necessary) by the Massachusetts formula. The total
number of corporations included in the net profit calculations
was 2,379.

The figures of columns 1, 4, 7, and 10 of Table 1 show, for each
of the four tax burden measures, the distribution of these aver-
age tax burdens between the 18 industrial types. The interpre-
tation of these figures for selected business types is as follows:

1. For the 26 corporations included in the book value sample
of tobacco manufacturers, the average burden of North
Carolina state and local taxes was found to be 5.90 per- .
cent of the book value of tangible property owned by
these corporations in North Carolina;

For the 80 corporations included in the gross receipts sam-
ple of recreation and amusement corporations, the aver-
age burden of North Carolina state and local taxes was
found to be 3.47 percent of the North Carolina gross re-
receipts of these corporations;

For the 152 corporations included in the payroll sample
of forest products manufacturers, the average burden of
North Carolina state and local taxes was found to be 2.71
percent of the North Carolina payroll of these corpora-

. The reasons for the differences in the number of corporations appearing in the sample
for each of the four tax burden measures are explained in Chapter IV. Eriefly, they
are concerned with the fact that some of the questionunaire replies were clearly unsatis-
factory for some of the corporations and with the fact Lhat a few deletions were made
of the extreme values in each of the tax burden measures. The deletions that were
made are indicated in the footnotes to Table 6 of the present chapter.
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4. For the 147 corporations included in the net profits sam-
ple of beverage, food, and drug corporations, the average
burden of North Carolina state and local taxes was found
to be 29.33 percent of the North Carolina net profits of
these corporations, as allocated by the Massachusetts
formula.

A comparison of each of the figures of column 1 thus yields
a comparison of the average tax burdens measured by the North
Carolina book value of tangible property for each of the 18 types
of corporate businesses of the sample. Similarly, a comparison of
each of the figures of column 4 yields a comparison of the aver-
age tax burdens measured by North Carolina gross receipts for
each of the 18 types of corporate businesses of the sample. The
same kind of comparison is produced by an examination of the
individual figures of columns 7 and 10, for the payroll and net
profits measures respectively.

Columns 3, 6, 9, and 12 of Table 1 show the ranks for each
of the 18 industrial types for each of the four measures of tax
burdens within North Carolina. The highest tax burdens are
indicated by the figure 1, and the lowest tax burdens are indi-
cated by the figure 18. Thus, column 3 indicates that, by the book
value measure, the highest average tax burdens were borne by
the finance corporations, whereas the lowest average tax bur-
dens were borne by the agriculture and extractive corporations.
The figures of column 6 indicate that, by the gross receipts
measuire, the highest average tax burdens were borne by the
miscellaneous corporation group, whereas the lowest average
tax burdens were borne by the beverage, food, and drug group.
The figures of column 9 indicate that, by the payroll measure,
the highest average tax burdens were borne by the service cor-
porations, whereas the lowest average tax burdens were borne
‘by the “other manufacturing” corporations. The figures of col-
umn 12 indicate that, for the met profits measure, the highest
average tax burdens were borne by the public utility group,
whereas the lowest average tax burdens were borne by the
“other manufacturing” corporations. Similar meanings may be
attached to each of the other figures in each of the rank columns
of Table 1.

Table 2 provides the same kind of information as Table 1,
except that Table 2 describes median tax burdens whereas
Table 1 describes mean tax burdens. Thus, the figure at the bot-
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tom of column 1 of Table 2 indicates that half of the 3,044 cor-
porations included in the book value measure had tax burdens
greater than 2.43 percent of book value and half had tax bur-
dens less than 2.43 percent of book value. Similarly, the figure at
the bottom of column 4 indicates that half of the 3,169 corpora-
tions included in the gross receipts measure had tax burdens
greater than .72 percent of gross receipts and half had tax bur-
dens less than .72 percent of gross receipts. Similar interpreta-
tions may be provided for the figures at the bottom of columns
7 and 10, for the payroll and net profits measures respectively.

For the book value measure of tax burdens the highest median
tax burdens were found to be those borne by the finance cor-
porations. The lowest were those borne by the agriculture and
extractive corporations. For the 194 corporations included in the
book value measure for finance corporations, the median value
was 10.03 percent. Thus, half of the 194 corporations had tax
burdens higher than 10.03 percent of hook value and half had
tax burdens lower than 10.03 percent of book value. For agri-
culture and extractive corporations, however, half of the 69
corporations included in the book value measure had tax bur-
dens higher than 1.06 percent of book value and half had tax
burdens lower than 1.06 percent of book value.

For the gross receipts measure, the highest median tax bur-
dens were found to be those borne by the miscellaneous cor-
porations. Half of the 67 corporations in the sample had tax
burdens that extracted more than 3.92 percent of North Caro-
lina gross receipts while half had tax burdens that extracted
less than 3.92 percent of North Carolina gross receipts. At the
opposite end of the scale, half of the 26 tobacco manufacturers
in the sample had tax burdens that extracted more than .39
percent of gross receipts in North Carolina while half had tax
burdens that extracted less than .39 percent of gross receipts
in North Carolina. _

For the payroll measure (columns 7, 8, and 9) public utility
corporations were first in the rankings. Half of the 126 cor-
porations included in the payroll sample had tax burdens that
exceeded 9.43 percent of North Carolina payroll while half had
tax burdens that were lower than 9.43 percent of North Caro-
lina payroll. Construction corporations exhibited the lowest tax

burdens as measured by the payroll element. Half of the 132
construction corporations in the payroll sample had tax bur-
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dens that exceeded 2.05 percent of payroll, while half had tax
burdens that were less than 2.05 percent of payroll.

Finally, for the net profit measure of tax burdens, the highest
tax burdens were found for public utilities and the lowest tax
burdens were found for the miscellaneous group. Half of the
107 public utility corporations bore tax burdens greater than
37.07 percent of the net profits assignable to North Carolina.
Half had tax burdens less than 37.07 percent of net profits. For
the miscellaneous corporations, however, half of the 47 corpora-
tions included in the measure had tax burdens greater than
11.28 percent of -net profits whereas half had tax burdens less
than 11.28 percent of net profits.

At first sight the figures of Tables 1 and 2 appear to offer
little but an extremely confused picture of corporate tax burdens
within North Carolina. In terms of -the ranks shown in Table 1,
should textile manufacturers be ranked sixteenth, fourteenth,
or eighth among the eighteen business types? Or, in terms of the
ranks shown in Table 2, should textile manufacturers be ranked
seventeenth, thirteenth, or twelfth? Any one of these ranks is
possible, since each is represented in the four tax burden meas-
urements for the mean and median tax burdens. Should service
corporations be ranked first, second, third, fourth, eleventh, or
thirteenth? Should public utility corporations be ranked first,
second, or third? Should forest products manufacturers be
ranked tenth, fifteenth, sixteenth, or seventeenth?

To answer these questions unequivocally and to provide a
definite ranking position for each of the corporate types in the
sample it would be necessary to select one of the measures of
tax burdens as the best measure for all of the corporate types
in the analysis. But it s the argument of the present study that
such selection is not possible. The book value measure of tax
burdens must be assumed to be differently applied to finance
corporations than to manufacturing corporations, so that if the
measure is “best” for one it cannot be “best” for the other. Sim-
ilarly, the gross receipts yardstick must be assumed to apply
differently to corporations with a large markup and a high rate
of turnover than to corporations with a small markup and a low
rate of turnover. The payroll measure has a different appear-
ance for corporations such as service corporations, for whom
labor is typically an important factor of production, than for
public utility enterprises, for many of whom labor is a relatively
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minor factor of production. The net profit measure applies im-
perfectly to enterprises that exhibit cyclical fluctuations in earn-
ings while it applies more accurately to enterprises that are
relatively steady with respect to earnings.

Thus, all of the measures have their faults. All illustrate the
fact that the ruler itself tends to change length as it is applied
to different types of enterprises. If it were possible to determine
the extent of the change in the length of the ruler (or even the
direction of the change) it would be possible to adjust the figures
to assure a representation of variations in nothing but tax bur-
dens. As it is, however, the figures of Table 1 and Table 2 reflect
changes in both the tax burdens and the yardstick used to meas-
ure the tax burdens. Because of this difficulty, no one of the
measures shown in Table 1 or Table 2 may be considered to be
an adequate representation of the distribution of North Caro-
lina’s corporate tax burdens.

No statistical manipulations can fully overcome this basic
limitation of the measurements themselves if the purpose of the | ‘
analysis is to determine a precise set of rankings for each of the 1
18 types of business in the sample. In the face of such an effec-
tive indictment of the measures of tax burdens, the analyst of ||
comparative tax burdens has no choice but to accept the in- :
evitable and to adjust his purposes—to relax the demands he
places upon the raw materials, to be content with wider margins
of error, and to search for indications rather than for proof. It i
is in this spirit that the results of the present study are analyzed. '

The resolution of these difficulties is based, in the present
study, upon the principle of consistency. It seems clear that the
results would lend themselves to confident interpretation if one
of the corporate groups were found to occupy the first position
for all four measures of tax burdens. For such a group it would
be difficult to deny the claim that a high-tax rank should be
assigned. It would not be impossible to support such a claim, i
but it would be difficult. Similarly, if a business type were found !
to rank eighteenth on all four measures there could be little
doubt that the business type deserved a low-tax ranking. Of
course, if it could be shown that the individual measures pro-
duced biases which worked in the same direction, a measure i1
based upon the consistency of the ranking positions would not
be valid. But such effects are not at all probable. One of the |
measures is a balance sheet measure. Three of the measures are
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profit and loss measures. One of the profit and loss measures
is taken from the expense side of the corporate accounts. Two
of the profit and loss measures are taken from the income side
of the corporate accounts. The two income measures are taken
from opposite ends of the income scale, so that there are many
opportunities for intercorporate variation in the figures which
lie between the two extremes. There is thus no reason to sup-
pose that any biases which would tend to establish a particular
set of rankings for one of the measures would tend to establish
the same set of rankings for another measure. In other words,
there is no reason to suppose that the consistency of the four
measures is the result of anything but the tax burden element.

Nevertheless, it is apparent from the figures of Tables 1 and 2
that no corporate type shows perfect consistency in its ranking
for the four measures. No type of business shows a number 1
ranking or a number 12 ranking for all four of the tax burden
measures. This lack of perfect consistency requires a further
relaxation of the demands placed upon the analysis. In this case,
the method emphasizes the determination of a high tax area of
ranks rather than the determination of a set of specific rank-
ing positions. If it is impossible to say which type of business is
consistently first in the rankings it may be possible to say which
type of business is consistently among the first five ranking
positions. Similarly, it may be possible to determine which of
the business types consistently occupies the last five ranking
positions (ranks 14 through 18), in order to determine those
business types which are consistently subject to low North
Carolina tax burdens.

Table 8 was designed to illustrate this approach for the
arithmetic mean tax burdens. Table 4 was designed to illustrate
this approach for the median tax burdens. These two tables con-
stitute the main intrastate tax burden comparison of the present
study.

The first three columns of Table 3 represent the relatively
high tax ranks. The last three columns of Table 3 represent the
relatively low tax ranks. The figures shown in Table 3 were
obtained from a count of the number of times each of the busi-
ness types fell within certain ranges in the rank columns of
Table 1. Thus, line A of Table 1 shows that agriculture and ex-
tractive corporations had ranks of 18, 6, 7, and 2 for the four
tax burden measures. Three of these ranks were within the
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first nine ranking positions, so that the figure 3 is entered in
column 1 of Table 3. Only one of the ranks was within the first
five ranking positions, so that the figure 1 is entered in column
2 of Table 3. Two of the four tax burden measures shown for
agriculture and extractive corporations were higher than the
corresponding measures for the total sample, so that the figure
2 is entered in column 3 of Table 3. (For this last item compare
the 3.31 figure at the top of column 4 of Table 1 with the figure
238 at the bottom of column 4 of Table 1. Compare also the
figure 49.30 at the top of column 10 of Table 1 with the figure
of 37.55 at the bottom of column 10 of Table 1).

Since there are 18 groups and 18 possible ranking positions,
column 1 of Table 3 divides the ranking positions equally. It
indicates, in other words, the lower half of the ranking num-
bers. (This is the same thing as saying that it indicates the
upper half of the tax burden scale, since the highest tax bur-
dens are given the lowest positions in the rankings). Since
column 2 of Table 3 describes the number of times a particular
corporate type falls into the first five rankings, it might be con-
sidered to represent the very high tax burdens.

Careful consideration of the figures of column 2 of Table 3 will
show two patterns of consistency. Public utility and recreation
and amusement corporations are each represented by the figure
4 in column 2. In other words, these business types ranked some-
where in the first five positions for each of the four tax burden
measures. (The public utility rankings in Table 1 are 3, 3, 8,
and 1. The recreation and amusement rankings in Table 1 are 2,
5, 4, and 5). At the other end of the scale, eight business groups
are ranked in the first five positions for none of the tax burden
measures. For public utility and recreation and amusement
corporations it may be inferred, from column 2 of Table 3, that
these types of businesses were consistently in the “very high”
tax rankings. For those corporations represented by the figure
0 in column 2 it may be inferred that these types of businesses
were consistently not in the “very high” tax rankings. (This,
however, is not to say that they were consistently in the “very
low” tax rankings).

Columns 4, 5, and 6 of Table 3 describe the low tax ranks.
Column 5 might be said to describe the “very low” tax ranks.
The highest figure shown in column 5 is 3. This figure relates to
the forest products manufacturers, textile manufacturers, and
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the “other manufacturers” group. We may conclude that these
groups were consistently in the low tax area. The 7 zeros which
appear in column 5 indicate the consistently not very low tax
groups.

It should be noted that the figures of any one of the columns
in Table 3 do not indicate the magnitude of tax burden differ-
ences between corporate groups. It may not be inferred that a
figure of 4 indicates a tax burden that is twice as large as that
represented by a figure of 2. The figures of Table 3 indicate only
the consistency with which corporate types appeared in the
selected ranking positions.

Although definitive statements are difficult for the groups be-
tween the two extremes, a careful examination of Table 3 will
indicate a surprising degree of consistency for the extremes
themselves. In column 2, for example, for only two types of
business may the data be considered indecisive. Miscellaneous
corporations and unclassified trade corporations are represented
by the figure 2 in column 2 of Table 3. In other words, on two
out of four measures these enterprises were ranked among the
very high tax corporations. The miscellaneous corporations were
among the first nine ranking positions for all four measures. The
inference seems clear that these corporations must be included
with the high or the very high tax groups. This is especially the
case when it is considered that for none of the measures were
these corporations among the low or the very low tax ranks.
The interpretation of the unclassified trade group must be some-
what the same as that for the miscellaneous corporations,
although the confidence attached to the interpretation is some-
what reduced by the fact that these enterprises were included
in the first nine ranks only three times and in the last nine
ranks only once.

The evidence at the other end of the tax burden scale appears
almost equally convincing. Forest products manufacturers were
among the last nine ranks (the low-tax ranks) all four times.
Three of these rankings were among the very low tax group.
Mineral, chemical, and metals manufacturers were also in the
last nine ranks all four times. These corporations were in the
last five ranks two out of four times. Textile manufacturers were
among the first nine ranks once, but were never among the first
five ranks. They were, on the contrary, among the last five ranks
three out of four times. The “other manufacturing” group shows
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almost the same pattern as the textile group. Beverage, food,
and drug corporations must, by this method, be considered to
be subject to relatively low North Carolina taxation. This group
was among the last nine ranks three times and among the last
five ranks for two of the tax burden measures. The equipment
and supplies group was among the last nine ranks all four times,
although it was never in the very low tax rankings.

From Table 3, then, it is possible to isolate, in a fairly clear
way, those types of corporations subject to relatively high and
relatively low average taxes in North Carolina. The relatively
high tax enterprises are the public utility corporations, the rec-
reation and amusement corporations, and the service corpora-
tions. The relatively low tax enterprises are the forest products
manufacturers; the mineral, chemical, and metals manufactur-
ers; the teaxtile manufacturers; the “other manufacturing”
group; the beverage, food, and drug group (in the trade cate-
gory); and, to a lesser extent, the equipment and supplies group
(also in the trade category).

The consistency of the manufacturing corporations is partic-
ularly significant. Manufacturing corporations are indicated, in
Table 3, by the footnote reference!. They include the six groups
labeled D, E, F, G, H, and 1. All of these groups, with the pos-
sible exception of tobacco manufacturers, are consistently located
in the low tax rankings. Tobacco manufacturers are in a mar-
ginal position in this respect, showing almost as much tendency
to lie in the high tax area as in the low tax area. Although the
food and feed manufacturers are not as clearly established in
the low tax area as are the other manufacturing groups, there
can be little question that the tax burdens on this group tend to
be relatively low. Food and feed manufacturers were located
among the first five ranks only once. They were located among
the last nine ranks three times and among the last five ranks
twice.

The figures of Table 4 were constructed in the same way as
the figures of Table 3 except that the former relate to the median
tax burdens shown in Table 2 rather than to the mean tax bur-
dens shown in Table 1. Although the results of Table 2 are not
exactly comparable with the results of Table 1, they nevertheless
indicate that -manufacturing corporations tend to be low tax
groups in North Carolina. Food and feed manufacturers, how-
ever, appear to have moved out of the low-tax group, while to-
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bacco manufacturers have moved further into it. In terms of the
median tax burden, beverage, food, and drug corporations appear
to have moved to a somewhat higher plateau than the one they
occupied for the mean tax burdens. The same thing is true, to a
lesser extent, of the equipment and supplies group. It is just as
clear, however, that public utility corporations, recreation and
amusement corporations, and service corporations are the con-
sistently high tax groups among North Carolina corporations.?
It must be emphasized that these comparisons are valid in the
average sense only. It is quite possible that some individual cor-
porations in group G, for example, have tax burdens that exceed
the average tax burden of group L, even though the average tax
burden of group L exceeds the average tax burden of group G.
It must also be observed that the only group test made in the
present representative sample approach is the test of the tax
burden differentials between the several types of businesses.
The possibility exists that this test conceals a very important
classification of a different sort. It may be, for example, that
high tax burdens are related to the size of the corporation as
much as to the type of business conducted by the corporation.
There are, indeed, some strong indications (although no proof)
that such is the case for many of the groups shown. Textile
manufacturing enterprises are, on the whole, larger than service
corporations, and forest products manufacturers are generally
larger than agriculture and extractive corporations, at least in
North Carolina. If these size relationships are correect, and if
they prevail for other types of enterprises, it would seem that
tax burdens in North Carolina tend to be larger for relatively
small corporations than for relatively large corporations. This
may, in fact, be a more significant explanation of the variations
in intercorporate tax burdens than the explanation implied by
the analysis of business types. There are good theoretical reasons
for supposing that there exists a significant inverse relationship
between the size of corporate enterprises and the magnitude of
the tax burdens upon corporate enterprises. Unfortunately, there
was insufficient time to test this hypothesis, but the possibility
should not be neglected in an interpretation of the results.

2. Although each of these measures of central tendency has its own unique contribu-
tions. to make to an understanding of the distribution of tax burdens within North
Carolina, the arithmetic mean is probably the more useful for present purposes, if
only because its value is influenced by the size of the tax burdens.
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In general, no attempt has been made in the present study
to discover the reasons for the tax burden differentials discov-
ered. And no attempt has been made to examine the differentials
between the several sub-groups which comprise most of the in-
dustrial classifications. An analysis of the reasons for tax bur-
den differentials as between the major industrial classifications
might well begin with an examination of the differences between
the sub-groups described, in tabular form, in Chapter IV. It may
be, for example, that one of the high tax burden strata described
above contains sub-groups which are, on the average, subject
to relatively low taxation. The same thing may be true in reverse
for those business types described as low tax groups. With a
finer classification of tax burdens it might be possible to move
closer to the establishment of a relationship between tax bur-
dens and particular elements of the North Carolina tax struc-
ture which are known to have narrow application. In the same
sense, it may be desirable to establish the relationship between
the size of tax burdens and the character of the corporate char-
ter. There may, in other words, be significant differences be-
tween the tax burdens of foreign corporations and those of
domestic corporations.

Unfortunately, none of these additional tests was possible in
the present study. But the raw materials of the study are avail-
able in such a form as to facilitate such analyses at a later date.
The data may be rearranged to illustrate the relationship be-
tween tax burdens and the size of the sample corporations and
the relationship between tax burdens and the character of the
corporate charter, as well as to develop a more detailed analysis
of all or any one of the business types described in the present
study.

Tax burden differences within industrial types’

By any of the common statistical tests which may be applied
to a random stratified sample in order to describe the spread of
the individual measures within any of the sample strata or with-
in the total sample the dispersion of the data appears to be rela-
tively large. There are, in other words, important differences

3, Much of the discussion in this section is, of necessity, somewhat technical in charac-
ter. As explained in Chapter IV, the rnet,hoda used are those which are the common
statistical tools of descriptive analysis. The meanlmz and construction of the several

measures may readily be discovered in any b ng or intermediate statistical text-

book. In any event, the lay reader may well omit n].l but the first few paragraphs of
this section without disturbing the narrative of the piece,
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between the tax burdens borne by individual corporations even
within the same business category. This relatively high degree
of dispersion is common to all of the measures of tax burdens
selected for the present study.

To a considerable extent the dispersion of the individual tax
burden measurements comes from the fact that a relatively
small number of corporations was found to bear tax burdens
(by any one of the measures) that are a good deal higher than
the burdens borne by those corporations which comprise the
bulk of any one sample stratum. In technical terminology, the
data exhibit a marked skewness to the right, with a bunching
of the data toward the lower end of the measure and with
a number of individual measures spread among the higher
values. The presence of this pronounced skewness makes the
application of some of the measures of absolute dispersion rather
academic. But it is possible to develop a measure to facilitate a
comparison of the relative dispersion of one stratum with the
relative dispersion of another—to test, in other words, the de-
gree of internal variation of one business type as compared with
the degree of internal variation of another business type.*

(a) The range

The absolute range of the data is described in Table 5 for each
of the business types and for the entire sample for each of the
measures of tax burdens. For the book value measure, for exam-
ple, the widest absolute range is exhibited by group R, the un-
classified trade category. The narrowest range is exhibited by
the D group, the food and feed manufacturers. For the book
value measure the range of the total sample is shown at the bot-
tom of column 3 of Table 5. The calculated ratios of total state
and local taxes to total North Carolina book value of tangible
property (expressed as a percent) for individual corporations
extended from a low of .02 percent to a high of 548.23 percent,
to provide a range of 548.21 percent.’ The absolute range of the
data for each of the other tax burden measures is described in
columns 4 to 12, inclusive, of Table 5.

The usefulness of the range is greatly diminished by the fact
that there are, in most of the series, significant discontinuities

4. The calculations by which the several measures of dispersion were derived are shown
in Appendix A. They are, however, shown only for the total sample for each of the
tax burden measures, in view of the mass of figures that would have to be included
in order to illustrate the process for the 18 business types.

5. The range is, of course, stated to exclude those measures which were deleted. All
deletions are shown in the footnotes to Table 5.
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' TABLE &

RANGE OF INDIVIDUAL RATIOS: STATE AND LOCAL TAX BURDENS FOR NORTH CAROLINA BY FOUR TAX BURDEN MEASURES AND
BY TYPE OF BUSINESS

Taxes as a Percent of Taxes as & Percent of Taxes as a Percent of Taxes as a Percent of
Book Value Gross Receipts Payroll Net Profits

Type of Business
Lower Upper Lower Upper Lower Upper Lower Upper
Limit Limit Range | Limit Limit Limit Limit Range | Limit Limit Range
(2) ) (5) (8) (9) (11) (12)

Agriculture and Extractive. .. .. § i i 78,7014 878.82 875.64
Conatruction H f v 82 252,78 627.60

ety . . 400,00 399.86
460.63 4568.71
1756.61

Forest Products!® .
Mineral, Chemieal, and M

Miscellaneous

Publie Utility

Recreation and Amusement
Serviee

Automotive Trade?.......
Beverage, Food, and Drug?
Equipment and Supplies? A F ¥ 4 d v i
General Merchandise?. . . 5 Z 533.99
Unclassified Trade?.. . 548.238 - i i 479.7021

Total Sample . 548.23 . . . 884.67 384.66 . 984.67 984.59

HOWOZEH =D EE D OW>

NOTES: !Classified as Manuracturing Corporations 10Deletion: 1 7Deletion:

2Classified as Trade Corporations 11 Deletion: 76 18Deletion:

3Deletion: 1,247.62 12Deletion: . 19Deletion:

Deletion: 1,160,00 13Deletion: . 20Deletion:
Deletion: 1,040,891 14Deletion: 21Deletions: 1,025.93
Jeletion: v 15Deletion: 1,100,00
Deletion: 18Deletiona:
eletion:

Deletion: ; 8,108.88

SHLVIS NYIISVIHLNAOS IHIL ANV VNITOHV]) HIEON




142 THE IMPACT OF STATE AND LOCAL TAXES IN

in the higher values. Its usefulness as a comparative device is
disturbed by the fact that different numbers of corporations are
included in each of the sample strata. It is useful, however, in
describing the extremes to which the tax structure can 2o in
imposing burdens upon individual corporations. To the heavily
taxed firm the extremes of the range are undoubtedly significant.

(b) The standard deviation:

As a measure of the dispersion or the spread of the individual
measures around the mean of the series the standard deviation
is both the most common and the most useful. In the present
case, however, the usefulness of the standard deviation is severe-
ly restricted by the high degree of skewness in each of the series,
If the data were arranged in such a fashion as to approximate
a normal, bell-shaped curve, the standard deviation for each of
the classes could be interpreted somewhat as follows: if the
value of the standard deviation were added to and subtracted
from the value of the arithmetic mean of the series approxi-
mately 68.27 percent of the individual measures would lie within
the limits so determined. Thus, Table 6 column 1 shows a value
for the standard deviation of the agriculture and extractive
corporations (by the book value measure) of 7.0176. The value
of the mean for this group is 2.72 (see Table 1, column 1). Adding
the value of the standard deviation to the value of the mean yields
an upper limit of 9.7376. Subtracting the value of the standard
deviation from the value of the mean yields a lower limit that
is a negative quantity, which, for our purposes, may be assumed
to be zero. If the distribution of individual corporate measures
of tax burdens for the agriculture and extractive group were
normal, approximately 68.27 percent of the items would lie with-
in the range 0.000 to 9.7376. In fact, however, approximately 97
percent of the items lie within this range. This is the case be-
cause the calculation of the standard deviation is influenced by
the few high values for the “very high tax burden corporations”
within the agriculture and extractive group.

This pattern is common to all of the groups and to all of the
tax burden measures. Of the 76 standard deviation values shown
in Table 6 (one for each of the business types and for each of
the tax burden measures) only six have a value less than that of
the mean, This high value for the standard deviation includes
all of the measures below the mean. For slightly skewed distri-




TABLE 6

STANDARD DEVIATION: STATE AND LOCAL TAX BURDENS FOR NORTH CAROLINA BY FOUR TAX BURDEN MEASURES AND BY TYPE
OF BUSINESS

Taxes as & Percent Taxes as a Percent Taxes as a Percent Taxes as a Percent
of Book Value of Gross Receipts of Payroll of Net Profits

Type of Business Standard Rank for Standard Rank for Standard Rank for Standard Rank for
st;liltion Cn{l.m(l) De\ﬁ‘a)tion % Deviation ( Deviation Cu{ié )
)

Agriculture and Extractive 7.0716 9.0121 12,8617 77.4182 (]
Construetion v 6.9960 41.1662 14

p 3.04B84 L f 50.9089 10
Food and Feed! w 28 y 77.6957 5
Forest Products!. ... . 29,1283 5

Mineral, Chemiecal, and Metals! \ 44,8751 13
Textile! ; . 108.3409 1
Tobaecco Manufacture! B . 5 27.7766 16
Other Manufacture! . . . 18
Miscellaneous 4
Public Utility : . i 3
Recreation and Amusement 58. " 4 5 g

2

2

Automotive Trade?. . ..
Beverage, Food, and Dru H p 7
Equipment and Supplies? 5 = 2 48.4929

General Merchandise?.......... 66.0245 ?

sovoZzrtR=NnoEEgOwe

Unelassified Trade? 50,1417
Total Bample.cocevsriprnirnsnsiisee 25.7639 20,8252 65.6752

SHLVLIS NYZISVIHINOS THL aNV VNITOdV) HI¥NON

NOTES: !Classified as Manufacturing Corporations
2(Classified as Trade Corporations
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butions it is normal for all of the measures below the mean to be
included within the distance measured by the mean minus three
standard deviations, but it is unusual for this result to be asso-
ciated with the lower limit established by one standard devia-
tion.

The usefulness of the standard deviation as a measure of the
dispersion of the data in the individual strata or in the sample as
a whole is thus limited by the abnormality of the series. For this
reason, the standard deviation is used in the present study
merely as the foundation of other, somewhat more revealing
calculations.

(¢) The coefficient of variation

The standard deviation figures shown in Table 6 are not sub-
ject to easy comparison as between the several business types.
This is the case because the arithmetic means of the sample
strata are different. The calculation of the coefficient of varia-
tion provides a measure of relative dispersion by the simple de-
vice of expressing the standard deviation as a percent of the
arithmetic mean with which it is associated. The results of these
calculations are shown in Table 7.

A comparison of the individual figures of column 1 of Table 7
(and of the rank figures in column 2) shows that the greatest
internal variation by the book value measure is that for the
“other manufacturing” group. The least internal variation is
that for the food and feed manufacturers.

For the gross receipts measure the greatest internal variation
is exhibited by the equipment and supplies group in the trade
category, whereas the least internal variation is exhibited by the
automotive trade corporations.

Food and feed manufacturers show the greatest variation for
the payroll measure, whereas the mineral, chemical, and metals
manufacturers show the least variation.

Finally, for the net profit measure textile manufacturers show
the greatest variation between individual corporations. The least
amount of variation for this measure is shown by the beverage,
food, and drug companies.

The coefficient of variation may also be used to indicate which
of the tax burden measures produces the least variation for each
of the business types. Thus, for the agriculture and extractive
corporations the least internal variation is exhibited when state



TABLE 7
‘COEFFICIENT OF VARIATION, STATE AND LOCAL TAX BURDENS FOR NORTH CAROLINA BY FOUR TAX BURDEN MEASURES AND

BY TYPE OF BUSINESS

Type of Business

Taxes as a Percent
of Book Value

Taxes as a Percent
of Gross Receipts

Taxes as a Percent
of Payroll

Taxes as a Percent
of Net Profits

Coefficient
of Variation
(1)

Rank for

Coefficient
of Variation

(8)

Rank for
Col. )(3)

Coefficient
of Variation
(5)

Rank for
Col. (B)
(6)

Coefficient
of Variation

Rank for
Col. (T)
(8)

mowOZEHFR“HDoEEDQEs

Agriculture and Extrautwa
Construetion., .
Finance

Food and Feed!,

Forest Products!,

Mineral, Chumlcal, and Metals!
Textilal . . ,

Tobaceo Manufacture!

Other Manufacture!.
Miscellaneous. .. ... N
Public Utility

Reecreation and Amusement

Automotive Trade?
Beverage, Food, and Drug?

Equipment and Supplies?.................

General Merchandise?
Unclassified Trade?

Total Sample

259.985

259,678
287.150
216,476
212.652
3871.679
380,634

388.5568

272.269

275,787
143.570
184.154
194,210
599.205
4765.504
284.110

294.503

159.773
138.880
196,927
411.102
97.970
83.006
191.481
98.067

157.085
180.686
181.238
166,980
110,828
188,667
278.666
130.846
104,548
240.1566

160,402
174.901

NOTES:

'Classified as Manufacturing Corporations
iClassified as Trade Corporationa

SELVLS NYZLSVAHLNOS THL ANV VNITO¥V) HIVON
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and local taxes are expressed as a percent of the net profits of the
corporations in the sample. The same thing is true for construc-
tion corporations, even though the net profits measure does not
produce the lowest ranking position for this business type. For
construction companies the lowest ranking position is associated
with the gross receipts measure.

TESTS OF RELIABILITY AND SIGNIFICANCE

Two common statistical tests were applied to determine, first,
the reliability of the sample means and, second, the significance
of the differences between the arithmetic means of each of the
sample classes. Each of these tests was, of course, applied to all
four measures of tax burdens.

The standard error of sample means

The standard error of sample means is designed to test the
reliability of the sample arithmetic means as estimates of the
means of the populations from which the samples were selected.
For example, Table 1 shows the arithmetic mean of the service
corporations by the book value measure (column 1) to be 5.35
percent. This value was obtained through the selection of a sam-
ple of approximately 15 percent of the total number of corpora-
tions included in this category in North Carolina. If a second
sample of the same size had been selected from the same popula-
tion the caleulated arithmetic mean would probably not have
been exactly 5.35 percent. Assuming random processes through-
out, the difference between these two sample means could be
explained only by the operation of chance factors in the sampling
operation. If the sampling operation were repeated many times
and if many arithmetic means were calculated, the arithmetic
means would tend to form a normal curve, even thongh the pop-
ulation from which the samples were drawn was not normally
distributed. For a very large number of such samples, the normal
curve of arithmetic means would be distributed around the true
arithmetic mean of the population, i.e., the true arithmetic mean
of all of the corporations in the service category. .

Unfortunatély, however, it was not possible to conduct an in-
finite number of samples of any category in the total popula-
tion. Only one sample was taken from each stratum, and only
one arithmetic mean was calculated for each stratum. The prob-
Jem, then, is to determine the reliability of the sample mean
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\ TABLE 8

STANDARD ERROR OF SAMPLE MEANS: STATE AND LOCAL TAX BURDENS FOR NORTH CAROLINA BY FOUR TAX BURDEN
MEASURES AND BY TYPE OF BUSINESS

Taxes as & Percent of Taxes as a Percent of Taxes as a Percent of Taxes as a Percent of
Book Value Gross Receipts Payroll Net Profits

Standard Standard Standard Standard
Error of Error of Error of Error of
Type of Business Sample | Lower Sample | Lower | Upper | Sample | Lower Upper | Sample | Lower
Means | Limit imi Means | Limit Limit | Means it Limit | Means | Limit
(1) (2) (4) (6) 3] (9) (10) (11)

Agriculture and Extrn-:twe .858 1.862 . ; 4.395 1.595 . % 2 36.573
Constraction. . , 7.214 : : 2,348 . . . v 27.678
Finance. 24.656 : p 2.639 . 3 24,208
Food and Feed1 : , 3.859 2 1.248 . . s E 38.660
Forest Products 4 2.728 v g X 1,747 v : s i 23.532
Mineral, Chemical, and Metals! ; . 3 ; ) 1.487 : . v 28.561
= .462 .6 . . 1.4056 - . . . 68 712
Tobacco Manufacl.ure i1 A 2.k .26 3 A 6.421 i X . ¥ 5.518
Other Manufacture! H v .109 . 1.229 . . Z .827
Miscedaneous. . . .. + 7 935 15.746 L z . .2 .329
Publie Utility. . 292 4.672 5 , . 1 L4656
Recreation and Amusame i 2 4.547 1. & . .284
Service . 0 : 8 x 6.954 ;
Automotive Trade?, . A ‘ : i B4l
Beverage, Food, and Drug’ ke 632 .T08
Equipment and Sug;ealiau’ L 906 A % 1.8562
General Merchand 907 1.518

mowozZgrR=-IoEDOuEs

Unclassified Trade? ol : .838 1.978
Total Sample stk . . 2 2.504

SHLVLS NYALSVEHLNAOS HHL ANV VNITOIV]) HIYON

NOTES: !Classified as Manufacturing Corporations
2Classified as Trade Corporations
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actually calculated as an estimate of the true mean of the total
population from which the sample was drawn. This is the funec-
1 tion of the so-called standard error of the mean. Reliability in
| this sense can, of course, be determined only in terms of proba-
bilities rather than in terms of certainties.
. The values for the standard error of the means are shown, for
1 each of the classes and for each of the tax burden measures, in
Table 8. The interpretation of selected items shown in Table 8 is
as follows:
1. The arithmetic mean of the sample drawn from the agri-
'. | culture and extractive corporations for the book value
measure is 2.72 percent (Table 1 column 1). The value
1 of the standard error of the mean is .858 percent. If this
value is subtracted from the mean and added to the mean
the resulting limits are 1.862 percent and 3.578 percent.
il We may make the statement that the {rue mean of the pop-
f ulation lies somewhere between these two limits. The
statement may, however, be true or false. But if we were
to select a large number of samples of the same size from
[ the same population, compute the same kinds of limits
: around each of the calculated arithmetic means, and make
| the same statements about the location of the true mean of
[ the population as estimated from the mean of each sample,
' iL approximately 68 percent of such statements would be
.

correct.®

9 The arithmetic mean of the sample drawn from the popu-
lation of textile manufacturers for the gross receipts meas-
ure of tax burdens is 1.17 percent (Table 1, column 4). The
value of the standard error of the mean is .235 percent
(Table 8, column 4). If this value is subtracted from the
mean and added to the mean the resulting limits are .935
percent and 1.405 percent. The statement that the true
mean of the population lies between these limits may be
true or false. But if the same operation were repeated

many times and similar statements made each time, the

statements would be correct 68 times out of 100.

1 Similar interpretations may be applied to each of the stand-

i1 . ard error figures of Table 8. For present purposes, then, it may

be assumed that the “mean limits” associated with each standard

3

|

¥ 6. It would be possible to determine limits established by subtracting and adding twice
il the standard error and three times the standard error, to show the 80 percent probability

| limits and the 99 percent probability limits respectively. The 68 percent probability

|

!

limits were, however, thought to be adequate for present purposes.
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error value describe the limits of the true mean of the population
in terms of a 68 percent probability. With this understanding,
it is possible to summarize the results to show that the means
of each of the strata are equal to the mean values shown in Table
1 plus or minus the corresponding standard error values shown
in Table 8.

The z test

Under normal circumstances the so-called “z test” provides a
test of the significance of the difference between the means of
the several classifications in the sample. Table 1 states the fact
that differences between the several types of businesses do exist.
It shows, further, that these differences exist for each of the tax
burden measures selected for analysis. The problem now under
discussion involves the question of the significance of these dif-
ferences. Are the differences between the means small enough to
be attributed to chance factors (that is, to all of the factors not
included in the classification system itself), or does the fact of
classification appear as a necessary part of the explanation of
the differences? This is the question which the z test seeks to
answer. By this test the variation of individual tax burdens
within all of the groups of business enterprises is compared with
the variation of the tax burdens between business groups.

For the book value measure of tax burdens the value of z is
1.515.7 From specially-prepared tables it can be shown that, for
a sample of the size of that considered in the “book value”
measure of tax burdens the differences between the eighteen
class averages are too great to be attributed to chance. The
chances of obtaining a value for z of 1.515 are, in fact, much less
than 1 out of 1000. From the evidence of the z test it must be
concluded that the tax burdens of the eighteen business groups
are not only different, but, in the statistical sense, significantly
different. Approximately the same thing is true for the other
measures of tax burdens. In every case the chances of obtaining
a z value as high as that found for each of the measures is Isss
than 1 out of 1000, so that chance may, for all practical purposes,
be ruled out as an explanafion of the differences between the tax
burdens for the eighteen classes of North Carolina corporations,

Even on the assumption of the full validity of the z test, how-
ever, the proof of the significance of the clasgification by types

7. The basic calculations for 'ou al £ th den
The: bavic caliulitions o the four 5 values (for each of the tax burden measures)
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the quantitative problem of the size of the differences; the sec-
ond involves the qualitative problem of why these differences
exist.

From the standpoint of practical policy it is, of course, ex-
tremely important to know that most manufacturing enter-
prises are subjected to relatively light tax burdens in North
Carolina as compared, for example, with public utilities and
several types of trade and service corporations., But it is also
important to know how large the differences are between the
high tax area and the low tax area. For any one of the tax
burden measures adopted for the present study it is, of course,
possible to determine the degree of tax burden differences be-
tween industrial types—either in terms of the mean, the median,
or any of the other devices of statistical deduction which may
be used to describe representative tax burdens for a sample
selected from a larger population. But in determining which
corporate types are in the high tax brackets and which in the
low tax brackets the methods of the present study have utilized
a combination approach, by which conclusions were restricted
to those which could be derived from an analysis of ranks and
ranking frequencies. Although leading to somewhat imprecise
answers, this combination method appeared to be the only defen-
sible method available for the handling of basic data that were
as fuzzy as those of the present study. Unfortunately, an analysis
of ranks and ranking frequencies does not permit a measure-
ment of the magnitude of the differences between business types.

It is probable that the combination approach adopted in the
present study will arouse objections in individual businessmen.
When, in the business world, an attempt is made to establish
comparisons similar to those of the present study, the emphasis
is usually placed upon the position of the firm initiating the
analysis in relation to other firms in the same industry. As such,
the analysis is aimed at a clarification of the competitive rela-
tionships within the industry. For these purposes it may be quite
legitimate to develop the comparison in terms of a single meas-
ure of tax burdens. It is to be expected that much less opportu-
nity for nom-tax variation exists within any narrowly-defined
industry than between industries. But the present study is neces-
sarily committed to an analysis of tax burdens across industrial
lines, so that the use of a single measure could seriously distort
the results,
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The qualitative problem of why there are differences between
pusiness types has been almost totally ignored in the present
analysis of intrastate tax burdens. Why, for example, does the
North Carolina tax system appear to fall more heavily upon
public utility enterprises and service corporations than upon
many manufacturing enterprises and some trading corpora-
tions? Why are there large differences between the tax burdens
borne by individual corporations within each of the industrial
groups? These are questions that can be answered only by a
thorough examination of the tax laws and of the manmer in
which these tax laws are applied to the several business types.
In theory, the income tax and the property tax tend to be pro-
portional levies, that is, they tend to produce tax burdens which
are proportional to the ability of the corporation to pay taxes.
In practice however, this tendency may be effectively frustrated
by administrative practices that bear little or no relationship to
the tax laws. The property tax is likely to be a prime offender
in this respect. In addition, the tax structure contains special
provisions of one sort or another which may differently affect
the several business types. Such, for example, might be the
special methods applied to public utilities for the determination
of the franchise tax liability or for the allocation of total cor-
porate income to North Carolina. And since the public utility
category contains franchise trucking corporations, the special
fuel taxes might also be significant in creating disproportionate
burdens for the whole public utility category. Similarly, special
income tax provisions, such as depletion allowances and the
provisions for emergency amortization, apply to some types of
corporations and not fo others. Finally, part of the North Car-
olina tax structure makes no attempt to levy taxes that are in
any way designed to impose proportional burdens. Business
licenses and other special levies tend to fall into this category.
To the extent that small corporations pay approximately the
same dollar amounts of such taxes as do large corporations, the
tax burdens are greater upon small corporations than upon large
corporations. If, then, some business classifications are composed
primarily of small corporations while other business classifica-
tions are composed of large corporations, the effect of such
levies would be to place the former classifications high in the tax
burden rankings and to place the latter business types low in
the tax burden rankings. None of these possibilities was seri-
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ously considered in the present study, however, so that an im-
portant analytical task has yet to be performed in the explora-
tion of intrastate tax burdens in North Carolina.

Even in the restricted sense in which the findings of the pres-
ent study are offered, it must be understood that no final and
complete proof is claimed. Because of the nature of the materials
it is possible to claim only that the distribution of North Caro-
lina's corporate tax burdens is strongly suggested by the results
of the foregoing analysis. It is firmly believed, however, that
the methods adopted in the present study produce answers which
are as complete and as definite as possible in this difficult area
of analysis. Combined with the suggested analyses which the
present findings will support, the results would seem to max-
imize the evidence upon which practical policy may be based.

THE INTERSTATE COMPARISON

The interstate comparison of tax burdens supported by the
findings of the representative sample method is contained in
Tables 9 and 10. Because of the manner in which the sample
of interstate corporations was selected, the results cannot, of
course, be justified by the same arguments applied to the North
Carolina sample analysis. The interstate material does provide
a useful guide but it cannot be said to offer irrefutable proof of
the character and the magnitude of the tax burden differentials
between states. Table 9 shows average tax burdens for all types
of businesses and for the eleven Southeastern states and *all
other states” expressed as an index series with the North Caro-
lina average tax burden assumed equal to 100. It should be noted
that the North Carolina burdens were measured only for those
corporations showing multi-state tax payments, so that the
North Carolina figures are not the same as those for the total
North Carolina sample described in the intrastate analysis. The
data of the interstate comparison are not in such condition as
to support the application of the more sophisticated statistical
techniques applied to the intrastate analysis.

Table 9 shows that North Carolina levies tax burdens which,
by the net profit measure, are the heaviest of any of the states
represented. For this measure Virginia and Tennessee are the
close competitors of North Carolina, while Arkansas, Georgia,
and Florida appear as low tax states. By the gross receipts

s
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measure, North Carolina is shown to occupy third position in the
rankings, well behind Arkansas and Kentucky, but far above
Louisiana and Alabama. By the payroll measure North Carolina
is shown to be in a much more comfortable position. Six states
appear to levy higher tax burdens upon multi-state corporations
than does North Carolina, with Mississippi at the top of the
list. At the other end of the rankings, Arkansas is shown to levy
tax burdens that are about half the size of those levied by North
Carolina. By the book value measure North Carolina is shown
to occupy seventh position in the rankings.

Out of the twelve rank positions North Carolina falls into the
first three positions for two of the four measures. In this respect,
North Carolina is similar to Mississippi and Tennessee. Vir-
ginia appears, by this test, to be the highest taxing state, occupy-
ing one or another of the first three positions three times out of
four. Arkansas, Kentucky, and Louisiana fall into this high tax
group only once each. Alabama, Florida, Georgia, South Caro-
lina, and the “all other states” category occupy the low tax
positions in this comparison, although Arkansas should clearly
be considered a low tax state in view of the fact that it occupies
a position among the lowest three ranks three times out of four.

Table 10 provides the same kind of information for the median
tax burdens in each of the states. In this comparison North Car-
olina occupies first position (high tax position) for the net
profit and the gross receipts measures. For the other two meas-
ures North Carolina occupies fifth and sixth positions. The
median tax measure also shows Virginia to be a high tax state
by any of the measures of tax burdens, since Virginia falls with-
in the first three ranks for all four measures. The consistently
low tax states, in terms of the median tax burdens of Table 10,
are Alabama, Arkansas, Florida, and Kentucky.

Although the interstate comparison supported by the repre-
sentative sample data may not be glorified as providing clear
answers in which great confidence may be placed, it seems fair
to conclude that there is at least some evidence to support the
conclusion that North Carolina is a relatively high tax state.
Virginia is quite consistently equal to or higher than North
Carolina, while a number of other states (such as Mississippi,
Tennessee, and Louisiana) are equal to or slightly lower than

North Carolina. But approximately five states must be consid-
ered to lie substantially below North Carolina in the tax burdens
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imposed upon corporate enterprises. This group consists of Ala-
bama, Arkansas, Florida, Georgia, and Kentucky.

In the analysis of interstate tax burdens the limitations of
the representative sample approach are particularly severe. As
indicated earlier, the main burden of the interstate comparison
is placed upon the shoulders of the hypothetical corporation
approach. For selected types of enterprises the actual corpora-
tion approach may be considered to provide assistance to the
hypothetical corporation approach in the analysis of these inter-
state tax differences. The foregoing analysis of interstate differ-
ences by the representative sample approach also provides assist-
ance to the hypothetical corporation approach by extending the
reference to all kinds of multi-state corporations and by express-
ing the tax burden measures in terms of taxes actually paid
rather than in terms of hypothetical tax bills. The role of the
representative sample approach in the interstate analysis is
restricted to this supernumerary activity.

P . e

e




CHAPTER VI
HYPOTHETICAL CORPORATION APPROACH—THE METHOD

A STATEMENT OF PURPOSES AND LIMITATIONS

By far the most popular systematic method of measuring and
comparing the tax burdens imposed by state and local govern-
ments is the so-called hypothetical corporation method. This
method involves the construction of a more or less realistic
dummy corporation, with characteristics carefully manufactured
to test certain selected elements in the tax structure or to test
the impact of taxation upon a particular type of business enter-
prise. Comparative tax bills are computed for the hypothetical
corporation by the simple insertion of these prefabricated fig-
ures into the tax laws of the several jurisdictions selected for
comparison.

As pointed out in Chapter I, it is the selective character of the
method that defines both its greatest utility and its greatest limi-
tation. It is extremely useful to be able to focus analysis upon
particular types of business enterprises and to explore, to any
extent desired, the minor interstices of the law. This kind of
concentrated attention is, of course, particularly desirable if, as
in the present study, some types of enterprises are found to be
the essential ingredients of a program of economic development.
But it must be clearly understood that, by its very nature, the
method cannot produce answers that are representative of the
impact of the entire tax system upon the entire body of tax-
payers. Strictly construed, the answers are relevant only for
a business that has the exact appearance of the model con-
structed. More generously construed, they probably serve to
describe the major differences in the impact of tax systems upon
a narrow range of business enterprises with characteristics
roughly similar to those of the hypothetical enterprise, although
even this timid extension of the area of applicability may be ad-
mitted only with the greatest care. Thus, the hypothetical cor-
poration approach is limited by the number of questions it may
legitimately be expected to answer. But it does contain much of
the equipment necessary to provide detailed answers to the ques-
tions that are within its scope.

Because of the easy, and sometimes dramatic, comparisons
which the hypothetical corporation approach permits, it has
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often been assigned more authority in comparative tax studies
than it deserves, It does not, and it cannot, measure tax burdens
actually imposed. Neither does it measure the tax burdens that
would be imposed if the actual corporation looked exactly like
the hypothetical corporation. Unfortunately, without some
rather sweeping assumptions, it cannot even be said to represent
the most probable long-run tax burdens of a business similar to
that of the model.! Complete realism can be claimed only if it is
possible to prove that taxes actually paid perfectly reflect the
intent of the law, without the distortions that are produced by
the exercise of administrative wisdom or administrative whim.
Such proof is not possible. On the contrary, there is much evi-
dence in American public finance to demonstrate the importance
of the administrative or quasi-administrative decision in the de-
termination of the final tax burden. Of course, to the extent that
such decisions are of general application, they tend to be merely
interpretative of the law. And where these general interpreta-
tions are available in published form, they may be taken into
account in the hypothetical corporation approach. The limita-
tions must, rather, be expressed in terms of the large number of
ad hoc decisions made by the tax administrator, designed to ap-
ply to a particular taxpayer at a particular time and under a
particular set of circumstances. For present purposes, it makes
no difference whether these decisions are justified by explicit
statutory authorization or whether they are undertaken without
such authorization. Nor does it matter whether the results rep-
resent a wise departure from the statutes or are demonstrably
witless. The point is that such deviations are common and serve
to limit the realism of the hypothetical corporation approach.

In one area of analysis it is necessary to make an exception
to the “strict-statute” rule. The laws of most states define the
broad outlines of the general ad valorem property tax levied by
most local governments and by some state governments. With
respect to assessment levels, these definitions are usually ex-
pressed in general terms, to require assessment “at full cash
value” or “at actual value in money”’, or in some other terms
calculated to carry the meaning of market value without actually

1. In this sense, Dr. Floyd seems to have overstated his case. It is claimed that the
hypothetical tax bills represent “the most probable long-run tax bills for firms of this
type under the conditions specified.” op. eit., p.65. Floyd does recognize the differ-
ences created by the disparity between law and administration. (p. 51), but he fails to
point out that administrative decisions typically have long-run consequences. It may
even be that the difference between a statutory interpretation and the actual tax bill
widens over long periods of time.
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resorting to the phrase. A strict interpretation of this kind of
language would, in the majority of cases, require a calculation
based upon 100 percent of the market value of taxable property.
But it is common knowledge that fractional assessments are the
rule rather than the exception in property tax administration. If,
then, the analysis is to pretend to any realism at all, it is neces-
sary to make this concession to administrative practice and at-
tempt to take account of actual assessment levels rather than
to be content with the stated or implied statutory level.

As might be expected, there is no possible way of testing any
of the extra concessions which some taxpayers (or potential tax-
payers) may be able to obtain from a local assessing officer or
which may arise as the result of an unconscious bias on the part
of a poorly-trained valuation official. In the present hypothetical
corporation approach it is possible to account for only the gen-
eral level of assessment as it would, in the absence of conces-
sions, apply to the kind of business enterprises under consid-
eration. Special assessment concessions (whether desirable from
the point of view of the entire community or not) often depend
upon the bargaining power of the enterprise contemplating a
new location. Needless to say, the bargaining power of a purely
imaginary enterprise is inconsequential.

A final limitation of the hypothetical corporation approach as
used for comparative purposes is that it does not permit, at least
without prohibitive effort, sufficient flexibility in the corporate
decision. As a practical matter, the method must be based upon
the assumption that the corporation has fixed characteristics.
The only thing to be tested is the locational effect of various tax
structures on a “constant’ business enterprise. In fact, however,
many corporations possess considerable flexibility and are sur-
prisingly adept at rolling with the tax punch. Operational ad-
justments may be made to adapt the plant to its tax environ-
ment just as other such adjustments may be made to adapt the
plant to its social, economic, cultural, and topographical environ-
ments. Thus, the installation planned for possible location in Ala-
bama or Arkansas may be a somewhat different creature than
that planned for a possible location in North Carolina or Vir-
ginia, in spite of the fact that the products to be produced are
the same and in spite of the fact that the same management
makes the decisions for all. Perhaps a domestically-chartered
subsidiary corporation will minimize tax burdens in one state,
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while a branch-plant operation directed by a foreign-chartered
corporation will minimize tax burdens in another. In a state in
which property taxes are important, or in which an income tax
allocation formula gives heavy weight to a property factor, it
may be desirable to lease the real property rather than to own
it: while in a state in which these considerations are unimpor-
tant, the advantages of ownership may heavily outweigh the
advantages of lease arrangements. It is clear that a corporation
contemplating location in one of the eleven Southeastern states
must assume that the tax problem consists of two major vari-
ables: the taxes associated with the sites under consideration,
and the many forms which the new operation might assume as
a result of the prospective burdens of taxation.

For a study such as this, however, it would be foolish to
attempt an eleven-state comparison for three hypothetical cor-
porations if each corporation were permitted to change color
like a chameleon as it was moved from one tax surface to an-
other. In the first place, it would be necessary to have the kind
of intimacy with the type of corporation involved that is gained
only after years of direct experience. In the second place, it
would be extremely difficult to claim complete objectivity for the
analysis. The slight additional finesse which would be produced
by these realistic amendments would hardly justify the large
additions to the analytical burdens. As a result, the present
method makes use of the limiting but traditional assumption
that the exhibits do not change as the hypothetical plants are
moved from state to state.

In spite of these limitations, the method is an extremely useful
aid in the exploration of interstate tax differences. To the extent
that the scope of administrative authority is minimized, the an-
swers can be fairly faithful replicas of real tax differentials. In
any event, it is important to know what the effect of the tax laws
would be if they were uniformly administered and strictly con-
strued. Finally, of course, the very popularity of the method
makes it a useful tool. If, as seems probable, it is the method
most often used by taxpayers and potential taxpayers, the an-
swers can be important in shaping locational and other business
decisions. Even if the answers are wrong, they can, from this
point of view, be extremely useful in explaining the appearance
of the maid in the eyes of those with whom marriage would be
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THE HYPOTHETICAL THREE

The selection of industrial types

The first problem encountered in the present study was that
of deciding upon the types of firms to construct as the hypotheti-
cal models. The practical desire to be as realistic as possible in
the fabrication suggested the desirability of selecting industrial
types that already had representation in North Carolina. The
availability of tax returns and supplementary information is a
strong attraction when it is necessary to construct something
reasonably realistic out of very meager information. On the
other hand, the practical necessity of making the results as
useful as possible suggested the desirability of selecting indus-
trial types that had not yet been attracted to North Carolina,
but that would make excellent additions to the economy of the
State. The end product was a compromise—the first of many.
The industries selected for analysis were those represented by
relatively recent arrivals in North Carolina and those that might,
with profit to themselves and with economic benefit to the State,
indulge in further expansion in the State.

In all cases, the industries selected are not strongly dependent
upon local raw materials or upon local markets. All are con-
cerned with selling to a national market. Two of them produce
finished goods and are, consequently, close to the consumer mar-
ket, while the third produces goods which are used extensively
in industry and to a lesser extent in direct household consump-
tion. All stand relatively high on the scale of desirability from
the point of view of value added in the manufacturing process.
All make extensive use of the kind of labor resources which are
present in great abundance in North Carolina. All have found
the arguments favoring industrial dispersion persuasive. In all
cases, the firms representing the industry have located in North
Carolina in the period since World War II. All are industries
that might, on general theoretical grounds, be said to be reason-
ably sensitive to tax differentials.* Finally, all are industries
with a strong developmental potential. By any standards, these
are, with one exception, industries of the future. In the case of
the one exception, the pattern of demand is such that develop-
ment depends upon long-run population increases and the con-
tinued expansion of the standard of living in a national market.

2. For a brief discussion of the problems of tax sensitivity with especial reference to
North Carolina, see Floyd, op. cit.,, Chapter L

.
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The desirability of including a representative of one or two of
the long-established North Carolina industries was, of course,
seriously considered. Such a decision would have clearly re-
quired the inclusion of the tobacco, textile, or furniture indus-
tries. For several reasons, however, this approach was rejected.
The industries which have, in the past, defined North Carolina’s
industrial economy have been strongly oriented towards local
raw materials, or at least towards raw materials that are un-
evenly distributed over the Southeastern states. Since it was
desirable, in the hypothetical corporation approach, to describe
the tax differentials between all of the Southeastern states, much
wasted effort would have been involved in moving a hypothetical
furniture manufacturer or tobacco manufacturer into all of the
states when some of the states would have been unwilling and
unattractive hosts from the point of view of available raw mate-
rials.® The exclusion of these industries is further justified by
the fact that, however dramatically they characterize North
Carolina’s economic past, they do not represent the best hope for
its industrial future. Although it is extremely important that
industries presently located in North Carolina be retained in the
new industrial structure, the opportunities for expansion in
these areas seem slight in comparison with the economic needs
of the community.

The selection of industries that had already located in North
Carolina was motivated, in part, by the availability of informa-
tion. Even more important, however, was the fact that North
Carolina has already proved itself capable of assimilating these
industries, at least in small measure, to the satisfaction of all
parties. In each case, the history of the industry in the State was
examined as a problem of the desirability of the industry from
the State’s point of view and as a problem of the desirability of
the State from the industry’s point of view. It was found that
the attractions were, on the whole, mutual, In the time available
for this study, it was impossible to make an intensive investiga-
tion of the economic potential and the economic needs of North
Carolina and the other Southeastern states. Indeed, it was impos-
sible to make optimum use of the excellent and quite extensive
work that has already been done in this field by other investiga-
tors. It is nevertheless felt that the industries selected meet

3. Some of the industries in question are, methodo]ogmally speaking, more suited to the
highly selective treatment of the so-called “actual corporation method”. See below,
Chapter VIIL
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the two important tests for a study such as this: they are capable
of making an important contribution to the State’s economy, and
they have demonstrated their ability to prosper in a North
Carolina location.

In view of the necessity of preserving the anonymity of the
firms used as basic informational sources, it is impossible to
describe the industries in as much detail as would be desirable
on other grounds. All of the industries are characterized by a
certain amount of competition (although the degree of compe-
tition is by no means the same in all cases), so that a disclosure
of operating statistics, of the type essential to a study such as
this, would be a disservice to enterprises that showed a com-
mendable willingness to co-operate in the study. The figures
themselves are, of course, properly disguised, but the detailed
statistical relationships are undisguised. Since some of the in-
dustries have only one corporate representative in North Car-
olina, a full description of the industry would, of course, have
the effect of pinpointing the firm to which these detailed relation-
ships apply. It is thus possible to describe the industries selected
in only the most general terms.

The first industry is concerned with the production of metal
goods. Production is fully integrated from the refined raw mate-
rial to the finished goods, and the final product is distributed
directly to retail outlets for sale to the consumer. A small per-
centage of the industry’s output may be used by other manufac-
turers, particularly those requiring precision tools and instru-
ments. With relatively minor conversion of equipment and
techniques, the industry is equipped to accept government de-
fense contracts, although this could not be considered to be a
strong area of demand under normal circu mstances. As presently
constituted, the industry contains one or two large producers
producing the bulk of the industry’s output, with six or seven
other firms of medium size producing the remainder. A number
of other firms, both large and small, engage in the production of
individual products that are in competition with the products
of the industry in question.

The second industry covers the field of electrical equipment.
Demand for the industry’s output comes from consumers, in-
dustry, and government.. As would be obvious from this pattern
of demand, the industry is of the multi-product variety, although
the example developed for present purposes emphasizes the pro-
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duction of one type of product. The industry achieves the advan
tages of specialization by the use of specialized plants which are
in many ways, independent operating units, at least as far as
productive activity is concerned. In its competitive structure, the
industry is one that fits the technical classification of differ.
entiated oligopoly, since a small number of large firms produce
virtually all of the industry’s output and since competition it
characterized (at least for the product in question) by produc
differentiation between the several firms in the industry. De
mand for the product of any one firm in the industry tends &
exhibit high price elasticity, and, for the industry as a whole
relatively high income elasticity.

The third industry is more difficult to define, but is, roughly
concerned with the manufacture of electronic and allied equip
ment. As an industry of economic significance it is, of course
relatively new but extremely important. This, too, is a multi
product industry, with a large industrial demand and a stron;
potential in the field of defense equipment. Some of its products
however, are sold directly to consumers. At its present stage o
development, the industry is characterized by a fairly larg
number of medium-size firms, many of which have specialize
in the production of particular types of products. Thus, the in
dustry is such as to permit a high degree of plant specializatior
Competition between the firms is strong, as would be expecte
from an observation of the industrial structure.

Some basic assumptions

The many different forms that a manufacturing operatio
might take made it necessary to resort to several assumption
about the character of the three hypothetical plants. Most ¢
these assumptions are concerned with minor details and wer
made necessary only by the small perversities of individual ta:
ing statutes. Their complete omission would make little diffes
ence to the end result. Such detailed assumptions are describe
as part of the calculation of tax burdens and should be consic
ered more as a concession to consistency than as a matter «
substantive concern.*

There are, however, a number of assumptions that it ws
necessary to make which could substantially affect tax burden
The first of these is the assumption that all of the hypothetic:

4. See Appendix B.
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corporations are foreign corporations. It is assumed, in other
words, that they are chartered in states other than the eleven
Southeastern states. With the possible exception of the elec-
tronics example, the industries selected for analysis are such
that a new entrant would find the existing competitive structure
extremely severe for many years, if it were able to survive at all.
And even in the electronics industry, at least that part of it
covered by the selected example, the barriers to entry would be
by no means inconsequential. This fact argued strongly against
constructing a hypothetical new enterprise with a domestic char-
ter in any of the Southeastern states. It would still have been
possible, of course, to assume that the operation would be di-
rected and controlled by a foreign corporation acting as a pro-
tective parent to a new, domestically-chartered subsidiary. On
grounds that this device is somewhat rare in the industries
selected—particularly in the early years of a new venture—this
possibility, too, was rejected. The assumption, then, that the
plants to be used as tax-test-models are branch plants of foreign-
chartered corporations is not entirely unrealistic.

The second assumption that could substantially affect tax bur-
dens was introduced solely for reasons of simplification. This
was the assumption that the hypothetical plant is the only manu-
facturing installation operated by the corporation in the South-
eastern states. This assumption was known to be an unrealistic
representation of the industries in question, but the practical
difficulties of considering inter-plant allocations in some states
and not in others and the practical importance of simplifying the
exposition wherever possible made the assumption essential.
Although the assumption is unrealistic, it is clear that no great
distortion is introduced, that is, if the purpose of the analysis is
kept clearly in mind. This approach does not attempt to show a
given enterprise where and how its total tax burdens may be
minimized and where and how maximized. It does, rather, at-
tempt to test the effects of selected elements of the tax laws of
the several states. For this purpose it is not necessary to deter-
mine the taxes which a firm may be paying in one or two or all
of the states before it contemplates the establishment of a new
branch plant in one of them. The test must be assumed to be

adequate if care is taken to preserve uniformity and consistency
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as the branch plant is alternatively located in each of the states.’

The third assumption is similar to the second, except that it
involves the selling operations of the three hypothetical corpora-
tions. In state income taxation it is normal for the taxing stat-
utes to prescribe allocation formulae to provide for the appor-
tionment of the total net income of the corporation to the taxing
state. As is well known, these formulae differ widely. Some, for
example, include a sales factor. Others do not. Some define sales
according to the location of the office from which the sale is
administered. Still others define sales according to the location
of the manufacturing plant or warehouse stock from which the
goods are shipped. It is obvious that if these extremely impor-
tant differences are to be tested, it is necessary to develop a
comprehensive set of hypothetical sales statisties to cover all of
the possible variations in the sales definition and allocation for-
mulae. This third assumption is concerned with the application
of these various sales definitions.

It was assumed that the volume of sales (by any one defini-
tion) for a given hypothetical corporation is the same in each
of the Southeastern states. In other words, sales defined accord-
ing to “the point of origin” were assumed to be the same in each
of the eleven states, and sales defined according to “destination”
were assumed to be the same in each of the eleven gtates. This
assumption corresponds to the underlying assumption that the
plant that is considered for a Tennessee location is the same, in
every respect, as that considered for a Georgia or a North Caro-
lina location. Unfortunately, however, there is less justification,
on grounds of realism, for the assumption of identical sales
volumes.

This third assumption introduces the possibility of some dis-
tortion in the results, although in the present analysis this dis-
tortion is not believed to be great. Consider two states, A and B,
with identical definitions of the sales factor in their income tax
allocation formulae. If Corporation X is contemplating the loca-
tion of a new branch plant in one of these states, it may be im-

5. In contrast, if the purpose of the study were to offer advice to corporations as to the
best locations for a mew plant from the point of view of minimizing tax burdens, it
might be important to assume mon-uniformity. It may, for example, be sensible for a
corporation to locate its new branch plant in the same state as its pre-existing plant
or selling organization (or, depending upon circumstances, in a different state) as a
method of minimizing its tax burd To fail to take these pre-existing conditions into
account would be to omit a tax variable that is extremely important from the corpora-

tion’s point of view. Or, as stated earlier, it may be desirable for a corporation to

enlarge its investment in property in one state and not in another, or to consider a

foreign-chartered branch plant in one state and not in another. But none of these is

considered to be within the scope of the present analysis.
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portant for it to consider its present volume of sales in each of
these states and the taxes it is now paying in each. It can be
shown that, if all other factors are identical as between States
A and B (notably, the definitions of sales, the total allocation
formulae, the application of the formulae, the definitions of tax-
able net income, and the tax rates), a difference of sales volume
between the states will introduce no distortion. The taxes asso-
ciated with each new hypothetical plant will simply be calculated
as a constant addition to the original tax burdens and the com-
parison will be of the additional amounts rather than of the
total taxes. The possibility of distortion arises, however, when
the introduction of the manufacturing activity serves to change
the allocation formula in one state but not in another, or when it
acts upon a progressive rate structure in one state but not in an-
other. In North Carolina, for example, the corporation may have
been taxed as a merchandising corporation prior to the under-
taking of manufacturing activity and have been subject to the
property-sales allocation formula. The introduction of the new
plant, however, may be enough to change the nature of the com-
pany’s “principal business” in the State, so that it would be
classified as a manufacturing corporation and made subject to
the property-manufacturing cost allocation formula.

In the absence of this third assumption, the analytical question
might be stated as follows: If a plant of the gize and character
specified were to be located in State A, where the corporation’s
sales have already been established as shown, what additional
tax burden would result in State A? The question for State B,
under these circumstances, would be as follows: If a plant of the
size and character specified (exactly the same as shown for State
A) were to be located in State B, where the corporation’s sales
have already been established as shown (and different from
those shown for State A), what additional tax burden would
result in State B? The additional burdens in States A and B
could then be meaningfully compared.

The introduction of the third assumption, however, converts
the question to something like the following: If a plant of the
size and character specified were to be located in State A, and if
sales of the volume specified were made in State A (according to
the definition of sales in State A’s allocation formula), what
total tax burden would result in State A? The question for State
B, under these circumstances, would be as follows: If a plant of
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the size and character specified (exactly the same as shown for
State A) were to be located in State B, and if sales of the volume
specified (exactly the same as shown for State A) were made in
State B (according to the definition of sales in State B’s alloca-
tion formula, which may or may not be the same as that of State
A), what total tax burden would result in State B? The total
tax burdens in States A and B could then be meaningfully com-
pared.®

In this latter approach, the only thing that could cause a
difference in the dollar volume of sales shown in State A and
State B would be a different definition of the word “sales” in the
allocation statutes of the two states. Although it is unrealistic
to assume that a corporation would have the same volume of
sales in North Carolina ag in Arkansas (for example), it is felt
that this assumption makes for a more manageable and useful
comparison. The comparison is more manageable because the
number of tax computations is cut at least in half and because
the actual geographical distribution of sales by the industries
selected for study need not be precisely calculated. The compari-
son is more useful simply because it is less cluttered and because
it permits a simpler interstate comparison of tax burdens.

The construction of the models

The first step in the construction of the three models involved
an examination of the general characteristics of a number of
firms in the selected industries. This examination made use of
any readily available information.” One of the enterprises in

6. The objection may be raised that this approach would not produce a technically com-
plete solution. With or without the third assumption, the entire tax liability of the
corporation should be computed before and after the construction of the new plant
The construction of the new plant, wherever located, changes the property base, and
the subsequent operation of the new plant changes such things as the manufacturing
cost base and the payroll base of the entire corporation, so that the allocation ratios
applied in all of the other states in which the corporation pays taxes are changed
The tendency, of course, is to reduce the tax liability per dollar of taxable income of
the corporation in all other states, thereby partially offsetting the increase in ta>
liability experienced in the state receiving the nmew plant. Technically, therefore, i
should be the met increase in taxes associated with the loeation of the new plant ir
State A that should be compared with the net increase in taxes associated with the loca
tion of the new plant in gtate B (and in the nine other states included in the direc
comparison). For the types of corporations chosen for these hypothetical examples, thi:
refinement would have required a two-year calculation of taxes in from 39 to 47 state
for each of the three corporations, if the requir ts of plete realism were t
be fulfilled. These calculations would have had to be repeated eleven times, for eacl
of the states in which the hypothetical plants were assumed to be located. Since suel
a procedure would have involved the staggering total of about 2794 separate sets o
tax calculations, this additional refinement was not permitted to creep in to confus
the analysis. Even so, the effects of such a refinement should not be neglected, in spit
of the fact that it is rarely mentiomed in comparative tax studies undertaken by th
hypothetical corporation me .

7. Moodys Investors Service, Moody's Industrial Manual, American and Foreign, Joh

Sherman Porter, ed., New York, 1956; North Carolina income, franchise, and intan

gibles tax returns; annual corporate stockholders’ reports, et cetera.
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each category was selected as a “primary model”. This, of course,
was the corporation with operations in North Carolina, for
which the greatest volume of information was available. Three
or four “secondary models” were selected in each industry on
the basis of the completeness of their reports and the manner in
which they might be assumed to represent the industry as a
whole. The selection was, of necessity, highly subjective.

From this general information was developed a “representa-
tive” balance sheet and income statement for each industry to
illustrate the basic statistical relationships of the industry. Par-
ticular attention was paid to such things as total assets, the
relationship between gross sales and inventory, the relationship
between net current assets and net worth, the relationship
between net income and total assets, and many other relation-
ships that are important in an analysis of tax burdens.® In most
cases there was very little difference between the experience of
the primary model corporation and that of the secondary models,
in terms of these basic relationships. In other cases, however,
the individual firms in the industry showed marked dissimilari-
ties. In these latter cases, somewhat more weight was given to
the experience of the primary model than to the experiences of
the secondary models. The use of unrefined averages would itself
have tended to create an artificial entity that would not be repre-
sentative of any firm in the industry or of the industry as a
whole.

The construction of hypothetical balance sheets and income
statements was thus conducted in such a way as to maximize the
realism of the illustration. The final result is hypothetical in the
sense that no firm in the industry has, in all respects, the appear-
ance of the dummy corporation. The result is realistic, however,
in the sense that the dummy corporation reasonably reflects the
prevailing situation in the industry as a whole. Where no “in-
dustry situation” may be said to exist, the appearance of the
dummy closely approximates that of the primary model.

The use of these general statistical reports was, of course,
restricted to the construction of the total hypothetical corpora-
tion. But the method previously decided upon called for the
development of plant statistics, on the assumption that the
corporation was contemplating the location of a single branch
plant in one of the eleven Southeastern states. At this point, it

8. The most important of these relationships are described a uwantified in Chapter VII,
below, and in Appendix B. i bt )
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was necessary to make use of the information associated with
the several types of tax returns filed in North Carolina by the
primary model corporations. In some cases one Or more of the
secondary model corporations also filed North Carolina tax
returns. These were used in conjunction with the primary model
statistics to the extent permitted by the data. The sizes of the
plants (in terms of investment, payroll, productive capacity,
and so on) were established with the use of these data and
through correspondence and personal interviews with plant
managers and corporate officials. These data were, of course,
adjusted slightly for disguise purposes, although the essential
relationships were preserved and the overall size of the opera-
tions was kept within the bounds of economic efficiency.

Although the volume of information collected from tax returns
and general informational sources was indeed impressive, it was
quite inadequate as the statistical foundation of an interstate
study of tax burdens. In the first place, the kind of information
required for compliance with North Carolina’s tax laws is quite
different from that required for compliance with the tax laws of
other Southeastern states. North Carolina tax returns could not,
therefore, be expected to contain all of the information needed
for an analysis of taxes in all of the Southeastern states. In the
second place, some of the primary model corporations had been
granted administrative relief under the permissive provisions of
North Carolina law, so that information necessary for a strict
application of even the North Carolina taxing statutes was not
contained in the tax returns. Since it had already been decided to
omit all analytical reference to such administrative relief and to
test the strict application of the taxing statutes, the missing
information had to be obtained elsewhere. Finally, some of the
corporations used as models were actually operating two or
more plants in North Carolina. The tax returns do not, ordi-
narily, show an inter-plant breakdown, but only the total cor-
porate activity in the State.

The method adopted to fill this large gap involved a pre-
liminary analysis of the tax laws of the eleven Southeastern
states. The purpose of this analysis was to develop a list of the
kinds of information that would be needed before it would be
possible to compute a hypothetical tax burden for a hypothetical
corporation in each of the states. This step was followed by ex-
tensive correspondence and personal interviews with officials of
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the primary model corporations. These contacts were established
at two levels, the North Carolina plant and the head office, and in
all cases with the top administrative personnel and their asgist-
ants. It was thus possible, in most cases, to fill in the needed
data from the actual operating statistics of the primary model
corporations. In one or two cases, however, the corporations did
not maintain their records in such a way as to yield the informa-
tion needed, simply because they were not faced with the
necessity of coraplying with the manifold curiosities of all the
taxing statutes of the Southeastern states. In these cases, esti-
mates were made with the assistance of corporate officials.?
The product of this labor was a comprehensive set of figures
for each of the three dummy corporations that is a blend of the
hypothetical and the real. It is felt, rather hopefully, to be sure,
that the blend is an auspicious one, and that the hypothetical
plants of the hypothetical corporations are things of substance
rather than things of pure fantasy. If the substance is further
found to be the stuff that promises a long and mutually satis-
fying relationship between industry, people, resources, and
government, the technique will receive its full justification.

THE TAX CALCULATIONS

If Corporation A, a foreign corporation chartered in the State
of Delaware and currently conducting its manufacturing opera-
tions in several locations outside the area of analysis, currently
engaged in the manufacture of metal products for use in home
and industry, were to locate a new plant alternatively in each
of the eleven Southeastern states, what would the corporation’s
total tax bill be in each of the states if it were to calculate its
taxes according to strict statutory interpretation? This is the
kind of question that defines the analytical problem for each of
the three hypothetical corporations. Detailed exhibits and textual
explanations describing the actual caleulations made in order to
answer the question are shown in Appendix B and in Chapter
VIL. The ensuing discussion is merely a generalized representa-
tion of the troubles experienced and the techniques adopted.

9. In spite of the care with which these detailed statistics were accumulated, it was
necessary to make a number of “on-the-road” estimates as the hypothetical tax bills
were computed. These are explained as part of the computations shown in Appendix B.




e T =

174 THE IMPACT OF STATE AND LoCAL TAXES IN

Types of taxes considered

Although it was recognized as desirable to test the effects of
all taxes by means of the hypothetical corporation approach,
practical considerations necessitated the omission of two impor-
tant types of corporate tax levies. These were the sales tax (and
the associated use tax), and the unemployment insurance tax.

There would have been some theoretical justification for con-
sidering the burden of sales taxes paid on purchases made by
the hypothetical corporations as well as the burden of sales
taxes paid (if any) on sales made by the hypothetical corpora-
tions. As indicated earlier, the traditional theory of shifting and
incidence, as applied to sales and use taxes, holds that a sales
tax paid by the seller of a commodity normally will in part be
shifted to the purchaser in the form of a price increase (or,
conceivably, to the several factors of production in the form of a
lower price for the things or services purchased by the “tax-
payer”) and in part be retained by the corporation making the
actual payment of the tax.

The practical difficulties in quantifying this shifting, or even
of proving that it takes place at all, are very great indeed. It
would, of course, have been possible to adopt the usual assump-
tion that all sales taxes are passed on to the purchaser of the
item subject to tax, so that corporate burdens would have been
related to corporate purchases. Aside from the possible inva-
lidity of this assumption, the task of hypothesizing realistically
about the kinds of purchases taxable under various sales tax
laws seemed quite out of proportion to the possible increase in
purity that would result. In most states, sales and use taxation is
filled with special, ad hoec decisions and administrative interpre-
tations that do not easily lend themselves to generalization.

Unemployment insurance taxes are often omitted from tax
burden studies (and from many official listings of tax collec-
tions) on the grounds that they are not true taxes. The argu-
ment is that such contributions, along with contributions to Fed-
eral Old Age and Survivors’ Insurance, are more in the nature of
insurance premium payments or direct transfer payments than
of tax payments as such.’® This reasoning was not adopted as
a justification for omitting these levies from the present study.

10. See Harold M. Groves, Financing Government, Henry Holt and Company, New York,
third edition, 1950, pp. 327-328.
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On the contrary, and in spite of terminological confusion on the
point, there is every reason for including the unemployment in-
surance contributions of corporations in an interstate compari-
son of tax burdens. The omission is explained, once again, by
the practical difficulties associated with developing a realistic
hypothesis that could be uniformly applied to all of the states
involved in the comparison. The difficulties come from the com-
mon use of experience ratings to determine the rate at which
corporate contributions are made. For new plants of the types
under present consideration it would have been extremely diffi-
cult to develop a convincing unemployment “experience” for the
period of time required to permit a combination of this levy with
other taxes in the determination of a total burden. Rather than
resort to sheer guesswork and the wildest sort of estimation, it
was decided to omit the levy altogether.

With these two exceptions, an attempt was made to compute
the tax burdens associated with all kinds of taxes (and quasi-
taxes) that would be levied upon corporations of the types
under consideration. These included levies generally classified as
income taxes, franchise taxes, general ad valorem property
taxes, taxes on intangible personal property (when subject to
separate taxation), business licenses, corporate organization and
entrance fees (or taxes), and selected reporting and recording
fees. With one exception, taxes were not counted in the total if
they were less than $5.00 in annual amount. The exception was
made in the case of the intangibles tax, and this merely as a con-
cession to the controversial character of this tax in North
Carolina.

The selection of reporting and recording fees was based upon
the distinction between the general and the selective character
of the requirements. Only the former type was included. Thus, if
state law required a corporation to file an annual report of its
corporate condition and accompany such filing with an annual
fee, the fee was included in the total. If, however, state law
required the payment of a fee as a companion to the filing of a
report of a change in the corporation’s authorized capital stock,
the fee was not included in the total.’* All taxes were calculated

11. The entire category of “fees™ is sometimes omitted, since a true fee is supposed to be

just enough in amount to pay for the costs of administering the inspection, filing, or
whatever. However, this attitude reflects the point of view of the taxing authority. Fees
are not counted because no net revenue is produced. To the corporation, fees of =ll
kinds are just as burdemsome as other forms of compulsory payments to the govern-
ment, and are properly included in a rement of tax burdema.
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to the nearest dollar. The corporations involved in the analysis
were not such as to be concerned with the several special types
of taxes levied by most states (such as chain store taxes, gross
receipts taxes, or severance taxes), so that these were not sub-
ject to test in the present approach, As in the other approaches
that comprise this impact study, the taxes considered were those
that normally apply to corporations. Even though personal taxes
(personal income tax, death and gift taxes, for example) may
be important in the determination of industrial location, they
were considered to lie beyond the scope of the hypothetical cor-
poration approach, and, indeed, of the entire impact study.

The locational problem

Since it was the aim of the hypothetical corporation approach
to measure tax burdens in all of the Southeastern states, at least
one locational problem was easily solved. It was clearly necessary
to place each of the three hypothetical corporations in each of the
eleven Southeastern states.'? This is not to say that it was con-
sidered likely that the types of firms involved would find each of
these states equally attractive on non-tax grounds. But each state
appeared to be a possible location on grounds of technology and
a potentially sound location from the point of view of market
and other economic criteria. Thus, if it were possible to quantify
all of the non-tax factors and establish clear interstate differ-
entials, the consideration of the tax factors would show how
large the tax differentials would have to be to offset the pulls of
the non-tax factors.

But it is obviously not possible to talk about the burdens for
a hypothetical taxpayer in any one of the states. Levies imposed
by county, eity, and district units can create large differences in
tax burdens within the same ‘state. The comparison of a high
local tax location in one state with a low local tax location in
another would clearly bias the answers, unless, of course, there
were some reason to suppose that a corporation of the type se-
lected would find such locations attractive on non-tax grounds.
But the existence of intrastate variation means that it is not
enough to locate the plants “somewhere in Louisiana” or ‘“‘some-
where in Arkansas”.

12. The states, ns d.eﬁned in the Survey of Current Business, United States Department of
ce, Arkansas, Florida, Georgia, Kentucky, Louisiana, Mississippi,
Nurth lem.l. South Carolina, Tennessee, and Virginia.
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This intrastate variation in tax burdens would not cause any
severe analytical problems if it were possible to measure the
local differences in burdens with precision. This does tend to be
the case with such levies as business licenses and fees of various
kinds, for it is generally possible to find references in the state
statutes or the county and municipal ordinances that define the
levy in more or less definite terms. In these cases, the research
is laborious, but it is not impossible.

But the major cause of intrastate variation in tax burdens is
the ad valorem property tax. With this levy there are three ele-
ments of variation: the tax rates, the ratio of assessed to market
value, and the pattern of exemptions.’

Tax rate variations are easily accounted for, since rates are
published and uniformly applied to all taxpayers within each
taxing jurisdiction. If full representation were desired in any
one state, it would suffice to select a location anywhere in each of
the uniform tax rate areas of the state to test the effects of tax
rate differences on total tax burdens. In some states it might be
mechanically difficult to apply this method because of the large
number of such uniform rate areas, so that some system of
sampling would have to be devised. But, once again, the task
would not be impossible.

The exemption structure, too, is relatively easily handled.
Whether the exemptions are concerned with the type of tax-
payer (such as the total exemption of churches, schools, et
cetera), or the type of property (household furniture, intangi-
ble personal property, all personal property, specified types of
inventories, et cetera), they are usually spelled out in the law
of the state or in local ordinances under state permissive
statutes. As such, they are both observable and uniform within
the jurisdiction involved. The number of measures required to
give total representation to this factor would be dictated by the
number of uniform exemption areas in a given state.

The treatment of assessment ratios, however, presents quite
a different problem. It is true that state laws usually do require
assessment uniformity, and often announce the level at which
this uniformity is to be established. But it is safe to say that the
requirements are never perfectly fulfilled and rarely approxi-
mated. Since the market valuation is itself the product of a

13. In many states the pattern of exemptions is not a source of intrastate variation, for the
exemptions are prescribed by state law and uniformly applied throughout the state. In
some cases, however, the prescription is in general terms and gives the local jurisdic-

tion authority to permit or prohibit the exemption.
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subjective valuation process, the assessment ratio is never pub-
lished as a fact. Nor can it be expected to be uniform in its appli-
cation. It is possible for assessment ratios to show almost infinite
variation, limited only by the number of parcels of property sub-
ject to assessment. In the case of the assessment-ratio element
of property tax variation, then, it would be necessary to deter-
mine the assessment ratio of every parcel of property in the
assessment jurisdiction if complete coverage were desired. There
is no such thing as a uniform assessment area in the sense that
there is a uniform tax rate area and a uniform exemption area.
Even with a sampling operation to determine a “representative”
assessment ratio (or a series of representative assessment ratios
for different classes of property) the number of items in a uni-
verse as large as that of most assessment jurisdictions would
present an impossible problem for a study such as this.

Much of the variation to be noted in local assessment ratios
for any one assessment jurisdiction is, of course, associated with
the fact that different types of property are being compared. The
assessment ratio for residential property is different from that
for factories, and the assessment ratio for large factories is
different from that for small factories. To be sure, this problem
should not bother the analyst engaged in the hypothetical cor-
poration approach, for the dummy that is being moved around
the universe is assumed to be the same kind of dummy wherever
it is located. The possibility remains, however, that even within
a single assessment jurisdiction the assessment ratio may vary
by location. At least it cannot be maintained, without proof, that
the assessment ratio does not vary by location. It is possible, in
other words, that a manufacturing plant located at one point in
a given county would have quite a different assessment ratio
than if it were located at another point in the same county.

Any research dealing with property tax burdens must begin
with an appreciation of the fact that the base of the property tax
is subjectively determined. The tax is not, ordinarily, based upon
a tangible object or a discoverable event, in the sense in which
these terms may be applied to an income tax or a sales tax. It

' is based upon a hypothesis and is, by nature, conditional. If a

piece of property were sold at’a given time and under certain
circumstances, what would it sell for? This is the kind of ques-
tion the property tax administrator must try to answer. The
income tax administrator, on the other hand, need only ask what
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the taxpayer actually did earn during the period in question.'*
The income tax administrator must discover. The property tax
administrator must invent. From the practical point of view,
therefore, prediction of property tax liability is an extremely
hazardous adventure indeed. It is especially so if the property
for which taxes are to be predicted does not even exist. All that
can reasonably be expected is an honest attempt to discover what
the general assessment practice seems to be as applied to the
types of property in question for location as close to the hypo-
thetical corporation as possible.

One of the techniques that might have been adopted to solve
the locational problem is that used by Professor Heer in his
study of a selected manufacturing company in six Southeastern
states.!s This consists of the calculation of the property tax bills
of the hypothetical corporation for all cities (or at least for all
principal cities) of each state. Assuming that the corporation
will locate in a city, it is possible to compare cities in compa-
rable positions on the tax bill scale (lowest tax bill cities, highest
tax bill cities, median tax bill cities, mean tax bill cities).
Professor Heer selected the median tax city in each state as a
representative location for his hypothetical corporation. The
median tax bill city is the middle city on the scale of tax bills, so
that as many cities have property tax bills greater than that of
the median city as have property tax bills less than that of the
median city.

This calculation of tax bills is, of necessity, based upon the
assumption that the assessment ratio of each city is uniformly
applied within the city, or at least that the reported assessment
ratio for the city (which may be an average ratio) properly
applies to the kind of property owned by the hypothetical cor-
poration. The assessment ratio is then multiplied by the reported
aggregate tax rate to obtain an effective tax rate, which is then
applied to the assumed market value of the taxable property of
the taxpayer to obtain the general property tax bill for that
city. In the Heer study the assessment ratio used to determine

14. In our monetary society these earnings are usvally received in money. The money re-
ceived (and earned in certain ways) then becomes the tangible thing that is measured.
In some cases, however, the things received as income are goods and services. In these
cases the income tax administrator’s job closely approximates that of the property tax
‘-dmmmtntor'skfpl‘:‘. for he must walwe (by more. or less subjective processes) the real

% a i

to ol q! lent. This is true, at least, where it is not possible
to pay taxes with pigs, loaves of bread, and days of work on the public roads.
15. Clarence Heer, Tax Bill of Selected Manufacturing Corporation in Sixz Southeastern
States, Tax Committee, North Carolina State Planning Board, Raleigh, 1945, mimeo-
graphed, passim. .
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the effective tax rate was obtained from the appropriate state

volume of The Corporation Tax Service, State and Local, pub-

lished by the Commerce Clearing House, Inc.'®

For present purposes there are several difficulties with the
Heer technique. In the first place, it commits the corporation to
a location inside the corporate boundaries of a city in each of the
states to be tested. One of the clearest locational conclusions of
the present study, as indicated by interviews with corporate offi-
cials and as suggested by the present location of the primary
model corporations in North Carolina, is that city location is
not required for the kinds of corporations involved in the analy-
sis. There is even reason to believe that city locations are actually
undesirable for these plants.

Secondly, by basing the location on some measure of general
property tax bills (whether high, low, median, or mean city tax
bills), the technique assumes a greater significance for the loca-
tional impact of the general property tax than can readily be
supported on realistic grounds. It implies that the hypothetical
corporation always decides to locate at the median tax bill city
in each state, even if this city is, in some states, totally un-
acceptable on other locational grounds. Thus, to the extent that
this approach emphasizes the influence of the general property
tax on the locational decision (simply by neglecting all other
considerations and by insisting on “scale comparability” in all
of the states), part of the problem of tax burden comparison is
assumed away before the computations really begin.

Finally, of course, the results are subject to the severe criti-
cism (which, in some form or other, may be assessed to all
studies dealing with this subject) that the published figures for
assessment ratios may bear no relationship to existing assess-
ment practices in the jurisdiction reporting.'?

The locational technique adopted by Joe Summers Floyd in
his study entitled Effects of Taxation on Industrial Location,'®
solves some of the problems left by the Heer study, although the
methods are basically the same. Once again, the information on
assessment ratios is obtained primarily from published sources:
16. ibid., p. 27.

17. Such published figures are usually based upon reports made by assessors and state
revenue officials. In some cases, at least, there are strong pressures upon local
assessors to report assessment ratios at, or even above, those preseribed by law or
considered traditional, even though the actual level is commonly recognized to be well

below that figure. In cases where full-scale assessment studies have been condueted,
this tendency to overstate the reported assessment ratio has been clearly indicated.

18. op. cit., pp. B63-565.
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Commerce Clearing House, State Tax Reporter and Prentice-
Hall, State and Local Taxz Services, although a questionnaire
method is used to obtain some types of information. The loca-
tional emphasis of the Floyd study is also upon urban sites, with,
however, the additional refinement that a limited number of
rural sites adjacent to the selected cities is also included. Not
all cities are listed as possible sites, however, for it is recognized
that smaller cities might contain an inadequate labor supply for
the types of plants involved in the study. Metropolitan centers
are also ruled out, “because special economic conditions appear to
influence their industrial growth.”?® Thus, at least one important
non-tax variable is recognized as having locational significance.
But to the extent that other non-tax factors are omitted in the
locational decision, the overemphasis of the role of the property
tax remains as a strong possibility.*®
In some of the caleulations Dr. Floyd analyzes tax burdens
at the high. low, and median tax bill locations, and does not re-
striet himself to a single urban site in each state. The high and
low bills are not, of course, the highest and lowest for the entire
state, but merely for those locations permitted by the assump-
tions. Although this use of city locations diminishes the effec-
tiveness of the criticism that the locations are too strongly in-
fluenced by property tax burdens, it is gtill important to recog-
nize a severe difficulty in interpreting the results. Should a high
tax location in one state necessarily be compared with a high
tax location in another state, or should a high tax location in one
state be compared with a low tax location or a median tax loca-
tion in another state? Arguments of statistical comparability
are not sufficient to answer these questions, for it may be that
if property taxes are considered to be relatively insignificant
in the locational decision the corporation would choose, as a

19. ibid., p. 54. E

20. :Ihe cr_iticism is of the appropriateness of the technique for the present study. The
industries selected by Floyd give a rather different purpose to the assumplions than
would be justified here. ’ o .
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matter of strong, non-tax preference, a high tax location in one
state and a low tax location in another.*

Because of these common difficulties, the method adopted in
the present study is quite differently oriented. It begins with the
assumption that local property taxes are unknown, and proceeds
on the assumption that specific locations in each state are deter-
mined almost entirely without reference to local property tax
differentials. The only reference to local property taxes in the
locational decision is contained in the decision to locate the
hypothetical plants outside incorporated municipalities. But
even this decision is not based upon a calculation of property tax
differentials between municipal and non-municipal sites, but
simply on the observation that municipal property taxes are
generally higher than non-municipal property taxes in the same
state and on the conclusion that city services and urban facilities
are not considered important by the industries in question. In
the present study these observations were supported in discus-
sions with officials of the primary model corporations.

In its de-emphasis of local property tax differentials as a
t strong factor influencing location, this study undoubtedly errs
in the opposite direction to that of the Heer and Floyd studies.
It does so especially in the case of those states characterized by
extensive overlapping of local jurisdictional boundaries. In states
| heavily committed to government by special district, a taxpayer
h may be subject to taxation by as many as ten independent dis-
tricts on one side of a country road and only three on the other.
This fact can be easily established for a limited number of possi-
i ble locations, so that the corporation contemplating a plant loca-
i tion may very well give important consideration to the over-
lapping of tax levies in making its final choice. However, even
this feature of local government should not be given undue
weight. Special district units often exhibit large appetites for
taxable assessed values of industrial property, particularly

T e e e

21. Even if the analytical problem is approached primarily from the point of view of the
] corporation, as in the Floyd study, the technique of choosing a location (or a series of
i locations) on the basis of the local tax situation appears to be unsatisfactory. In theory,
a test of the impact of local tax differences in any one state should begin with careful
listing of all possible sites—the possibilities defined in non-tax terms—with dollar
amounts of long-run revenue and expense associated with each ranking. The availability,
of a suitable labor supply will, of course, be one of many such decisive elements. Then,
and only then, should local property taxes be inserted to guide the final choice. It may
well be that a very high property tax bill will be quite insufficient to offset the extreme
non-tax advantages of a particular locatlon. This implied consideration of property taxes
as a residual element in the intrastate locational decision may or may not conform to
actual corporate practice, but it is an essential analytieal deviee where the test is to
be a tax test. To adopt this line of reasoning is, after all, to apply the same logical
framework to the problems of intrastate location as to the problems of interstate loca-
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where the process -of injestion is facilitated by liberal district
annexation laws. This mutability of district boundaries tends to
suggest the futility of detailed calculations based upon the pres-
ent district map, so that property tax burdens at this level enter
the calculus only in the vague and imprecise world of future
possibilities.

The technique used in the present study represents an attempt
to imitate, in an admittedly rough and impure way, the locational
decisions of the types of firms used as models for the analysis. |
To this end, it was necessary to gain an understanding, albeit a |
rather primitive one, of the locational problems of the industries |
in question. This was attempted through the primary model cor-
porations, all of whom had been involved in recent locational
decisions and all of whom had the problems in the front of their
corporate minds. From rather extensive interviews with cor-
porate officials, presidents, general managers, comptrollers, plant
managers, location specialists, and others, it was possible to
develop a list of economic, sociological, topographical, and geo-
graphical factors considered to be important in the choice of
industrial sites for the plants in question. The following is a
summary listing of the kinds of questions considered in these

interviews:

1. transportation out—finished products:
(a) rail

- (b) truck
(e) air
(d) postal

2. transportation in—raw materials and supplies
(a) rail
(b) truck ‘
(¢) air |
(d) postal

3. transportation in and out—personnel
(a) rail
(b) road
(¢) air

4. labor availability
(a) skilled
(b) semi-skilled
(c) unskilled

(d) total needed now and for expansion
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(e) seasonal variation

(f) plant training possibilities

(g) male

(h) female
5. “urban’ services
(a) police
(b) fire
(c) sewers and other industrial waste disposal problems
(d) water
(e) power—electricity and gas
(f) other
desirable to locate in city?
desirable to locate near city?
preference for large or small community?
prestige location?

10. location and raw materials

11. location and markets

12. wage rate

(a) prevailing
(b) potential
(c) organized or unorganized labor
(d) effects of industrial concentration on wage rate
13. near other industries?
(a) wage rate (see above)
(b) availability of services, trucking, postal, et cetera
(¢) repair and machine shop and other supporting industry

14. other locational considerations

With this interview material as background, the preliminary
choice of plant sites was made from road, rail, and topographi-
cal maps (on which were also described cities and towns, county
boundaries, airport facilities, and so on) for each of the eleven
Southeastern states. In this choice, valuable assistance was ob-
tained from a large North Carolina firm of industrial contrac-
tors with wide and detailed experience in the Southeastern states
and with an intimate knowledge of the locational problems of the
industries selected for analysis.

In conjunction with other inquiries, these preliminary loca-
tions were checked with various correspondents in each of the
Southeastern states, all of whom had some familiarity with lo-
cal conditions. Since the identity of the firms (and, indeed, the
specific character of the industries) had to be concealed, it was

LA
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possible to make use of these checks only to guard against the
grossest sort of errors in interpreting property tax burdens, and
to avoid the disasters of locating a plant on a military reserva-
tion or on soil with geriously erosive tendencies. As a result of
these checks, some small adjustments were made, but, on the
whole, the preliminary choices were found to be satisfactory.

In view of the time limitations with which this study was
faced, it was possible to select only one site for each hypothetical
corporation in each of the Southeastern states, a total of 33
specific locations. It is not suggested that the sites selected are
the only ones that would have been possible in each of the states.
In some cases, several locations would have satisfied the condi-
tions imposed. It is not even suggested that the sites selected
are the best (on non-tax grounds) of all those available, for this
would have required a much more careful analysis than was
possible. (It is probably true that even a diligent official of a
large corporation would, in all honesty, be unwilling to claim
that he had selected the best of all possible sites. Even with the
best intentions, the best equipment, and the most pragmatic of
interests, it would be impossible to examine all sites which
might satisfy a given set of conditions applicable to the three
hypothetical corporations in question). It is claimed, however,
that the locations are appropriate to the industries in question,
that they are capable of fulfilling all of the important industrial
requirements, and that they are locations which might well be
selected by firms contemplating location in the Southeastern
states. It is thus felt that the method used imitates the form, if
not the intensity, of the corporate approach to locational prob-
lems.

Property tax techniques

As stated earlier, the property tax bill of a corporate tax-
payer depends upon three things: the type of property subject
to taxation, the assessed valuation placed upon the taxable prop-
erty, and the aggregate tax rate applied to the assessed value
base. For the most part, the type of property subject to taxation
was easily determined from the law and explanatory material
in the appropriate volumes of Commerce Clearing House, State
Tax Reporter. In those cases in which the state laws permit a
county to grant certain exemptions (as, for example, to new
industries for a period of five or ten years), an attempt was
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made, through correspondence with county and state officials,
to find out whether the county had chosen to grant the exemp-
tion or not. Most of these attempts were successful, but where
it was impossible to establish contact with the appropriate offi-
cials it was simply assumed that the exemption would be avail-
able to the hypothetical corporations.

The determination of the appropriate assessed valuation for
the hypothetical corporation was, of course, the most difficult
phase of the property tax calculations. It was first assumed that
the market value of the taxable property was the same as the
book value of the property. It is felt that this assumption does
not do particular violence to reality, since all of the plants are
assumed to have been newly constructed. Ordinarily, the rela-
tionship between book value and market value is fairly close
under these circumstances. Furthermore, the same assumption
was applied in all states, so that any slight distortion in the cal-
culations for a given state would tend to be made insignificant
in a comparative analysis.

The assessment ratios to apply to these assumed market
values were determined, where possible, by correspondence. A
first opinion was obtained from a state-wide officer or agency
closely acquainted with property tax matters in the state. In
some cases this was an equalization agency, in some cases it was
an administrative agency responsible for administering a state
property tax levy, and in some cases it was a state research
agency. These opinions were checked by correspondence with
the individuals who would be responsible for assessing the prop-
erty of such a corporation at the selected locations. Where the
revenue organization of state and local governments do not pro-
vide for a state-wide agency that can be expected to have any
particular knowledge of the local assessment situation, an at-
tempt was made to obtain the information from university re-
search organizations or individual university faculty members
known to have worked in the property tax and assessment field.
Here, too, checks were applied through correspondence with lo-
cal assessing officers, where possible.

In all correspondence requesting information on property
tax assessment ratios the request was made as specific as pos-
sible. This included a brief description of the plant and a de-
seription of the location of the plant in the state in question. For
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example, the verbal description of Corporation B in the State

of Alabama was as follows:
«Plant B is a manufacturing plant owned by a foreign cor-
poration and manufacturing a complete line of electrical
and allied products for use in home and industry. Late in
1954 the company completed construction of a plant in
Butler County, Alabama, at a location 2 to 10 miles south-
west of Greenville, Alabama, in the general vicinity of U. S.
Highway 31. Operations were started at the new plant in

November, 1954.”
This description was followed by a detailed breakdown of the

real and personal property of the corporation assumed to have
a taxable situs in the State. Provision was made for reporting
assessment ratios separately for the major types of property
(land, buildings, machinery and equipment, inventories), since
it was recognized that these ratios are often markedly different
even within the same assessment jurisdiction and as applied to
the same taxpayer.

No great purity can be claimed for the results of this assess-
ment ratio determination. No doubt many of the figures are in-
dicative more of the assessor’s hopes than of his accomplish-
ments. Short of a full-scale investigation of assessment practices,
however, with elaborate sampling of industrial assessments in
each jurisdiction, followed by a “geientific” determination of
market values, purity in this field is a virtue which must be ad-
mired from a very great distance. And even with such a display
of analytical energy, final purity must prove an illusion. Answers
based upon measurement must refer to preperty already located
in the jurisdictions in question. But the assessment ratio that
would be applied to a new plant may, through conscious or un-
conscious processes, be quite different from that applied to
establishments with longer histories in the jurisdiction. The
only sure technique would involve the actual construction of a
new plant with the assigned characteristics. When the opera-
tions of such a plant had actually begun, and when the first
year’s property taxes had actually been paid, the subjective
processes of assessment would be an historical event, and meas-
urement would be both possible and relevant. For the first
year, at least, purity would have been attained. To this extent,
of course, the method would no longer be hypothetical in
character,




e Sy T T ——

S ——— - R —— o — e S i e N—

188 THE IMPACT OF STATE AND LOCAL TAXES IN

The appropriate tax rates to apply to the assessed value bases
were determined through the same correspondence used to de-
termine assessment ratios. In view of the fact that tax rates
imposed by the several levels of government levying property
taxes at the same location are often applied to different bases
(because of different exemption patterns or assessment ratios),
it was necessary to determine the rates separately levied by each
taxing jurisdiction. All levels of property taxation were con-
sidered—state, county, and district. All locations were outside
incorporated municipalities, so that no account was taken of
city tax rates or city assessment ratios. v

Lien dates and assessment dates for property taxation were
found to be quite different for the several states being com-
pared. For purposes of simplification, therefore, all property was
assumed to be assessed as of the end of the corporate accounting
period, in every case, December 31, 1955. In some cases the base
is statutorily defined in terms of an average throughout the
year (as, for example, average inventories). A number of differ-
ent averaging periods are specified in the several state laws, but
for present purposes it was assumed that the proper average
to use in all such cases was the average of the figures for the
beginning and end of the calendar year.

The temporary property tax exemptions granted by some
states and counties as an inducement to industrial location were
taken into account in computing property tax bills. These tem-
porary exemptions made it necessary to compute two property
tax bills in such cases: one to show property taxes during the
exemption period, and one to show property tax bills after the
expiration of the exemption period. The manner in which these
two tax bills were combined to provide a single measure of tax
burdens is described below.

Other tax techniques

In the calculation of other hypothetical tax bills the primary
source material was the state tax laws and the explanatory
material, including legal opinions and court decisions, published
by Commerce Clearing House. This material, however, was sup-
plemented with an analysis of regulations (if any) published
by the applicable administrative agencies. In all cases, the data
of the hypothetical corporation were fitted into the most recent
tax forms which the corporations would be required to file with
state and local government agencies.
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The calculation of state income taxes provided the largest num-
ber of mechanical difficulties. It did so partially because of the
complications involved in applying the allocation formulae to the
model corporations and partially because of the fact that other
taxes are permitted as deductions in the calculation of taxable
net income. Two features of the present calculations brought
about changes in the total of other taxes. The first of these was
the inclusion of qualification and entrance fees. Since these are
«once-and-for-all” levies, they had to be counted as part of the
purden for the first year but not for the second and subsequent
years. The second was the temporary property tax exemptions
granted by some states and counties. For the period of such
exemptions the income tax must be relatively high, because the
amount of other taxes deductible in the determination of tax-
able income is relatively low. After the expiration of the ex-
emption period, the amount of other taxes increases, so that,
other things being equal, the income tax must decrease. Thus,
in all states levying an income tax at least two, and sometimes
three, calculations were required to account for the varying level
of deductible “other taxes”.

In the application of allocation formulae for income tax pur-
poses it was assumed, with one or two exceptions, that the aloca-
tion ratio must be applied only to unitary net income. In theory,
of course, all non-unitary net income directly allocable to domes-
tic operations must be added to allocated unitary net income to
arrive at a final figure for taxable income, but the assumption
maintained throughout that all non-unitary income was directly
allocable to foreign states made it unnecessary to make the usual
adjustments.

The exception to the assumption that the allocation ratio
must be applied to unitary income only was made in those cases
in which the allocation formula contained a gross receipts factor
and in which the tax forms or administrative regulations seemed
to indicate the appropriateness of this method. For a manufac-
turing or selling enterprise the distinction between gross receipts
and sales is usually the distinction between income from what-

ever source earned and income earned from the principal busi-
ness of the enterprise. It is usually assumed that, if the income
to be allocated by the formula method excludes non-unitary in-
come (sometimes called non-business income), the factor in the
formula which most nearly reflects the distribution of these
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sources of income should also exclude non-unitary income. It is
assumed, in the opposite sense, that where a sales factor appears
in the allocation formula, and where sales are defined narrowly
to apply to the principal business of the taxpayer, the income
that must be allocated by the formula is unitary income only.
Conversely, it is maintained that, if a gross receipts factor ap-
pears in the allocation formula, the income that must be allocated
by the formula is both unitary and non-unitary income. Although
there is some question as to whether such an interpretation is
constitutionally justified, it seems to be the interpretation which
has received most support in state administrative practices.

One other important assumption was made in the calculations
of state and local taxes. This related to the timing of the tax
liability. For simplification purposes it was assumed that all
taxes except the qualification taxes are due and payable on De-
cember 31 for application to the activities of the year just com-
pleted. Qualification taxes were assumed to be due and payable
at the beginning of the first calendar year of operations.

No attempt was made to calculate federal income taxes (or,
for that matter, any federal taxes) except where such caleula-
tion was essential to the determination of state tax liability. In
some states federal income taxes are allowed as deductions in the
derivation of state taxable net income. Where necessary, the cal-
culations of interdependent taxes were made by accepted
“approximation formulae”, as explained in Appendix B.

The omission of federal income taxes is a serious one in the
sense that the illustrated differentials in total state and local
tax burdens as between the several states considered are not
necessarily thé effective differentials upon which corporate deci-
sions are based. All state taxes considered in this analysis are,
of course, fully deductible in the derivation of a federal taxable
net income. Since all hypothetical corporations would be subject
to federal taxation at the 52 percent combined normal and surtax
rates, an approximation to the effective tax differentials would
be obtained if all annual interstate differentials were multiplied
by .48. Federal income taxes were not calculated in the present
analysis because of the difficulty of allocating a federal income
tax for the entire corporation to all of the states involved in the
total corporate operation. The choice of hypothetical corpora-
tions with interstate income provides a strong element of real-

L]
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ism for the state and local tax calculations, but it prohibits the
easy calculation of total tax burdens for individual portions of
the total corporation.

Summarization techniques

The calculations of the hypothetical corporation approach are
usually limited to a single year. The total tax burden calculated
for one state for that year is simply compared with the total tax
burden calculated for another state or for a series of other states.
If any implications about the corporate activities are drawn
from such comparisons, they are necessarily based upon the as-
sumption that the pattern of tax differentials for a single year
will be reproduced in succeeding years into the indefinite future,
or at least that the single year figures represent the best esti-
mates of future differentials which are, by nature, unknown and
unknowable.

If the only problems of a present interpretation of future tax
burdens were those concerned with the uncertain character of
political decisions and administrative operations, and those asso-
ciated with the inevitable uncertainties of corporate income and
expenses, it may very well be that the single-year calculation,
based upon present laws and present corporate statistics, would
provide the best estimate of future tax burdens. But these
are not the only problems. It must be recognized that existing
tax laws indicate a definite pattern of variable future tax
burdens. Thus, opportunities to make use of rapid amortiza-
tion for so-called emergency facilities have reference to the fu-
ture and have definite time limits attached. To this extent, the
future is fully calculable. Similarly, the temporary property tax
exemptions granted new plants by some states and counties have
definite time limits attached. A firm receiving such an exemption
knows, with reasonable certainty, that the exemption will not
extend beyond five years (for example) from the time the prop-
erty is constructed or purchased. Qualification fees, although
often small in amount, are known to be “once-and-for-all” levies
that will not be repeated once they have been paid. Some states,
too, have made use of temporary “surtaxes” to supplement their
corporate income taxes in order to meet a temporary budget
deficit. Although these have often been extended beyond the time
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of scheduled elimination, they still contain more or less definite
time limits and should be made a part of the comparative tax
calculus.

In the present study an attempt was made to account for all
of these variable but predictable elements. Only with respect
to the treatment of emergency amortization was the refinement
found to create more difficulties than benefits, and this largely
because of the problems of scheduling a realistic amortization
and depreciation pattern in conjunction with a plan for the ac-
quisition of new facilities of an “emergency”’ character. This
variable element was not, therefore, included in the calcula-
tions.2® At the time these calculations were made, no state in the
Southeast was levying a temporary surtax applicable to manu-
facturing corporations, so that this, too, is not represented in the
study.?® Practically speaking, therefore, the only variable-predic-
table elements included in the calculations are the qualification
taxes levied by all eleven Southeastern states and the temporary
property tax exemptions granted by some of the states.*

The inclusion of these variable elements means that a single-
year calculation is no longer adequate. It requires little predic-
tive ability to conclude that the tax bills will be different in the
second year than they were in the first year, even assuming
all of the “non-predictable” elements to be constant. They will
be different because there will be no qualification taxes in the
second year and because the state income tax calculations (if
any), will contain fewer deductions. If a five-year property tax
exemption is allowed, the taxes in the sixth year will differ from

292, This is not to say that no consideration was given to the rapid amortization of emer-
gency facilities and to the fact that some states allow this as a deduction while others
do not. The influence of emergency amortization as a predietable fluctuation element
was removed, however, by the assumption that acquisitions of new emergency facilities
just match the “retirement” of the property on the books of the corporation with the
completion of the rapid amortization schedules. In effect, the rapid amortization charge
was made & tant. This ption, of course, is quite unrealistic, but it is not
thought to involve great distortion as the amounts chargeable to this item are relatively
small. In the case of one hypothetical corporation, no rapid amortization was shown,
for the primary model corporation for this hypothetical corporation has adopted a policy
against the use of such opportunities at both federal and state levels,

23, By H. B. 113, the Emergency Revenue Act of 1956, Mississippi extended its "‘temporary”
surtax of 149 as an addition to the corporate income tax rate, for a period of two
more years. Manufacturing corporations are, however, specifically exempted from the
provisions  of the surtax.

24, In the study made by Floyd (op. cit., p. 60), temporary property tax exemptions were

not considered because “it appears that the choice of plant sites is not typieally infiu-

enced by temporary cost differentials.”” Whether this contention is factuzlly correct or
not, it is clear that the states that have adopted the temporary exemption device have
done so in an attempt to provide an industrial attraction. It is not, therefore, to be so
readily dismissed. It is still a debatable question as to whether the total tax differentials
have any bearing on industrial location. Yet an advance a priori decision in the nega-
tive should not be permitted to disarm the entire study of tax differentials. The exclu-
sion of this most direct attempt to lure industry is thus a serious prejudgment of the
question.
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those in the fifth year by the amount of the exemption, adjusted
to reflect the interacting effects of the exemption and the income
tax base.

It would be possible to show the interstate tax comparison in
these cases by a simple juxtaposition of the calculations for the
several states for comparable time periods. Thus, State A, with a
five-year property tax exemption, could be compared with State
B, with no property tax exemption, by computing three sets of
taxes for each. The total tax bills could be compared for the first
year, when the total bills in each state would include qualification
taxes. The total tax bills could then be compared for the second
through fifth years (on an annual basis), when the tax bills
would contain a property tax exemption in State A but not in
State B and when neither tax bill would contain qualification
taxes. Finally, the total tax bills could be compared for the sixth
and subsequent years (on an annual basis), when the tax bills
of neither state would contain a property tax exemption. After
the first year, State B’s total tax bill could be assumed to be con-
stant, on the further assumption that the second year’s calculated
taxes would provide the best estimate of future annual tax bur-
dens. After the sixth year, State A’s tax bill could be assumed to
be constant, for the same reason. The assumption of constancy
could also be applied to State A’s tax bill for the second through
fifth years. The level of this interim tax burden would, of course,
be lower than that applying to the sixth and subsequent years,
to reflect the property tax exemption available during the earlier
years. ;

Such a multi-period comparison is not without its uses, and
is, in fact, exposed as part of the explanatory material of the
following chapter. But it leaves one rather large question un-
answered. If State A has a substantiolly lower tax bill than
State B during the period of tax exemption, is the differential
enough to offset the slightly higher tax bills in State A after the
expiration of the exemption period? It is just this kind of ques-
tion that must be answered if any test is to be provided of the
advisability of utilizing such temporary exemptions as agents of
industrial attraction. :

This problem was solved in the present study by a calculation
which reduces an irregular stream of tax payments to a single
present value. In this calculation, two patterns of tax burdens
through time were utilized. The first represents those states per-




194 THE IMPACT OF STATE AND LOCAL TAXES IN

mitting no temporary property tax exemption or other special
provision to change the tax bill in a predictable fashion beyond
the qualification taxes of the first year. This pattern may be
labeled the “constant-state” pattern. The term is a slight mis-
nomer, of course, as a variation is involved in the passage from
the first to the second years. The second pattern represents states
that do have temporary property tax exemptions that change
the tax bill in a predictable fashion. This may be labeled the
“variable-state” pattern. For a “constant state” two sets of tax
calculations are required: the first to show the first year’s tax
bill, and the second to show the second year’s tax bill and that of
each subsequent year. For a “variable state” three sets of tax
calculations are required: the first to show the first year’s tax
bill, the second to show the second year’s tax bill and that of
each year for which the temporary situation exists (for example,
the five-year period of property tax exemption), and the third
to show the tax bill for the first year after the temporary sit-
uation and for every year thereafter. These two patterns are
schematically illustrated in Figures 1 and 2.

In Figure 1 the time periods in years are indicated on the
horizontal axis, and dollars of taxes are indicated on the vertical
axis. The figures on the horizontal axis represent the end of each
time period, so that year 1 stretches from the point 0 to the
point 1. The first year’s taxes, exclusive of the qualification

3 FIGURE L"CONSTANT STATE" PATTERN
Q -
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taxes, are given by the vertical distance AL (=0D). These are
assumed to be due at the end of the first year, or at the point
on the horizontal axis indicated by the figure 1. To these must
be added the qualification taxes, shown by the vertical distance
DQ, so that the total tax bill of the first year is equal to the
vertical distance 0Q. The qualification taxes are assumed to be
payable at the beginning of the first year, or at the point 0 in
the Figure.

The second year’s taxes are measured by the vertical distance
BR (=AT). These, too, are assumed to be payable at the end of
the second year, or at the point indicated as 2 on the horizontal
axis. The second year’s taxes are greater than the first year’s
taxes (excluding the qualification taxes) by an amount LT. This
is accounted for entirely by the corporate income tax. The cor-
porate income tax is lower in the first year because of the fact
that the inclusion of a qualification tax provides a larger total
deduction and hence a smaller income tax base. When the quali-
fication taxes are included in the first year’s measure of total
taxes, the total is, of course, greater than that of the second
year’s taxes.

The pattern of Figure 1 thus shows a single payment of DQ
(the qualification taxes) at the beginning of the first year; a sin-
gle payment of AL at the end of the first year; and a perpetuity
series with annual payments of BR. The first payment of the
perpetuity series is made at the end of the second year (point B
on the horizontal axis). The term of the perpetuity begins at
the beginning of the second year (point A on the horizontal
axis).

The present value of the irregular stream of tax payments
represented by the line QDLTP on Figure 1 is the sum of three
items, as follows:

1. the present value of a deferred perpetuity payable annually
at the end of each interest period, with the term deferred
for one year;

2. the present value of a single payment due in one year;

3. The amount of the single-payment qualification tax due
NOoW.

The present value of the deferred perpetuity item is found by
computing the present value of a simple perpetuity at the end of
the first year and then discounting this present value for one
year to the present.
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] FIGURE 2, “VARWSLE- STATE" PATTERN
i :Tﬂll oF PERPETUITY STARTS
' ! €« —— Here
1
| I
| | €—————— Term oF ANnUITY = Y P
| 1 v
| 1 FIRST PAYMENT
. QT I oF PERPETUITY
I SERIES
I
|
l IT R X
D L FIRST PAYMENT OF
i ANNUITY SERIES
|
K
B 1 1 \'J w L
O vemns ! 2 3 4 5 € 7

Figure 2 describes the pattern for a “variable-tax state,” that
is, one permitting a property tax exemption (in this case, for five
years). The property tax exemption extends through the fifth
year, so that the first payment after the expiration of the ex-
emption period applies to year 6 and is due at the end of the
sixth year. The total tax bill of the corporation at the end of the
sixth year is shown by the vertical WZ (=VY). The fifth year’s
taxes (as well as those for the second, third, and fourth years)
are shown by the vertical distance VX (=BR, =AT). The dif-
ference between the fifth year’s taxes and the gixth year’s taxes
: (shown by the vertical distance XY) is explained by the addi-

tional property tax burden, partially offset by an income tax
reduction. Once again, the first year’s taxes (excluding the quali-
11 fication taxes) are shown by the vertical distance AL (=0D).
i The qualification tax itself is shown by the distance DQ, and the
1 total first year’s tax is shown by the distance OQ.

The pattern of Figure 2 thus shows a single payment of DQ
(the qualification taxes) at the beginning of the first year; a
single payment of AL at the end of the first year; an annuity
series with annual payments of BR for four years payable at
the ends of years 2, 3, 4, and 5; and a perpetuity series with
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annual payments of WZ. The first payment of the perpetuity
series is made at the end of the sixth year (point W on the
horizontal axis). The term of the perpetuity begins at the begin-
ning of the sixth year (point V on the horizontal axis). The term
of the annuity begins at the beginning of the second year and
ends at the end of the fifth year (points A and V, respectively,
on the horizontal axis).

The present value of the irregular stream of tax payments
represented by the line QDLTXYP is the sum or four items, as
follows : '

1. the present value of a deferred perpetuity payable annually
at the end of each interest period, with the term deferred
for five years;

9. the present value of a deferred annuity payable annually
at the end of each interest period, with the term deferred
for one year and extending for four years;

3. the present value of a single payment due in one year;

4. the amount of the single-payment qualification tax due
now. !

As with the “constant-state” pattern, the easiest way to find the
present value of the deferred perpetuity item is to find the pres-
ent value of a simple perpetuity at the end of the fifth year and
then discount this present value for five years to the present.
Similarly, the easiest way to find the present value of the de-
ferred annuity item is to find the present value of a simple an-
nuity at the end of the first year and then to discount this present
value to the present.

The algebra for the sets of caleulations applicable to both the
«constant-state” pattern and the “yariable-state” pattern is as
follows:

I.(a) A=the deferred present value of a perpetuity
R=the annual tax in the perpetuity series
i=the rate of interest

A=— —(1)

(b) P=the present value of a deferred perpetuity
n=the number of interest periods from the
present to the beginning of the term of

the perpetuity
P=A(14+i)™ —(2)




—
D —————
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II.(a) for “constant-tax” states
V=the present value of a single payment due
at the end of the first year
B=the payment due at the end of the first
year

n=1
V=B(14i)—™ —(3)

(b) for “variable-tax’ states
(1)
L=the deferred present value of an annuity
C=the annual tax in the annuity series
n=the term of the annuity

a, at i= 1—(1+i)™

i
) L=C(a, at i) —(4)
S=the present value of a deferred annuity
n=the number of interest periods from the
present to the beginning of the term of
the annuity

S=L(1+i)™ —(5)
(3)

X =the present value of a single payment due
at the end of the first year
E=the payment due at the end of the first

year
n=1
X=E(1+4+i)—™ —(6)
II1. Q=qualification tax, payable at the beginning
of the first year
IV. T=total present value of a stream of irreg-

ular tax payments
(a) for “constant-tax” states

T=P+V+Q —(M
(b) for “variable-tax’ states
T=P4S+X+Q —(8)

When the streams of tax payments for the group of “constant-
tax” states and the streams of tax payments for the several
groups of “variable-tax” states had been reduced to present value
terms by these methods, the results were fully comparable. The
comparison was made by listing the total “present-value” tax
bills for all of the eleven Southeastern states and ranking the
states according to the size of these bills, with the highest tax-
bill state shown as number 1 and the lowest as number 11,
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Finally, a simple index number was constructed with the “pres-
ent-value” tax bill of North Carolina equal to 100. All other
states in the comparison were then related to this base figure
for an easy comparison of the magnitude of the differences
between the states.”

As can be seen from the two patterns illustrated in Figures
1 and 2, the calculations are based upon the assumption that the
“unpredictable” burdens of the future are the same as the bur-
dens computed for the current year. The only changes over time
that are admitted are those that can be “predicted” from an
observation of present laws and practices. In effect, it is assumed
that, with the exception of these predictable changes, the pres-
ent pattern of tax burdens provides the best available estimate
of the future pattern of tax burdens. This, of course, is the
assumption implicit in most analyses of comparative tax bur-
dens by the hypothetical corporation method.

The objection may still be raised, however, that one ‘“pre-
dictable” element has been omitted. This has to do with the de-
preciation schedule assumed for the property of the hypothet-
ical corporations. If we were to imagine the calculations of
future taxes to apply only to the property in existence at the
beginning of the first year, it would be necessary to illustrate a
declining book value as the property is gradually depreciated.
To do so would, of course, require an assumption that at some
time the book value would be zero or that the property of the
enterprise would be sold when the book value reached an arbi-
trary “scrap value”. Under these assumptions, the patterns in
Figures 1 and 2 would be much more complicated, for annual
depreciation charges and book value of property enter into the
calculations of many taxes in an interdependent fashion. Thus,
a gradually declining book value should (other things being
equal) result in a gradually declining assessed value and a grad-
ually declining property tax bill. This, in turn, would produce
a gradually increasing income tax, for the property tax deduc-
tion would be diminishing year by year. In addition, however,
the allocation ratio would have to be computed annually in many
states, so that the depreciation schedule would exert another
kind of influence on the income tax bill over time. Furthermore,
the book value and assessed value of property are often used as
alternative bases for the franchise tax, business licenses, and

25. See Chapter VII, below, for these comparisons.
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other taxes, so that these, too, would have to be annually com-
puted. Finally, the pattern would not be that of a perpetuity, but
would have a time period to correspond to the assumed life of
the property.

The impossibility of making such detailed and elaborate cal-
culations in a study such as this would seem to provide sufficient
justification for the simplified analysis adopted for present pur-
poses. But further justification comes from the fact that we are
concerned not with the taxes associated with the exisiting prop-
erty of the corporation, but with the taxes associated with the
abstract thing which is the corporation itself, as represented in
the domestic state by the plant in question. While the assump-
tion that all property will be replaced in perpetuity (in terms of
dollar amounts) as it is depreciated on the books of the cor-
poration is unquestionably unrealistic, it probably commits no
greater error than the assumption that none of it will be replaced
until the entire structure finally collapses to the ground.

The treatment accorded the three hypothetical corporations
may, however, somewhat overstate the property tax burdens in
the temporary exemption states. All of these states provide an
initial exemption for property newly constructed. But they also
provided a continuing exemption for any property added to the
existing structure. The assumption of perpetual replacement
would thus mean that the corporations were able to obtain ex-
emption for the new property added every year. This refinement
was not, however, incorporated into the calculations. To this
extent the property tax bills for Alabama, Louisiana, Mississippi
and South Carolina may be slightly overstated in the third
period.

It must also be mentioned that the interest rate used for the
present value calculations was arbitrarily set at 5 percent. In
theory, the rate of interest in this situation should represent
the earnings associated with the use of $1.00 in capital funds,
or, conversely, the earnings foregone as a result of having to pay
out $§1.00 in taxes. No attempt was made to calculate this interest
rate on a realistic basis for each of the hypothetical corporations.
The rate of 5 percent should thus be thought of as illustrative
and probably conservative (that is, low). It was, of course,
uniformly applied in all cases.
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METHODOLOGICAL CONCLUSIONS

The results of applying the hypothetical corporation approach
to the tax structures of the eleven Southeastern states are shown
in the following chapter. These results are, to say the least, dra-
matic. But the drama of the results should not be permitted to
obscure the limitations of the analysis. Although there are a
number of such limitations, perhaps the most important of them
consists of the treatment accorded the property tax element of
the total tax bills. The problems of property tax analysis have
always presented the greatest hazards for the hypothetical
corporation approach and they probably always will until com-
plete and dependable assessment information is made available
for all taxing jurisdictions.

This and other limitations make it necessary to emphasize,
once again, the fact that the tax bills shown for each of the three
hypothetical corporations in each of the eleven Southeastern
states may or may not be the tax bills that would actually be
presented to a new firm if it chose one of the locations selected
for the present analysis. But in the hypothetical corporation
approach the significant problems are considered to be concerned
with the appearance of the tax structure before the firm locates
its new plant rather than with the fact of the tax structure after
the firm locates its new plant. If the techniques developed in the
present study are reasonably accurate facsimiles of the tech-
niques pursued by many businesses, who must, with some ex-
ceptions, be faced with the same data limitations, the answers
exhibited in the following chapter may be interpreted as the tax
components of an industrial location decision.




CHAPTER VI

THE HYPOTHETICAL CORPORATION APPROACH—
THE RESULTS

In this description of the results of the hypothetical corpora-
tion approach, an attempt has been made to develop each of the
three cases in a parallel fashion. Each begins with a brief de-
scription of the hypothetical corporation and its hypothetical
plant. Part of this description consists of a list of the locations
selected for each of the plants in each of the eleven Southeastern
states. The rest of the explanation for each corporation is
arranged around a series of eight tables. These tables do, indeed,
carry the burden of the narrative. The tables are divided into
two groups, the first three forming one series and the next five
forming a second series. The first group might be called the
“exclamatory tables”, for it is in these that the final results of
the interstate comparison are displayed. The second group might
be called the “explanatory tables”, for it is with the help of these
that the reasons for the differences are explored and analyzed.

It would, of course, be impossible to document every detail of
the extensive calculations required to arrive at the answers dis-
played in the present chapter. The calculations themselves are
shown, in sufficient detail to permit reworking, in Appendix B.
Where possible, the source of the information is attached to the
calculations. In most cases, the source was the law itself and the
explanatory material published in Commerce Clearing House,
State Tax Reporter? The most important omission in the docu-
mentation is a reference to the source of the assessed value in-
formation that served as the foundation of the property tax
caleculations. In some instances it was found that the information
would not be provided, at least with the candor expected, without
the assurance of anonymity. In general, however, such informa-
tion was obtained from local assessors, state assessment agen-
cies, state research agencies, university research bureaus, local
banks, published analyses of assessment ratios, and individuals .
known to be familiar with property tax processes in the locality
in question.

1. The ealeulations were made during December of 19556 and the first six months of 1956.
They naturally refieet the information available during this period. An attempt was
made to adjust all caleulations to embody changes made up to July 1, 1956, although
some of the minor changes instituted by the 1956 sessions of some state legislatures may
very well have been missed.
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The methods of the hypothetical corporation analysis are de-
seribed, in considerable detail, in Chapter VI. This explanatory
material should be considered an integral part of the expository
material of the present chapter. No attempt is made in the
present chapter to re-explore the techniques of analysis or to
redevelop the limitations to which the analysis is subject.

The exposition of the sources of interstate variation is, for
Hypothetical Corporation A, as exhaustive as possible. An at-
tempt is made to carry the explanation back to the tax laws of
the several states as well as to the instructions and regulations
which form a part of the tax structures of these states. Since
many of these sources of variation have the same effects upon
all three hypothetical corporations, the same detailed explanation
is not offered for Hypothetical Corporations B and C as is offered
for Hypothetical Corporation A. For Corporations B and C the
explanation is restricted to the relatively important elements
and to those factors that act upon the taxpayers differently
than in the case of the Hypothetical Corporation A. In this sense,
Hypothetical Corporation A may be considered to be an explana-
tory model.

HYPOTHETICAL CORPORATION A

The corporation and its plants

Hypothetical Corporation A is an enterprise engaged in the
manufacture of metal products for home and industry. The total
assets of the corporation amount to $22,500,000, with $8,325,000
of this represented by inventories, and with fixed assets (net of
depreciation) amounting to $6,075,000.% Inventories comprise
50.685 percent of the corporation’s current agsets. The gross
sales of the corporation amount to $18,139,636, with cost of sales
of $13,501,893. The net profit before all taxes is $2,988,864.

The company’s selling operations are conducted by salesmen
who work from the company’s main plant and executive offices
located in a state outside the area of the eleven Southeastern
states, and by orders received directly from customers at the
head office. Sales are nationwide and are, for the most part, to
retail outlets. The company satisfies some industrial demand.
All salesmen are employees of Corporation A.

It is assumed that just prior to the beginning of the 1955 tax
year Corporation A began manufacturing operations in a newly-

2. A full statistical description of Hypothetical Corporation A is found in Exhibits 1-8,
inclusive, Appendix B.
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constructed plant, alternatively located in each of the eleven
Southeastern states, specializing in the manufacture of one of
the company’s produects. It is assumed, further, that the company
operates only two plants: the old plant outside the area of
analysis, and the new plant inside the area of analysis. The old
plant was constructed before 1900, so that, in spite of additions
and improvements, the “foreign” real property of Corporation
A is heavily depreciated on the books of the enterprise. In con-
trast, of course, the new plant shows only one year of deprecia-
tion at the end of 1955.

Orders are received at the new plant by direct teletype from
the head office. The goods are then shipped directly from the
inventories maintained at the plant. The company maintains no
warehousing facilities other than those at the manufacturing
locations. No sales offices are maintained other than those that
are part of the head office. :

In terms of the relationship between the new plant and the
total enterprise, the company shows a disproportionately heavy
concentration of property at the new plant. Since inventories
are directly related to output and sales, the heavy allocation of
the total book value of property to the new plant is not explained
by the inventory element. It is, rather, a product of the depre-
ciation policy of the company with respect to its fixed assets and
of the fact that there is a wide difference in the ages of the new
plant and the old plant. Approximately 23 percent of the total
book value of the company is located at the new plant, although
year-end inventory at the new plant is only about 8 percent of
total inventory. In view of the fact that the company is able to
make use of relatively low-wage labor at the new plant as com-
pared with that at the old plant (partially as a result of the skills
required and partially as a result of prevailing wage rate differ-
entials), the payroll associated with the new plant is only
approximately 6 percent of the total payroll. This differential,
naturally, is reflected in manufacturing costs, which are, at the
new plant, just under 10 percent of total manufacturing costs.
Since the company maintains no sales organization other than
that at its head office, the sales that could be allocated to the
state containing the new plant on the basis of the location of
sales offices would, of course, be zero. In terms of the destination
of the company’s sales, however (by which is meant the location
of the company’s customers), approximately 5 percent of the
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total sales might be allocated to the state containing the new
plant. If, finally, sales are defined according to the point of manu-
facture of the products involved, approximately 11 percent of
total sales of $18,139,636 might be allocated to the “domestic”

The specific locations selected for the new plant of Hypothet-
ical Corporation A in the eleven Southeastern states are as

Moore County, 2 to 10 miles southwest of
Southern Pines, in the general vicinity of
U. S. Highway 1;

Houston County, 2 to 10 miles west of Do-
than, in the general vicinity of U. S. High-
way 84;

Garland County, 2 to 10 miles southwest of
Hot Springs, in the general vicinity of U. S.
Highway 270;

Orange County, 2 to 10 miles west of Or-
lando, in the general vicinity of State High-
way 50;

Thomas County, 2 to 10 miles east of
Thomasville, in the general vicinity of U. S.
Highway 84;

Fayette County, 2 to 10 miles north of
Lexington, in the general vicinity of U. S.
Highway 25;

Caddo Parish, 2 to 10 miles west of Shreve-
port, in the general vicinity of U. S. High-
way 79-80;

Adams County, 2 to 10 miles south of Nat-
chez, in the general vicinity of U. S. High-
way 61-65;

Marion County, 2 to 10 miles west of Mar-
ion, in the general vicinity of U. S. High-
way 76;

Madison County, 2 to 10 miles northeast of
Jackson, in the general vicinity of U. S.
Highway 70;

3. In the future, the state containing the new plant (which might be any one of the
eleven Southeastern states) will be labeled *‘the domestic state”, and the state containing
the old plant will be labeled ‘“the foreigm state.”™
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Albemarle County, 2 to 10 miles east of
Charlottesville, in the general vicinity of
U. S. Highway 250.

None of the lecations is inside the boundaries of these or other
incorporated municipalities.

Virginia:

Hypothetical taxes—total.

Table 1 shows the total taxes paid by Hypothetical Corpora-
tion A in each of the eleven Southeastern states, for three
periods, under the assumptions which define the hypothetical
corporation approach. It also shows that the tax bills for North
Carolina are substantially higher than those for any other state
in the comparison. The interstate differences are particularly
striking in the first two periods, reflecting, among other things,
the effects of temporary property tax exemptions in some of the
states. The first period includes qualification taxes and other
“once-and-for-all” levies. In this year, a high of $64,308 for
North Carolina is matched by a low of $19,717 for Alabama. The
Virginia burdens come closest to those of North Carolina,
appearing as $50,668. The differences in total annual tax bills are
somewhat less staggering for the third period—the period after
all temporary property tax exemptions have expired. For this
period, North Carolina’s tax bill of $63,813 is almost the same
as Mississippi’s tax bill of $63,100. From this level, however,
the tax bills of the remaining states fall off rapidly, with Ala-
bama still enjoying the low position on the list with a tax bill
of only $23,346.

In Table 2 the tax bills of these three periods are reduced to
a single present value by techniques described in the preceding
chapter, and the values expressed as an index with North Caro-
lina equal to 100. Column 3 of Table 2 shows the rank of each
state on the list, with the number 1 rank assigned to the highest
tax state and the number 11 rank assigned to the lowest tax
state.

Table 2 shows North Carolina in undisputed first position. The
tax burden on Hypothetical Corporation A in Mississippi, the
second-ranking state on the list, is just 90 percent of that in
North Carolina. As compared with states other than North
Carolina, Mississippi itself is relatively high, for the state that
is third on the list (Virginia) shows an index of only 78.
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TABLE 1
HYPOTHETICAL CORPORATION A
TOTAL TAXES IN ELEVEN SOUTHEASTERN STATES FOR THREE PERIODS

First Period ! Second Period? Third Period?

| States Total | Rankfor | Total | Ranmkfor | Total | Raak for

Taxes |Column (1)] Taxes |[Column (8)] Taxes Column (5)

[¢4] (2) (3) (4) (5) (6)
NORTH CAROLINA......| $64,308 1 $63,813 1 $63,813 1
Alabama.......oviiiiivans 19,717 11 16,409 11 23,346 11
Arkansas.........oeerrannn 28,641 9 28,530 9 28,5630 10
! Florida. . ..o iveivinranas 31,384 T 30,985 7 ) 30,985 8
Georgil. o voscvnsvrsnnanns 38,201 5 38,191 4 33,191 7
Kentueky......oooviivunnn 29,224 8 29,189 B 29,189 9
Louisiana. ....covoneeunnas 22,191 10 21,630 10 51,536 3
Mississippi. . ... . 4 37,930 5 63,100 2
South Carolina. 6 37,322 6 40,687 6
Tennessee. . .. .. . . 3 46,001 3 46,001 5
Virginia. ... .c.ooiviiiones 2 49,677 2 49,677 4

| NOTES: lF‘imﬁt y?ar in domestic state. Taxes include qualification taxes and other ‘‘once-and-for-
all” levies.

2After the first year and until the expiration of temporary property tax exemptions, if any.

3After the expiration of temporary property tax exemptions, if any.

| TABLE 2

| HYPOTHETICAL CORPORATION A

PRESENT VALUE OF TOTAL TAXES IN ELEVEN SOUTHEASTERN STATES

Total
| Present Value
| Total as an Index Rank for
| States Present (North Carolina Column (2)
\ Value! =100)
| (1) (@) (3)
NORTH CAROLINA....... $1,276,756 100.0 1 ]
AlBBEMA. ...vvvvrrrrrsrran 416,662 32.6 11 |
Arkansas Siae 71,224 44.7 10
Florida. . e 620,099 48.6 8
Georgia. . 763,830 59.8 7
Kentueky......ccoiviairenss 583,815 45.7 9
Lonlafanm, ... aiiiie e 800,355 62.7 5
Mississippi. ....coc0viiiinns 1,153,503 90.3 2
South Carolina. . ............ 799,080 62.6 6
Tennessee...........cconuvennn 920,340 72.1 4
NiRHBIE. ..+ s erscasararans 994,532 77.9 3 [

NOTES: !Present value of all taxes for three periods. 11

When all taxes are considered, and when all temporary ex-
emptions are taken into account, Alabama appears to extract
the smallest number of tax dollars from Corporation A. Its
present value measure is only about 33 percent of that for North
Carolina. It should be noted, however, that four states (Florida,
Kentucky, Arkansas, and Alabama) impose tax burdens that are
less than half those levied by North Carolina.

: Table 3 presents the interstate comparison in a slightly differ-
ent way. The total tax bills for each state for the third period
2 of the analysis are related to five tax burden measures. Since the
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TABLE 3
HYPOTHETICAL CORPORATION A

TOTAL TAXES! IN ELEVEN SOUTHEASTERN STATES AS A PERCENT OF VARIOUS
MEASURES OF TAX BURDENS

Total Taxes
Total Taxes | Total Taxes | Total Taxes | Total Taxes | asa Percent
as & Percent | as a Percent | as a Percent | as a Percent of Allocated

of Gross of Total of Total of Manufae- | Taxable Net
States Receipts? Payroll2 Property* |turing Costs®| [Profits®
(1) (2) 3) (4) (5)

a

South
Tennessee. .
Virginia

N BN R DRI D:
ohukaNOBMBEN
g ©w

D O e GO 00 i 2O
ohmonvRo®BaD
£0 00 &3 i 0O 0O BO B B9 b=t i
=Y O =100 WD 0 = =200

NOTES: !Third Period only
2Gross receipts from sales according to the location of the customers (“*destination”

definition) in domestic state.

aPayroll includes salaries and wages of “‘direct” and “indirect™ labor associated with
manufacturing at domestie plant.

4Property includes book value of land, depreciable property, and year-end inventory at

domestic plant. .
sManufacturing costs include material bought for manufacture, salaries and wages, and

“Tootg:e;;agf;gftﬁge?trmngngﬁ?tgxpl::s’ before federal income tax allocated to
domestic state by the application of the arithmetical average of the “property-ratio’’
(year-end inventory), the “payroll-ratio”, and the “gales-ratio” (by “point of-origin™

definition).
peripatetic plant of Corporation A is assumed to have identi-
cal characteristics in each of the eleven Southeastern states, the
measures themselves are, of course, perfectly comparable. The
table merely provides another means of expressing the differ-
ences that are described in column 5 of Table 1. As such, it adds
little to the description of interstate tax burdens. Its main use-
fulness, in conjunction with the comparable tables for Corpora-
tions B and C, is in the analysis of differences in the burdens
between the three hypothetical corporations within any of the
eleven states in the study. Only in the case of the last of the
measures shown in Table 3 (column 5—total taxes as a percent
of allocated taxable net profits) is a significant addition made
to the interstate analysis. In this column, total taxes are ex-
pressed as a percent of the net income that would be taxable
under the income tax laws of each of the states if each state
made use of an allocation formula approximating the so-called
«“Massachusetts formula”. If it may be assumed, for purposes of
this analysis, that the Massachusetts formula is the “correct”
formula for the allocation of interstate income, the burden
measurement of column 5, Table 3 may be assumed to be based
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upon an accurate representation of the net profits of the cor-
poration associated with its activities in the domestic state.?

From Table 3 it can be seen that North Carolina, at the top of
the scale, extracts in taxes approximately 6.5 percent of the
North Carolina gross receipts of Corporation A; Alabama, at
the bottom of the scale, extracts approximately 2.4 percent of
the Alabama gross receipts. The median state (in this case,
South Carolina), extracts approximately 4.1 percent of the gross
receipts in that state.

Hypothetical taxes—by type

For a corporation with the characteristics of Hypothetical
Corporation A there can be no doubt about the severity of the
burdens imposed by the North Carolina tax structure. An un-
derstanding of the reasons for this relative severity requires,
as a first step, the separation of the individual taxes that go to
make up the total tax burdens in each of the states. This sep-
aration is shown in Table 4 for each of the three periods.® For
North Carolina, surprisingly, the ad valorem property tax is the
largest single tax paid by Corporation A, accounting for 54
percent of the total state and local tax bill in the second and third
periods. Income and property taxes combined account for over
92 percent of the North Carolina total.

As compared with the other states, however, the percentage
of the total tax bill accounted for by ad valorem property taxes
is not uncommonly high. All states except Alabama and Ken-
tucky impose state and local property taxes that account for
more than half of the total tax bills. In Alabama the property
tax accounts for approximately 42 percent of the total tax, and
in Kentucky for approximately 49 percent. In both Alabama
and Kentucky, however, the property tax is still the largest
single tax paid by the corporation. In Virginia, the local property
tax accounts for 41 percent of the total levy, but the state tax
on “capital not otherwise taxed’ is, in reality, a property tax.
When the state levy is added to the local levy, the Virginia prop-
erty tax burden amounts to 53 percent of the total. In the Louis-

4. The assumption of the “correctness” of the Massachusetts formula is advanced here for
caleulation purposes only, to provide a common standard of net profit measurement for
each state. It is maintained throughout this report that there is no such thing as the

correct” formula. It is, in fact, maintained that debate on these grounds is futile, in
view of the fact that the allocation of something which is, by nature, unitary is a logical
impossibility.

5. Two types of states are represented in Table 4: those making use of temporary prop-

erty tax exemptions (the so-called “variable tax’ states) and those not m:l.cin;yuse of

temporary property tax exemptions (the so-called “constant tax’ states). Alabama is
an example of the former; North Carolina is an example of the latter,
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TABLE 4

THREE PERIODS

HYPOTHETICAL CORPORATION A
TOTAL TAXES IN ELEVEN SOUTHEASTERN STATES BY TYPE OF TAX, FOR

Period One!

Period

Two?

Period Three?

LOUISIANAS

1. Capital Stock

Franchise. . .
Property.-.

2.
3.
4.

Income.....-ccocanaan.

States and Type of Tax Percent of Percent of Percent of
Tax Total Tax Tax Total Tax Tax Total Tax
(1) (2) (3) (4) (5) (6)
NORTH CAROLINA+4
1. Qualification........... 500 BB | |Lsassnsciilrvasaansslaan s i S e
2. Franchise.............. 4,953 7.9 $ 4,953 7.8 $ 4,953 7.8
3. Intangibles............ 32 0.1 32 0.1 32 0.1
4. Property....c.ieeeeany 34,553 53.7 34,563 64.1 34,553 Hd.1
5 Income.........coeuuee 24,270 87.7 24,275 38.0 24,275 38.0
Total. .oz 64,808 100.0 $ 63.813 100.0 $ 63,813 100.0
ALABAMAS
1. Qualifieation........... 3,305 1123 A | O o e T T
2. Mling Pes. ..., .usiaies 10 [ G PR AT PN S R | F ] WA
3. Corporation Permit..... 100 0.5 $ 100 0.6 $ 100 0.4
4. Business Licenses....... 300 1.5 300 1.8 300 1.3
5. Franchise.............. 8,081 41.0 8,091 49.3 8,091 34.7
6. Property.............. 2,917 14.8 2,917 17.8 9,868 42.3
7. Income.........cecun-. 4,994 25.3 5,001 30.5 4,987 21.4
Total: osanmaaianios 19,717 100.0 $ 16,409 100.0 $ 23,346 100.1
ARKANSAS*
1. Qualification........... 111 Did oo sansneei]easmsnesmalmansemssy. Tk
2. Franchise.............. 980 3.4 3 980 3.4 $ 980 3.4
8. Property....:c.ciiivi 16,048 56.0 16,048 56.3 16,048 56.3
4. Income.........ocuvnnn 11,502 40.2 - 40.3 11,502 40.3
.............. 00.0 0
FLORIDA*
1. Charter Fee............ 399 Ll lianiaaaiaili ovemsiaaalrines i ] veres aasali
2. Business Licenses....... 150 0.5 $ 150 0.5 3 150 0.5
3. Franchise.............. 750 2.4 750 2.4 750 2.4
4. Intangibles............ 1 0.0 1 0.0 1 0.0
6. Property......ccouun. - 30,084 95.9 30,084 97.1 30,804 97.1
) R e 31,384 100.1 $ 30,985 100.0 $ 30,985 100.0
GEORGIA+
1. Qualification........... 10 0.0 W R R e E ek e B e e ] e T
2. Franchise,........ 0.0 1,000 2.6 $ 1,000 2.6 3 1,000 2.6
3. Intangibles............ a3 0.0 3 0.0 0.0
4. Property............n. 30,7338 80.5 30,733 80.5 30,738 80.5
5. Income.......occucen-. 6,455 16.9 6,455 16.9 6,455 16.9
Y[ - 1 S —— 88,201 100.0 $ 38,191 100.0 $ 38,191 100.0
1. Qualification........... 35 L1 52y [N PRl Ry o rm o] s R
2. Intangibles............ 33 0.1 3 33 0.1 $ 33 0.1
3. Franchise.............. 4,048 13.9 4,048 13.9 4,048 13.9
4. Property....co0vveeens 14,274 48.8 14,274 48.9 14,274 48.9
S Income.........ccccans 10,834 371 10,834 37.1 10,834 87.1
Tokal. .oieacsavssias 29,224 100.0 $ 29,189 100.0 $ 29,189 100.0

562 25 |oisrsdesea]simasicaatifrsciarres |Cisan s Ly
2,951 13.3 $ 2,951 13.6 $ 2,951 5.7
13,382 60.3 13,382 61.9 43,3556 84.1
5,296 23.9 5,297 24.5 5,230 10.1
.0
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TABLE 4 (continued)

1
Period One! Period Two? Period Three?
States and Type of Tax Percent of Percent of Percent of
Tax Total Tax Tax Total Tax Tax Total Tax
(1) (2) (3) (4) (5) (6)
MISSISSIPPIS
1. Qualification........... $ 500 ) T L N e
2. Factory Inspection Fees 200 0.5 $ 200 0.5 3 200 0.3
3. Franchise........... .. 5,246 13.7 5,246 13.8 5,246 8.3
4. Property¥.....oc00ccane 7,551 19.7 7,551 19.9 32,981 52.3
B.. INCOMB. ... .iiiviviiaisn 24,908 64.9 24,933 65.7 24,673 89.1
Total. .. .svssvesnss JS 38,406 100.1 $ 37,980 99.9 $ 63,100 100.0
SOUTH CAROLINAS®
1. Qualification........... $ 50 0L oesssvead eesdsenlairisss]vaasaiames
2. Annual Filing Fee. .. ... 10 0.0 $ 10 0.0 $ 10 0.0
g, Franchise.............. 1,077 2.9 1,077 2.9 1,077 2.6
4. Property.........o.0un 21,317 57.0 21,317 57.1 24,694 60.7
5 Income................ 14,917 39.9 14,918 40.0 14,897 36.6
Total. . .ouevevvinmes $ 87,371 99.9 $§ 37,322 100.0 $ 40,678 99.9
TENNESSEE+
1. Qualification........... $ 320 0.7 AT SERERT IR ey SR e
2. Annual Reportlng Fees. . 150 0.3 ¥ 150 0.3 $ 150 0.3
3. Franchise.. .3 4,954 10.7 4,954 10.8 4,954 10.8
4. Property.............. 29,309 63.3 29,309 63.7 29,309 63.7
AR 7 L RO, 11,587 25.0 11,588 25.2 11,588 25.2
Tobali . covossnnrman $ 46,320 100.0 $ 46,001 100.0 $ 46,001 100.0
VIRGINIA4
1. Entrance Fee.......... $ 1,000 e | I s eS| RIS er PR e g
2. Annual Registration. . .. 25 0.0 $ 25 0.1 $ 25 0.1
3. Local Property. . iy 20,476 40.4 20,476 41.2 20,476 41.2
4. Capital Not Otherwwe
Taxed. ccoqvonsn s 5,905 11.7 5,905 11.9 5,905 11.9
5. Income.. 23,262 45.9 23,2M1 46.8 26,271 46.8
7 L - R L Y § 50,668 100.0 $ 49,677 100.0 $ 49,677 100.0

NOTES: lFi{st year of location in domestic state. Taxes include “once-and-for-all” Qualification
eviea.
2Period after first year of location in d tic state. Includes temporary property tax
exemption, if any.
iPeriod after expiration of temporary property tax exemption.
+“Constant-tax '’ state
#“Variable-tax'" state

iana structure, the property tax has an 84 percent importance
for Corporation A. Georgia is only slightly below this, with a
property tax that accounts for 80 percent of the corporation’s
Georgia taxes. The highest state in this respect is, of course,
Florida. Since Florida levies no state income tax, the property
tax accounts for 97 percent of the total tax bill of Hypothetical
Corporation A.

For all states but Florida and Alabama, the income tax stands
second in importance to the property tax in the magnitude of
the burdens which it imposes. In Alabama the franchise tax paid
by Corporation A is larger than the income tax. For the other
states the percentage of total tax represented by income taxes
range from 10 percent in Louisiana to 40 percent in Arkansas.
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In North Carolina, the income tax paid by Corporation A repre-
sents 38 percent of its total tax burden.

Franchise taxes play an important role in Alabama, at least
with respect to the burdens imposed upon Corporation A, for
they represent 35 percent of the total tax. Kentucky and Ten-
nessee stand next on this list, levying franchise taxeg that ac-
count for 13 and 11 percent, respectively, of the total taxes.
North Carolina and Mississippi occupy the next step, each im-
posing franchise taxes that are 8 percent of the total. The Arkan-
sas franchise tax accounts for 4 percent of the Arkansas total,
and in Florida, Georgia, and South Carolina the franchise tax
accounts for approximately 3 percent of the total. The Virginia
franchise tax is levied on domestic corporations only, so that
Hypothetical Corporation A pays no franchise tax in that State.

It is clear that the primary responsibility for any differences
that exist between the tax burdens imposed by these eleven states
must be placed upon either the property tax or the income tax.
Taken together, these two taxes account for more than 85 per-
cent of the total tax burdens imposed by all of the states, with
Alabama as the single exception. Indeed, in all but three states,
they represent more than 90 percent of the total tax. In North
Carolina the property tax and the income tax combined repre-
sent 92 percent of the total tax paid by Corporation A.

(a) Income taxes

In Table 5 the corporate net income tax is singled out for de-
tailed examination. The table is designed to show the origins of
the most important differences in the income tax burdens as
between the ten states concerned. The income tax payments of
Corporation A, shown in column 1, are collected from the data
of column 5 of Table 4. The ranks shown in column 2 indicate
that North Carolina imposes upon this corporation the second
highest income taxes of the ten states. The three highest states
(Mississippi, North Carolina, and Virginia) are very similar
with respect to the income tax obligations they impose upon
Corporation A. From this high plateau the values fall off rapidly,
for the income tax of the fourth ranking state (South Carolina)
is well below that of the third. Alabama occupies the lowest posi-
tion, with an income tax of $4,987. This tax compares with Mis-
sissippi’s tax of $24,673 and North Carolina’s tax of $24,275,
and indicates the extreme variability of the tax burdens imposed
by the income tax statutes of the Southeastern states.
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In the determination of state income tax liability for a corpo-
ration of the type considered here, there are three major factors
that are likely to create differences between the states. The
first of these is the method by which the income of the entire
corporation is allocated to the taxing state. The second is the
deductions allowed from gross income. And the third is the tax
rate. All three of these factors are represented in Table 5.

Of the three high-tax states (Mississippi, North Carolina, and
Virginia), the highest allocation ratio for a corporation such
as Hypothetical Corporation A is that produced by the Virginia
law. By the Virginia formula, approximately 17.8 percent of the
total taxable net income of the Corporation is subject to the Vir-
ginia income tax. This figure compares with 17.0 percent in Mis-
sissippi, and 16.6 percent in North Carolina. At the other ex-
treme are Arkansas, with a ratio of 9.6 percent, and Georgia,
with a ratio of 6.6 percent.

It must be remembered that Corporation A is exactly the same
in each of the eleven states. In spite of the fact that Corporation
A is assumed to sell the same quantity of its product in each of
the states, and in spite of the fact that it is assumed to have con-
structed the same plant, with the same productive capacity, the
same costs, and the same investment in each of the states, Vir-
ginia law declares that 17.8 percent of the corporate net profits
should be associated with the plant, while Georgia law declares
that only 6.6 percent of the corporate net profits should be asso-
ciated with the plant. With a variation as extreme as this, it is
impossible not to feel that some states of the Southeast consider
the allocation ratio as a revenue-collecting device, whereas others
think of it as an excellent means of attracting industrial enter-
prises. In any event, the importance of the allocation ratio as a
source of variation in income tax burdens can hardly be denied.

In this interpretation, the effects of the Virginia allocation
formula are particularly interesting. For Corporation A, Vir-
ginia manages to make use of the most demanding allocation
formula of any of the Southeastern states.® The formula is a two-
factor thing, based upon the distribution of the corporation’s

6. This statement is true only upon the assumptions which lie behind the present calcula-

tions. In V;rgln[§ law, an allocation by separate accounting is preferred {Section 58-
131.1, Code of Virginia). To this extent, Virginia's allocation approach would be more
liberal than many oth_er states. For purposes of these examples, however, it was assumed
that separate mccounting was impossible, and that the formula method would have to
be applied in all cases.
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effects of the property factor. In many cases, this is a sales or a
gross receipts factor. For Virginia, however, these tempering
effects are reduced by the definition of gross receipts in the Vir-
ginia law. It is held that gross receipts

“. . . shall include all receipts from persons, firms, corpora-

tions, partnerships and associations, who or which are

in this state, wherever paid, and all receipts from sales,

wherever made, of goods, wares and merchandise manu-

factured, or which originated, in this State.”’?
This means that, for Corporation A, the gross receipts assigned
to Virginia include all those receipts from sales to Virginia cus-
tomers (the “destination” definition) and all those receipts from
the sale of goods manufactured in Virginia, wherever they are
sold.® If the ‘“destination” definition had been used without
adjustment, the gross receipts element in the formula would
have been approximately 5.4 percent. With the additional allo-
cation by “point of manufacture”, the gross receipts element is
increased to approximately 13.5 percent.!* The effects of the high
property ratio are thus partially offset by the effects of the lower
gross receipts ratio, but not by as much as they would have been
if the gross receipts factor had been normally defined.

In spite of the fact that the Mississippi allocation formula is
a three-factor formula (property, payroll, and sales), while the
North Carolina formula is only a two-factor formula (property
and manufacturing costs), the Mississippi formula yields a
slightly higher allocation ratio than does the North Carolina
formula.

The Mississippi approach is statutorily declared in Section
9220-12 (1) (c) of the Code of Mississippi, which states that, in
the case of multi-state income “. . . the portion of such taxable
income attributed to sources within the state may be deter-
mined by processes or formulas of general apportionment,
prescribed by the commissioner, with the approval of the gov-
ernor.” Article 247, State of Mississippi, Income Tax Law and
Regulations, as amended November 31, 1954, specifies the three-
factor formula. In the definitions of the three factors, the specific
exclusion of inventories from the property factor does most to

9. Section 58-131.1, Code of Virginia. Italics added.

10. The sales of the second part of this definition must, of course, be adjusted to delete
sales made in Virginia from the Virginia plant, since these are already included
in the *‘destination” part of the .definition.

11. The formula does not consist of an arithmetical average of the gross receipts and
the property ratios. Virginia gross receipts are added to the Virginia property for the
numerator of the ratio; and total gross receipts are added to total property for the
denominator of the ratio.




NoRTH CAROLINA AND THE SOUTHEASTERN STATES 217

inflate the allocation ratio for Corporation A. This exclusion has
the net effect of restricting the property factor to the real prop-
erty of Corporation A, the type of property that is heavily repre-
gented in the domestic state and lightly represented in the for-
eign state. This element is only slightly offset by the fact that the
property factor is defined to include a capitalized rental element
(annual rent multiplied by 8), all of which is assignable to the
foreign state for Corporation A.

The Mississippi sales factor is, basically, defined according to
the “point of origin” approach. The language used is as follows:
« .. gross receipts shall be assigned to that office, agency or
place of business at which a binding sale, or agreement to sell,
first occurs”.1? By this definition, the sales factor for Corpora-
tion A would be zero, since no office or agency is maintained in
the domestic state. The allocation ratio for Mississippi would
thus be much lower than it actually is. But the definition con-
tains a proviso, as follows:

« _ , provided that, when goods are shipped or delivered

from a place of business, warehouse or inventory within

one state to a customer within the same state, the gross
receipts from said sale shall be assigned to that state re-

gardless of the situs of the agreement to sell.”*®
Thus, the sales factor for Mississippi is enlarged by the assign-

ment to Mississippi of all of those sales made in Mississippi from
the Mississippi plant. While these are not large, they do prevent
this factor from falling to zero for Corporation A.

The reasons for the obvious severity of the North Carolina
allocation formula have, in effect, already been explained. The
very high property factor for this corporation (approximately
23.5 percent) is only partially offset by a relatively low manufac-
turing cost factor (approximately 9.6 percent). As has already
been explained, the manufacturing cost factor is relatively low
because of the influence of the payroll element and the fact that
payrolls are substantially lower in the domestic state than in the
foreign state. As compared with the other states, North Caro-
lina’s allocation formula yields a relatively high ratio primarily
because it does not include a sales factor for this manufacturing
corporation. Of the ten states levying an income tax in the
Southeast, only North Carolina, South Carolina, and Arkansas
do not make any provisions for the inclusion of a sales or gross
mcle 247, State of Mississippi, Income Tax Law and Regulations, as amended

November 30, 1954
13. loe. ecit
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receipts factor in their allocation formulae. With any of the
possible definitions of sales or gross receipts the inclusion of this
factor for an enterprise such as Corporation A exerts a down-
ward pull to the property factor.

The two states ‘with the lowest allocation ratios are Arkansas
(approximately 9.6 percent) and Georgia (approximately 6.6
percent). As compared with the North Carolina formula, both
of these are obviously extremely lenient.

The Arkansas formula is more than a little indefinite in its
language. The relevant statutory language is as follows:

“. . . the portion of such taxable income attributable to
sources within the state may be determined by processes
or formulas of general apportionment prescribed by the
Commissioner with the approval of the Governor,”

The prescribed formula appears in the instructions attached to
the corporate income tax return. Two sections of these instruc-
tions appear to be relevant to Corporation A. The first reads as
follows:

“When income of a foreign corporation is derived from the
sale of personal property produced within and sold without
the State, . . . the net income from sources within the State
will be determined by taking that portion of the total net
income that the cost of production within the State of
Arkansas bears to the total cost of production.”

By this instruction, the allocation ratio for Corporation A would
consist of the single factor of manufacturing costs. However,
another section of the instructions requires the use of “gross
sales . .. when it is impossible to determine the amount of income
of a foreign corporation derived from within the state.” Either
of these sections could apply to Hypothetical Corporation A. On
the assumption that the special case takes precedence over the
general case, the present calculations were based upon the for-
mer section. The allocation ratio was, in other words, assumed
to be the single ratio of manufacturing costs. If the gross re-
ceipts ratio had been used (however this might be defined), the
allocation ratio for Arkansas would have been even smaller than
that actually used in the calculations.

" Section 92-31183, of the Code of Georgia indicates that the allo-
cation formula must consist of the three factors of property,
payroll, and sales, although these are not the terms employed in
the law. The property factor, hdwever, is not the high property
, factor of the North Carolina law and of the laws of most other

14. Section B84-2020 (3 (a), Arkansas Statutes,
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states. It is, in fact, restricted to inventory, measured as the
average of the monthly inventories. It is, in other words, just
the reverse of the Mississippi property factor, which specifically
excludes inventory. The Georgia formula thus consists of the
three very low factors for Corporation A: the inventory ratio
of approximately 8.2 percent; the gross receipts (in this case,
“gales by destination”) ratio of approximately 5.4 percent; and
the payroll ratio of approximately 6.1 percent.

The only other state that requires particular mention with
respect to its allocation formula is South Carolina. The formula
for South Carolina is almost the same as that for North Carolina.
Both formulae consist of the two factors of property and manu-
facturing costs. Yet, as can be seen in Table 5, North Carolina
ranks third in the severity of its allocation formula, while South
Carolina ranks only seventh. The reason for this difference of
rank must, obviously, lie in the definitions of the factors that
make up the formulae.

The most important difference lies in the definitions of the
property factor and, in particular, in the definition of the value
of property to be used in the calculations. In this respect the
North Carolina law reads as follows:

“the word ‘value’ as applied to property other than inven-

tories shall mean original cost plus additions and improve-

ments less reserve for depreciation.”?
The contrasting language for the South Carolina law is as

follows:
“Tangible property shall be taken at its actual value which,
in the case of property valued or appraised for purpose of
inventory, depreciation, depletion or other purposes, shall
‘be the highest amount at which it has been so valued or
appraised and which in other cases shall be deemed to be
its book value without any deduction for depreciation, de-

pletion, or obsolescence . . e
In North Carolina, property is valued at book value after the

deduction of depreciation reserve. In South Carolina, property is
valued at book value before the deduction of depreciation re-
serve. For Corporation A it is precisely this element of deprecia-
tion that describes the most important difference between the
new plant in the domestic state and the old plant in the foreign
state. In the calculation of the North Carolina property factor,
the slightly depreciated plant in North Carolina appears as the

15. Section 1056-134, I, 1 (a) (ii), North Carolina General Statutes, italics added,
16. Section 65-232, Code of South Carolina, italics added.
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numerator, and the heavily depreciated plant in the foreign
state appears as part of the denominator. In adding back the
depreciation reserves to move from the North Carolina formula
to the South Carolina formula, a larger amount is added to the
denominator than is added to the numerator. The South Carolina
property factor is thus bound to be smaller than the North Caro-
lina property factor. The North Carolina property factor is
23.5234 percent, while the South Carolina property factor is only
14.3166 percent. In other respects the two formulae are identi-
cal, so that this difference is carried into the final allocation
ratios, where North Carolina’s ratio appears as 16.5557 percent
and South Carolina’s as 11.9523 percent. It is clear that even a
small difference in the specific definitions of the factors that com-
prise the formulae can create large differences in the results.

There is no need to describe in detail the allocation formulae of
the remaining states. These might, however, be summarized as
follows. The terms used are those adopted as shorthand descrip-
tions for purposes of the present study rather than those which
appear in the laws. Where the terms are identical for two or
more states, the figures entering into the calculations are also
identieal.

Alabama makes use of a three-factor formula consisting of
property (measured as an annual average), manufacturing
costs, and sales allocated to the point of manufacture. The re-
sulting Alabama ratio is 14.5961 percent.

Kentucky makes use of a three-factor formula consisting of
property (measured as an annual average), manufacturing
costs, and sales allocated to the point of origin of the sales. If
one of the factors is zero (as is the sales factor in the present
case), the sum of the remaining factors is divided by the num-
ber of factors remaining. The resulting Kentucky ratio is
14.1803 percent.

Louisiana makes use of a three-factor formula consisting of
property (measured at year-end), payroll, and sales allocated to
the point of destination of the sale. The resulting Louisiana ratio
is 11.6473 percent. ;

Tennessee makes use of a three-factor formula consisting of
property (measured at year-end), manufacturing costs, and
sales allocated to the point of destination of the sale. The result-
ing Tennessee ratio is 12.8037 percent.
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Column 5 of Table 5 shows the results of applying the appro-
priate allocation ratio to the total net income of the corporation
to derive the final tax base. It is to these figures that the tax rates
are applied.

Table 5 also indicates those states that permit the deduction
of federal income taxes in the derivation of the state tax base.
If Corporation A were to locate a plant in Alabama, it would pay
a total income tax of $1,326,156, of which $166,224 would be
allowed as a deduction for purposes of computing Alabama state
income tax liability. In Louisiana, the federal income tax would
amount to $1,311,497, of which $152,754 would be allowed as a
deduction for purposes of the Louisiana income tax. In Ken-
tucky, the federal income tax would be $1,323,117. Of this,
$187,622 would be permitted as a Kentucky state income tax
deduction. It is interesting to mote that Alabama imposes the
lowest income tax of the ten states considered. Louisiana im-
poses the second lowest income tax. And Kentucky imposes the
fourth lowest income tax. The allowance of the federal income
tax deduction is undoubtedly of great importance in establish-
ing the low tax status of these states.

There are, of course, many other differences between the in-
come tax laws of the ten Southeastern states that make use of
this tax. The great majority of these differences were felt to
be of minor importance for a manufacturing corporation and
were, for the most part, removed from consideration by means
of simplifying assumptions about the characteristics of the
hypothetical corporation. One other item of some importance was
considered. This was the statutory treatment given to the amor-
tization of emergency facilities. The states are evenly divided
in this respect, in that five states permit the deduction of so-
called “rapid amortization” in the same manner as does the
federal law, whereas five states do mnot permit this deduction.
The states granting the deduction, either by statute or by ad-
ministrative interpretation, are North Carolina, Kentucky, Vir-
ginia, Georgia and Alabama. The states not granting this deduc-
tion are South Carolina, Mississippi, Tennessee, Arkansas, and
Louisiana. For Hypothetical Corporation A, the rapid amorti-
zation item amounts to approximately $27,000.

Finally, Table 5 shows the tax rates levied by each of the ten
income tax states of the Southeast. It can readily be seen that,
except for Kentucky, North Carolina imposes a higher income tax
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rate than any other state of the Southeast. In Kentucky the rate
is a two-step progression, with 5 percent imposed upon the first
$25,000 of taxable net income, and 7 percent imposed upon in-
come in excess of $25,000. With the exception of the “graduated-
rate” states, the lowest income tax rate of the group is the 3
percent levy imposed by Alabama. The Mississippi tax rates are
graduated upward from 2 percent on the first $5,000 of taxable
net income to 6 percent on all taxable net income in excess of
$10,000. For a corporation such as Corporation A, the top rate
bracket is, of course, the most important. The allocated, taxable
net income of Corporation A in Mississippi is $420,391. $25,000
of this is taxable at rates ranging from 2 percent to 5 percent.
But $395,391 is taxable at the maximum 6 percent rate, to pro-
duce an effective rate of almost 5.9 percent. For corporations
with large taxable net income, the effective rate is, of necessity,
close to the maximum rate. It may thus be maintained that, for
Corporation A, Mississippi’s tax rate is almost the same as
North Carolina’s. The same thing may be said about the Ken-
tucky tax rate system, although only two rates are involved in
the progression. For Corporation A the 5 percent rate is levied
on the first $25,000 of taxable income, while the 7 percent rate
is levied on the remaining $136,920 of taxable income. These
levies produce an effective rate of approximately 6.70 percent.
By this calculation, Kentucky levies a higher rate than does
North Carolina. Arkansas’ graduated scale ranges from 1 per-
cent to 5 percent, with the 5 percent rate applied to $214,041 of
the total taxable income of $239,041. The effective rate imposed
by Arkansas is thus about 4.8 percent.

North Carolina’s position as second highest income tax state
in the Southeast for Hypothetical Corporation A is thus to be
explained as the result of (1) an allocation formula that is
heavily weighted with the property element; (2) a high tax
rate; and (3) for comparison with some other states, the absence
of a federal income tax deduction. It is, in other words, the result
of a conspiracy of all of the basic elements of a state income tax
structure.

(b) Property taxes

Table 6 provided a limited amount of analytical material for
the ad valorem property taxes paid by Hypothetical Corporation
A in the eleven Southeastern states. As in the case of the cor-
porate net income tax, North Carolina stands in second position
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for the property tax burdens imposed upon Corporation A. This
time, however, it is Louisiana that is in first position. Mississippi
and Virginia, both high income tax states, are in third and eighth
positions, respectively, in the property tax rankings. Louisiana is
substantially higher than North Carolina in the property tax
listing, but the ninth position ranking of the former on the in-
come tax listing makes this understandable. It is also important
to note that the data of Table 6 relate to the third period only,
representing the property tax burdens of each state after the
expiration of all temporary property tax exemptions. Louisiana
has, of course, been a leading exponent of temporary property
tax exemptions as a device to attract new industry to the state.
For the year after the expiration of this temporary exemption,
the property tax in Louisiana is $43,355, as compared with
North Carolina’s property tax burden of $34,553. For the ten
years during which the property tax exemption is in effect,
however, the North Carolina burden of $34,553 must be com-
pared with the Louisiana burden of only $13,382.17

There are two main parts to every property tax burden: the
assessed valuation and the aggregate tax rate. North Carolina’s
position in both of these rankings is dramatic. Of the eleven
states represented, North Carolina has by far the highest
assessed valuation for Hypothetical Corporation A. But, with
the exception of Kentucky, North Carolina has by far the lowest
aggregate tax rate levied upon Corporation A. Kentucky imposes
a series of different rates on different types of property, but the
effective rate for the third period is approximately 15.5 mills,
or a little lower than the aggregate rate for North Carolina.

The figures of column 3, Table 6 are, in turn, a blend of two
factors: the assessment ratio and the pattern of exemptions.
Column 9 shows the ratio of assessed value to book value for
each of the states, at the location selected for the manufacturing
plant of Hypothetical Corporation A. In many cases, of course,
a different assessment ratio is applied to different types of
property. The ratios shown in column 9 are the effective ratios
which apply to total taxable property in the third period.
Column 11 shows the book value base of the tax for each of the
states. These are the figures to which the several assessment
ratios are applied to derive the assessed values shown in column

the states from the data of Table 4.
d be compared with the property tax

17. Similar comparisons may be made for each of
The property tax figures for period three shoul
figures for periods ome or two.




TABLE 6
HYPOTHETICAL CORPORATION A
AD VALOREM PROPERTY TAX DATA! FOR ELEVEN SOUTHEASTERN STATES

Ratio of

Assessed

Aggregate Value to Book Value

Rank for Assessed Rank for | Tax Rate? | Rank for Temporary| Book Value | Rank for | of Taxable

State Column (1)| Valuation? |Column (3)| (In Mills) |Column (&) Exemption| (In Percent) |Column (9)| Property
(2) (8) (4) (5) (6) (7) (8) (9) (10) (11)

$2,094,111 None 665.208
7 10 Years
None
None
None
None
10 Years
5 Years
5 Years
None
None

NORTH CAROLINA..
Alabama

Florida

Georgia

Kentucky

Louisiana

Mississippi

South Carolina,........

$3,211,454
2,681,452
8,236,454
8,178,153
8,211,454
8,211,4548

29,809
Virginia 20,476

0OCH =300 k= Ok tn WO M1
000010 O3 bt =] = D =
@RS
00 00D O LD i Gn =T D

NOTES: !For third period only.
2Excludes intangible personal property if intangibles tax separately levied.
3Includes tax rate for state (if any), county, school distriet (if any), and other special districts (if any).
4For state levy only. Assessed valuation for county =$480,858.
iEffective rate. (Total state and loeal tax divided by state-levy assessed valuation) multiplied by 1000. - h
SRate applies to all property but land and improvements, and intangible personal property. State tax on land and improvements=.50 mills.
State tax on eash on hand=2.50 mills. State tax on bank balances=1.00 mill.
7(Total state-levy assessed value divided by total book value) multiplied by 100,
8Subject to taxation by state.
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3. Differences between the figures of column 11 thus indicate the
differences in the policies of the eleven states as to the kind of
property considered to be taxable under the general property
tax levy.

As was to be expected, the variations in assessment ratios are
extreme.’® They range from North Carolina’s high of about 65
percent to Arkansas’ low of about 9 percent.!® The two high
states (North Carolina and Louisiana) are very high. Most of
the states fall between the 20 percent and the 30 percent levels.
Although the correlation is by no means perfect, a comparison
of the ranks in column 10 with the ranks in column 6 shows that
those states with high assessment ratios tend to have low aggre-
gate tax rates. Alabama is a disturbing element, in that it stands
low in both rankings. A rough indication of the importance of
variations in the assessment ratios in determining the variations
in the assessed valuation base of the property tax is given by a
comparison of columns 10 and 4 of Table 6. This comparison
shows that the ranks of the states are not changed by the ex-
emption pattern implied by column 11. In other words, the ranks
of the eleven states in terms of assessment ratios are the same
as the ranks of the eleven states in terms of assessed valuations.
If the ranks had been different, the differences could have been
attributed to the only other thing that determines the assessed
valuations : the book value of taxable property shown in column
11,

Differences in the basic book value of taxable property come
primarily from differences in statutory exemptions, although in
some cases they come from differences in administrative prac-
tices not justified by statutory construction. Most of these differ-
ences are, for Corporation A, easily explained by the treatment
accorded intangible personal property and the method of valuing
inventories. There are, in this sense, four basic book values for
Corporation A. The first results from the valuation of inventory

18. The term ‘“assessment ratio” is usually taken to mean the ratio of assessed value to
market value. In this case, however, it is taken to mean the ratio of assessed value to
book value, on the assumption that for a plant as new as that of the hypothetical model
the book value is reasonably close to the market value. Although this assumption is not
technically valid, the fact that it is uniformly applied to all states tends to minimize
the distortion.

19. The assessment ratio for Arkansas is probably not on a par with that for North Caro-
lina, in terms of the confidence with which it may be accepted. The estimate was
obtained from Arkansas Ratio Study, Report of Committee to Study Ratio of 1955
Arkansas Ad Valorem Property Assessments to 19564 Real Estate Sales, 1956, mimeo.,
Schedule III, p. 1. The estimates themselves are probably accurate enough. Unfortu-

nately, however, they refer only to real property. Since it was impossible to obtain

assessment ratio estimates from other sources to Arkansas, it was necessary to as-
sume that the real property ratios were equally applicable to personal property-
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at its year-end figure, combined with an exemption of intangible
personal property. This treatment is represented by Georgia,
Kentucky, Mississippi, and North Carolina. The second basic
book value results from the valuation of inventory at its year-
end figure, but with no exemption permitted for intangible per-
sonal property. This treatment is represented by Arkansas. The
third basic book value results from the valuation of inventory
at an average level throughout the year,? combined with an
exemption of intangible personal property. This treatment is
represented by Florida and Louisiana. The fourth basic book
value results from the valuation of inventory at an average
level throughout the year, but with no exemption permitted for
intangible personal property. This treatment is represented by
Tennessee. Since, in this case, year-end inventories are larger
than average inventories, the book value of taxable property is
highest for the second of these calculations. And since the differ-
ence between average inventories and year-end inventories ex-
ceeds the intangibles exemption, the second highest book value
results from the first of these calculations. North Carolina is thus
in the group of states falling into the second-highest category of
the four. Hypothetical Corporation A receives no exemptions
from Arkansas and Tennessee. Because intangibles are exempted
from the general property tax laws only so that they may be
subjected to separate ad valorem levy in Georgia, Kentucky,
North Carolina, and Florida, the Corporation receives no final
exemption in any of these states. Of those mentioned, only
Louisiana and Mississippi levy no tax on intangible personal
property.

The remaining states—Alabama, South Carolina, and Virginia
—do have statutory or administrative exemptions that apply to
Hypothetical Corporation A. Section 2 (m) of Title 51 of the
Code of Alabama provides that “all manufactured articles . . .
in the hands of the producer or manufacturer thereof, when
stored at or near the place of manufacture or within the county
where same was manufactured or produced, shall be exempt for
twelve months after its production or manufacture.” For Cor-
poration A, this provision has the effect of exempting all of the
work in process and 80 percent of the finished goods inventory.

20. In the present analysis the term “‘average inventory” was taken to mean inventory
at the beginning of the year plus inventory at the end of the year, the total divided
by 2. This assumption was maintained for simplification purposes even where the law
specifically required a monthly or other periodic average of inventory.
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In addition, Section 2- (1) of Title 51 of the Code of Alabama
provides that “All raw material . . . produced during the cur-
rent calendar year, when stocked at any plant or furnace, for
manufacturing purposes in Alabama” shall be exempt from ad
valorem property taxation. This provision has the effect of
exempting 60 percent of the raw materials inventory of Cor-
poration A.

South Carolina does not have any statutory provisions for
permanent exemptions that would apply to Corporation A. It is
nevertheless apparent, from -published material®! and from
private declarations by administrative officials that, for all prac-
tical purposes, manufacturing inventory is exempt. All calcula-
tions were made on this assumption.

The Virginia treatment does not produce a true exemption
for Corporation A. The base of the local property tax (in book
value terms) is $2,449,133. If the base of the state levy on
“Capital not otherwise taxed” is added to this general property
tax base, the result is $3,236,454. Considering both levies, it is
clear that Virginia is in the same class as Arkansas with respect
to the definition of the book value base of the ad valorem prop-
erty tax. This Virginia treatment is something of a curiosity in
property taxation. It begins with the constitutional provision
that “No State property tax for State purposes shall be levied
on real estate or tangible personal property, except the rolling
stock of public service corporations.”** Faced with this prohibi-
tion, the Virginia Legislature has indulged in semantic manip-
ulation to levy a State tax on, principally, inventories and in-
tangible personal property. This deed is accomplished, in part,
by the following provision:

“All capital of any trade or business of any person, firm or

corporation, except the capital of any trade or business

which is otherwise specifically taxed or specifically exempt
from taxation, shall be deemed to be intangible personal

property.”=
Section 58-829 of the Code of Virginia defines tangible personal

property and lists 15 items embraced by the definition. Manu-
facturer’s inventories and intangibles are not included on the
list, so that, by indirection, these are declared to be intangible
personal property and available for the levy of a state tax. In the

21. Griffenhagen and Associates, op. cit, p. 10.
29, Section 171, Article XIII, Virginia Constitution.
23, Section 58-410, Code of Virginia.
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present analysis, however, this tax has been treated as a separate
levy and has not been classified with taxes on intangible personal
property.

It thus appears that the only states of the Southeast granting
substantial permanent exemptions to a manufacturing corpora-
tion of the type represented by Hypothetical Corporation A are
Alabama and South Carolina. The partial, statutory exemption
of inventories in Alabama, and the total, non-statutory exemp-
tion of inventories in South Carolina are the only significant
sources of differences in the book value base of the property tax
as illustrated in column 11 of Table 6.*

Four of the eleven states of the Southeast permit temporary
exemptions from property taxation for a new manufacturing
plant of the type represented by Corporation A. The four states
are Alabama, Louisiana, Mississippi, and South Carolina. The
first two grant temporary exemptions for a ten-year period after
the construction of the new plant, while the last two grant five-
year exemptions. In no case does the exemption apply to all
property taxes.

The most sweeping of these temporary exemptions is provided
by the Louisiana Constitution, as follows:

“The State Board of Commerce and Industry with the ap-
proval of the Governor may contract with the owner of any
new manufacturing establishment in the State . . . for the
exemption from taxation of any such new manufacturing
establishment . . . upon such terms and conditions as said
Board with the approval of the Governor may deem to the
best interest of the state.... No exemption from taxes shall
be granted under the authority of this paragraph for a
longer initial period than five (5) calendar years succeeding
the date of any such contract; provided, that upon applica-
tion within ninety (90) days before the expiration of the
initial period of five (5) years, and upon proper showing
of a full compliance with the contract of exemption by the
contractee, any exemption granted under the authority of
this paragraph shall be renewed for an additional period of
five (5) calendar years.”?
This constitutional provision would, of course, exempt all prop-

erty of ‘a qualifying enterprise from all property taxation. But
by rules of the State Board of Commerce and Industry this con-
stitutional largess has been somewhat tempered. Rule 4 states

24. It must be remembered that this statement applies only to Hypothetical Corporation A.
The pattern of exemptions for other types of enterprises among the eleven states is a
much more heterogeneous one than that shown here.

25. Section 4, Article X, Louisiana Constitution.
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that “The owner will not be granted exemption as to the land on
which plants are located.” And Rule 5 states that “Raw materials
in course of manufacture will not be exempted. Stocks of finished
products will not be exempted.” The exemption, however, does
apply to all levels of government in Louisiana.

The temporary exemption granted by Mississippi, on the other

hand, applies only to counties and municipalities. It does not

apply to the State levy of 4 mills. The exemption provision is as

follows:
“County boards of supervisors . . . are hereby authorized
and empowered, in their discretion, to grant exemptions
from ad valorem taxation, except state ad valorem taxation,
on all tangible property used in, or necessary to the opera-
tion of the manufacturers . . . hereinafter enumerated by
classes, but not upon the products thereof . . . for a period
not to exceed five (5) years .. .”?"
There follows a long list of enterprises for which this exemption
is available, one of which describes the character of Hypothetical
Corporation A. Thus, the Mississippi temporary property tax
exemption does not apply to state taxes, and it does not apply to
the products of the firms receiving the exemption.
The ten-year Alabama exemption is also restricted, but in a
different way. The language of the statute is as follows:
“For the purpose of developing a market for Alabama pine
and other trees and the products thereof, and of encourag-
ing the construction, extension and operation of plants, in-
dustries and factories in the State of Alabama for the
manufacture or production of pulp, paper . . . and for the
manufacture, production or processing of any trade or com-
merecial articles, materials or supplies whether or not such
articles, materials or supplies are specifically named here-
in; . .. the department of revenue is hereby authorized and
empowered to exempt from all ad valorem taxes for state
purposes, and to remit any and all such taxes which are, or
may be assessed thereon, each such factory and plant . . .
for a period of not exceeding ten years from the date of
completion of such factory or plant . .. but in no event the
land on which such plant or factory shall be located . .. ."%"
This provision applies to the State 6.5 mill levy only. But Section
3, Title 51 of the Code of Alabama makes the same provisions
with respect to “taxes assessed for all county and municipal
purposes, except for any schools and school district pur-

poses . . ..” In other words, for the five-year period of this exemp-

26. Section 9703, Code of Mississippi.
27. Section 6, Title 651, Code of Alabama.
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tion, Corporation A is subject to State tax only on the value of
its land. It is likewise subject to general county tax only on the
value of its land. It is subject to a county levy for school district
purposes on all of its property (less the permanent exemptions
referred to above). And it is subject to school district levy on
all of its property (less the same exemptions).

The temporary exemption in South Carolina is the result of a
large number of separate enactments designed to apply to in-
dividual counties. Hypothetical Corporation A, in South Caro-
lina, is located in Marion County, the relevant provisions are as
follows:

“All new manufacturing establishments located in any of

the counties named in this section shall be exempt from all

county taxes, except for school purposes, for five years from
the time of their establishment provided such establish-

ments: (1) have a capital of . . . (¢) one hundred thousand
dollars in Greenwood and Marion Counties. . . .’?8

The South Carolina exemption is somewhat more cautious than
the exemptions of the other three states. It is, to be sure, a total
exemption in the sense that all types of property are included.
But it is a five-year exemption only, and it does not apply to
levies for school purposes.

The net annual tax saving (for state and local purposes) pro-
duced by these temporary exemptions is, in some cases, sub-
stantial. The following figures represent the difference between
the total tax bills of the second and third periods for the states
involved, so that the effects of the property tax upon the income
tax are taken into account in the calculations. For Alabama, the
net annual saving is $6,937 for a ten-year period. For Louisiana,
the net annual saving is $29,906 for a ten-year period. For Mis-
sissippi, the net annual saving is $25,170 for a five-year period.
And for South Carolina, the net annual saving is $3,356 for a
five-year period..For convenience, these annual savings were
reduced to present values, by the calculation, in each case, of the
present value of an annuity for the time period involved, at an
assumed rate of interest of 5 percent. This restatement would
tend to indicate the present meaning of the temporary exemp-
tions to Corporation A as it contemplated location in one of
these states. For Alabama, the present value of the temporary
property tax exemption is $53,566. For Louisiana, the present

28. Section 65-1524, Code of South Carolina.
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value is $230,926. For Mississippi, the present value is $108,973.
And for South Carolina, the present value is $14,530.

With the possible exception of South Carolina, these tem-
porary exemptions are thus worthy of serious consideration by
a corporation contemplating location in one of the Southeastern
states. Expressed in this fashion, of course, the savings are not
fully comparable on an interstate basis. The amount of the
annual saving is largely a function of the tax rates and assess-
ment practices in the states involved. The annual saving is based
only upon what the corporation would have paid if, under the
prevailing rates and assessment practices, it had not been able
to obtain the exemption. But it must be noted that the exemp-
tions themselves may be instrumental in determining the tax
rate and, perhaps, the level of the assessment ratio. With the per-
manent fractionalization of the property tax base which these
temporary exemptions imply, it may be that the taxing juris-
dictions must make up the lost revenue by increasing the ad
valorem tax rates. This possibility in itself would make the
exemption appear larger. If this is the case, and if the high rates
are assumed to continue into the period when the exemptions
no longer apply to a particular corporation, the corporation
receiving the exemption may find its early economic advantage
soon whittled away by high tax rates and high assessment ratios.
This may, in part, be the reason for the extremely large jump
in the property tax bill of Corporation A as between period two
and period three in Louisiana. It may, in others words, illus-
trate the fact that Corporation A is paying for its own tax
exemption. The fact that the property tax bill in Louisiana is
increased more than three times upon the expiration of the ex-
emption period is undoubtedly due, in part, to the fact that the
exemption has eroded the tax base and made necessary unusually
high tax rates. To the extent that these higher rates apply to
other taxpayers not so fortunately situated, there would still be
a saving for the exempt corporation. But this saving may be
much less than the handbills would suggest.

(c) Franchise Taxes

Table 7 gives information to explain the differences in fran-
chise tax burdens as between the eleven Southeastern states. In
this listing, Alabama takes the first position. In a field of ten
(Virginia levies a franchise tax on domestic corporations only),
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North Carolina stands in fourth position. However, with only
a $1.00 difference in Corporation A’s franchise tax as between
North Carolina and Tennessee, the third and fourth positions
might be considered to be the same. Florida, Arkansas, Georgia,
and South Carolina are grouped at the bottom of the scale,
significantly below the next highest state.’

Column 3 of Table 7 describes the variations in the base of
the franchise tax before an allocation ratio is applied. With the
exception of Alabama, which does not make use of an allocation
formula for franchise tax purposes, the states of the Southeast
appear to make use of four kinds of franchige tax measures.
Kentucky stands alone at the top of the list in this respect, with
a “before-allocation” base of $30,257,500. The Kentucky cor-
poration license (franchise) tax is based upon the value of the
capital stock of the subject corporation, as, indeed, are the taxes
of a number of other states.?® Administratively, however, the
“value of capital stock” is taken, by Kentucky Regulation CO-5,
to be market value. The market value (estimated) of the capital
stock of Corporation A is, of course substantially higher than
the par value of the stock.

North Carolina, Georgia, Louisiana, Mississippi, and Ten-
nessee are grouped at the second level, each defining the base of
the tax in such a way as to point to the net worth of Hypotheti-
cal Corporation A. In almost all of these cases the law requires
that the tax be based upon issued and outstanding capital stock,
surplus, and undivided profits.® Tennessee includes borrowed
capital with these items. However, Corporation A was assumed
to have no borrowed capital.

The base of the annual license fee (franchise tax) in South
Carolina is a variation on the net worth theme. Section 65-604
of the Code of South Carolina, specifies the base of the tax as
capital stock and paid-in surplus. As such, the tax base is smaller
than the net worth measure by the amount of earned surplus
and surplus reserve accounts. This gpecification makes a good
deal of difference to the size of the base. The South Carolina
definition of the “before-allocation” base yields a figure that is
approximately half that produced by the North Carolina net
worth definition. '

29. Section 137.070, Kentucky Revised Statutes. .
30. Section 105-22 (2), North Carolina General Statutes; Bection 02-307, Code of Georgia;

Section 47:602, Louisiana Revised Statutes; Section 9317, Code of Mississippi; Section
1248,22, Code of Tennessge.
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Arkansas and Florida statutes agree that the franchise base
should be measured by the par value of outstanding capital
stock.3! In further eliminating net worth items these states
naturally place themselves lower on the list of the rankings
which relate to the “before-allocation” base. In these cases the
base is approximately one-third that of North Carolina.

All states but Alabama have designed their franchise tax laws
to include a formula allocation of the total corporate base. In
the definitions of what constitutes a proper method of allocation
there is much less uniformity than in the definitions of the base
itself. In the rankings of the allocation ratios (column 4, Table
7), North Carolina stands third, behind Kentucky and Florida.
Louisiana’s ratio, of about 10 percent, stands at the bottom of
the list.

Most states use two-factor formulae for the allocation of the
franchise base, as contrasted with the common three-factor
formulae of income tax allocation. And in almost all cases, these
allocation percentages are higher for the franchise tax than
they are for the income tax. North Carolina and South Carolina
make use of the same property-manufacturing cost formulae
for franchise tax purposes as for income tax purposes, so that
the allocation ratios for both taxes are the same: 16.5557 per-
cent for North Carolina, and 11.9523 percent for South Caro-
lina. Once again, the difference between the states is explained
by the fact that the South Carolina property factor is defined
as gross property—that is, before the deduction of depreciation
reserve—while North Carolina’s property factor is defined as
net property. Tennessee also makes use of a property-manufac-
turing cost formula. The ratio is slightly lower than North Caro-
lina’s, however, because the North Carolina property ratio is
based upon average inventories, whereas the Tennessee ratio is
based upon year-end inventories.?? The Tennessee franchise tax
ratio is, however, higher than the Tennessee income tax ratio.
Georgia, Mississippi, and Arkansas also impose franchise tax
allocation ratios that are higher than the corresponding income
tax ratios. Arkansas is a “gne-factor” state, basing its alloca-
tion on property alone. The Arkansas ratio is lower than the

_1801.2, Arkansas Statutes; and Section 608.33, Florida Statutes.

31. Section 84
o domestic state are smaller than year-end inventories

32. While average inventories in th 3
in the domestic state, they are not as much smaller in the domestic state as they are

for the company as a whole. As a pesult, the average-inventory ratio is higher than the
year-end inventory ratio.
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North Carolina ratio, in spite of the inflating effect of the prop-
erty factor, because the Arkansas “formula” calls for an allo-
cation by the distribution of “real and personal property”.
Georgia combines property and “business done” (assumed to
mean ‘“‘sales by destination”), while Mississippi combines gross
receipts and property. The Louisiana formula makes use of sales
and total assets. This formula produces an allocation ratio for
the franchise tax that is lower than that produced for the income
tax.

Kentucky has the dubious honor of having the most compli-
cated allocation formula for franchise tax purposes, although the
statutory language is more obtuse than it needs to be. The Ken-
tucky formula consists of two factors: a “business” factor and
a property factor. The business factor is determined by adding
sales, purchases, and payrolls, and dividing the total by 2. The
dollar amount of property is added to the amount so obtained.
This figuring is done separately for the company’s domestic
operations and for the company as a whole. The final alloca-
tion ratio is obtained by dividing the Kentucky total by the total
for the entire company. By this devious route, Kentucky pro-
duces the second highest allocation ratio for Corporation A. The
Florida franchise tax law makes no provision for an allocation
of the base, but it is clear that some allocation must be permitted.
The formula is apparently administratively determined to fit
each case, but there is some indication that a property base is
preferred for manufacturing corporations. This base was used
in the present calculations.

The North Carolina franchise tax law provides for a credit
against the tax due of the amount of the intangibles tax paid
during the preceding franchise tax year.®* In all cases it was
assumed that the intangibles tax paid during the year for which
the calculations were made was the same as that paid during
the preceding year. For Hypothetical Corporation A the intangi-
bles tax and, consequently, the franchise tax credit, amounts
to $32.

Column 6 of Table 7 shows the franchise tax base just before
the application of the tax rates. The fact that there is more uni-
formity to these figures than to the “before-allocation” figures
indicates that the difference in allocation ratios tend to offset

the differences in the “before-allocation” figures.

33. Section 84-1801.2, Arkansas Statutes.
34. Section 105-122 (4), North Carolina General Statutes.
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For the most part, the significance of the figures of column
8, the franchise tax rates, is obvious. Two states use gradu-
ated rates. The Florida rates range from $10 to $1,000, de-
pending upon the size of the base. For Hypothetical Corporation
A the levy was $750. The Georgia rates range from $10 to $5,000.
For Hypothetical Corporation A the levy was $1,000. The high-
est percentage levy is imposed by Alabama. North Carolina
stands in third position in this respect, along with Louisiana
and Tennessee.

(d) Miscellaneous levies

Table 8 shows a number of miscellaneous taxes and fees paid
by Hypothetical Corporation A. All states levy a qualification
or entrance fee as a prerequisite to doing business in the domes-
tic state. These are, of course, “once-and-for-all” levies. Alabama
imposes the only severe tax in this area. The base of the Ala-
bama qualification tax is the same as that for the franchise tax
with rates graduated from 25 percent of the first $100 of base to
1/10 of 1 percent of the amount of the base in excess of $1,000.
In column 5 of Table 8, Alabama is shown to levy $400 of “other
taxes”. These consist of an annual corporation permit of $100,
and annual business licenses of $300. The latter amount is split
two ways, with $200 going to the State of Alabama and $100
going to Houston County. Alabama’s filing fee is a “once-and-for-
all” levy and accompanies the filing of qualification documents.
Florida’s business licenses resemble Alabama’s in that the amount
is split two ways. In this case, $100 goes to the State of Florida,
and $50 goes to Orange County. Alabama and Florida are the only
two states levying business licenses on a manufacturing plant.
The $200 item shown for Mississippi is an annual factory in-
spection fee, imposed upon manufacturing enterprises with more
than 300 employees. Tennessee imposes an annual reporting fee,
based upon the authorized capital stock of the enterprise. In this
case, the tax is at the maximum level of $150. The $25 item
shown for Virginia is an annual registration fee. The larger
item shown for Virginia, in column 5, has already been de-
seribed. Tt is the levy on “capital not otherwise taxed” and is, in
reality, a property tax levied by the State. Although it has a
legal resemblance to an intangibles tax, it is, in fact a tax
upon inventories and other items of tangible personal property
as well as upon intangible personal property.
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TABLE 8
HYPOTHETICAL CORPORATION A
MISCELLANEOUS TAXES FOR ELEVEN SOUTHEASTERN STATES

Qualification | Rank for Intangibles Filing Other

State Taxes! Column (1) Taxes Fees Taxes
| 1) (2) (8) (4) (5)
NORTH CAROLINA...... $ 500 4 $a2

[ AIRATI = it s 3,305 1 i $10 $ 4002
¥ Arkansas, .....-ssssscnnan- 111 8

! Florida....cocevsscnnaranns 399 6 1 Fiawa 1508
| GEOTEIR. « o vvrrrmsrsrrrnas 10 11 3 Vi S
; Kentucky..... 35 10 33 e
Louisiana.......... . 562 3 i JB—

1 Mississippi..... ... le 500. 5 i 2004
South Carolina. . T 50 9 10 oy
Tennessee. , . ... cevvvsess 320 T 150 sans

Virginia. ......ooovnnenenns 1,000 2 25 56,9055

NOTES: !First period only
2Corporation permit=%$100
i
e e e

Conclusions for Hypothetical Corporation A

The characteristics of Hypothetical Corporation A are such
that the North Carolina tax structure imposes burdens that are
significantly heavier than those imposed by any other Southeast-
ern state. As might be expected from the broad outlines of the
North Carolina tax structure, this comparative position is de-
termined, to a considerable extent, by the North Carolina cor-
porate income tax, and, in particular, by the manner in which
the statutory formula for the allocation of the income of multi-
state corporations impinges upon an enterprise with dispor-
tionately large amounts of its property in North Carolina.

But the whole burden of guilt cannot be placed upon the cor-
porate net income tax. The ad valorem property tax must cer-
tainly share a good portion of the blame. Contrary to the usual !
theory, the property tax burdens imposed upon Hypothetical
Corporation A, far from compensating for the high burdens
associated with the North Carolina income tax, actually add to
these burdens and force North Carolina farther away from the
other states of the Southeast. The results of the Hypothetical
Corporation A analysis clearly do not support the common con-
tention that North Carolina property tax burdens are relatively
low because of the centralization of governmental functions and
because of the emphasis upon state level taxes which this cen-
tralization produces.

e ——————————— ———
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No one factor may be singled out as the cause of North Car-
olina’s unfavorable standing with respect to the statutory bur-
dens imposed upon an enterprise of the type represented by
Corporation A. North Carolina does not, by any means, stand at
the top of the rankings for every element that contributes to
the total impact of state and local taxes. But in those cases in
which North Carolina falls to more agreeable levels, it does not,
in most cases, fall very far. Furthermore, in such cases, North
Carolina tends to relinquish its position at the top of the scale
to states that are close to the bottom of the scale for other ele-
ments in the tax structure. For example, the property tax bur-
dens in Louisiana, in the third period, exceed those of North
Carolina. But Louisiana’s income tax is the second lowest among
the ten states, while North Carolina’s income tax is the second
highest. Mississippi levies income taxes that are slightly higher
than those levied by North Carolina. But Mississippi compen-
sates by levying property and franchise taxes that are substan-
tially lower than those levied by North Carolina. Virginia’s
income allocation formula is more severe than that of North
Carolina. But North Carolina’s higher income tax rate more than
compensates for the allocation formula advantage.

In terms of the total tax burdens imposed upon Hypothetical
Corporation A, North Carolina stands with Migsissippi and Lou-
isiana as a relatively high tax state. South Carolina, Tennessee,
and Virginia are located on the second level, but considerably
below that of the three high states. Albama, Arkansas, Florida,
Georgia, and Kentucky are grouped on the lowest level. With
the exception of Georgia, all of the states in this lowest group
have total tax burdens which are less than half those imposed by
North Carolina. In the face of this evidence, and on the assump-
tions which are an inherent part of the hypothetical corporation
approach, it seems clear that Hypothetical Corporation A could
find, in the states of the Southeast, a more benign tax atmosphere
than that offered by the State of North Carolina.

HYPOTHETICAL CORPORATION B

The Corporation and its plants

Hypothetical Corporation B is an enterprise engaged in the
manufacture of many kinds of electrical products for use in
home and industry. The corporation is one of a small number of
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large firms producing competitive products in specialized plants
in many states of the United States. The total assets of the cor-
poration amount to $750,000,000, with $205,725,000 represented
by inventories, and with fixed assets (net of depreciation)
amounting to $234,900,000. The gross sales of the corporation
amount to $1,064,334,929, with cost of sales of $770,888,481. The
net profit before all taxes is $143,325,323.

The company’s selling operations are highly decentralized
and take a different form for each of the company’s major types
of products. Company salesmen are attached to district sales
offices which are widely dispersed across the United States. For
some products, all sales are made through distributors who are
otherwise unconnected with Hypothetical Corporation B.

It is assumed that just prior to the beginning of the 1955 tax
year Corporation B began manufacturing operations in a newly-
constructed plant, alternatively located in each of the eleven
Southeastern states, specializing in the manufacture of one of
the company’s many products. Although Corporation B operates
many plants in many states, it is assumed that the hypothetical
new plant in question is the only manufacturing plant in each of
the eleven Southeastern states. The selling operations in each of
the states are, of course, assumed to reflect the sales of the en-
tire corporation and not merely the sales of the product manu-
factured in the domestic state.

Of the company’s total property, approximately 1.2 percent
is located at the newly-constructed plant in the domestic state.
Contrary to the pattern exhibited by Corporation A, however,
the inventory ratio for Corporation B is almost the same as the
total property ratio. In the present case, even more than in the
earlier case, the corporation is able to make use of domestic
labor at wages significantly below those paid at other plants
operated by Corporation B. This wage pattern is due, in part, to
the fact that the product requires the use of only a minimum
amount of skilled labor, a larger amount of semi-skilled labor,
and a great deal of unskilled labor; and, in part, to the inter-
regional wage differentials for the same grades of labor. In
terms of the relationship between the characteristics of the com-
pany and its state and local tax bill in each of the Southeastern
states, this wage factor is undoubtedly the most important sin-
gle feature of the case. It produces a relatively low (about .09
percent) payroll ratio in the domestic state (that is, domestic
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payroll as a percent of total payroll), and a low (about .23 per-
cent) manufacturing cost ratio in the domestic state.

Although selling may not be considered to be the company’s
principal business in the domestic state, it does conduct domes-
tic sales activities by almost any definition of the term “sales”.
In terms of the “destination” definition, Corporation B conducts
approximately 1.2 percent of its total sales in the domestic
state. In terms of the “point-of-origin” definition, Corporation
B conducts approximately .48 percent of its total sales in the
domestic state. And in terms of the “point-of-manufacture”
definition, Corporation B ‘“sells” approximately .26 percent of
its product in the domestic state. These sales statistics are ex-
tremely important in an interpretation of comparative tax bur-
dens for Corporation B.

The specific locations selected for the new plant of Hypothet-
jcal Corporation B in the eleven Southeastern states are as fol-
lows:

North Carolina: Columbus County, 2 to 10 miles south of
Whiteville, in the general vicinity of U.S.
Highway 701;

Butler County, 2 to 10 miles gsouthwest of

Alabama:
Greenville, in the general vicinity of U.S.
Highway 31;

Arkansas: Jefferson County, 2 to 10 miles northeast

of Pine Bluff, in the general vieinity of
U. S. Highway T9;

Florida: Alachua County, 2 to 10 miles north of
Gainesville, in the general vicinity of U. S.
Highway 441;

Ware County, 2 to 10 miles west of Way-
cross, in the general vicinity of U. S. High-
way 82;

Warren County, 2 to 10 miles southeast of
Bowling Green, in the general vicinity of
U. S. Highway 231;

Ouachita Parish, 2 to 10 miles south of
Monroe, in the general vicinity of U. 8.
Highway 165;

Lauderdale County, 2 to 10 miles west of
Meridian, in the general vicinity of U. S.
Highway 80;

Georgia:

Kentucky :

Louisiana:

Mississippi:
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South Carolina: Orangeburg County, 2 to 10 miles southeast
of Orangeburg, in the general vicinity of
U. S. Highway 178;
Tennessee: Montgomery County, 2 to 10 miles south
of Clarksville, in the general vicinity of
State Highway 48;
Virginia : Frederick County, 2 to 10 miles north of
Winchester, in the general vicinity of U. S.
Highway 522.
None of the locations is inside the boundaries of these or other
incorporated municipalities.

Hypothetical taxes—itotal

Table 9 shows the total taxes that would be paid by Hypothet-
ical Corporation B in each of the eleven Southeastern states for
three periods, under the assumptions which define the hypothet-
ical approach. Table 9 also shows that, for periods 1 and 2, three
states (Virginio, Louwisiana, and Georgia) tmpose heavier tax
burdens upon Corperation B than does North Carolina. In the
third period, these three states are joined by Mississippt, to
place North Carolina in fifth position in the rankings.

In terms of the total third period taxes imposed upon Hypo-
thetical Corporation B, the eleven Southeastern states fall into
three clearly defined groups. The first of the groups, consisting
of Virginia, Louisiana, and Mississippi, includes the high-tax
states. The second of the groups, consisting of Georgia, North
Carolina, and Tennessee, includes the medium-tax states. And
the third of the groups, consisting of Florida, Kentucky, South
Carolina, Arkansas, and Alabama, includes the low-tax states.
If allowances are made for the inadequacies of the raw mate-
rials of the analysis, the differences between the states in each
group may, with some exceptions at the two extremes, be con-
sidered to be insignificant. But the differences between the
groups do appear to be significant and can hardly be said to be
the result of possible methodological inadequacies. For Corpora-
tion B, North Carolina appears to be unequivocally in the sec-
ond tier.

In Table 10 the tax bills of the three periods are expressed as
a series of present values, calculated by techniques described in
the preceding chapter. The present values are expressed as an
index with North Carolina equal to 100. Column 3 of Table 10
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th the number 1

rank assigned to the highest tax state and the number 11 rank

assigned to the lowest tax state.
The present value index of Tab

lina imposes very much lower tax burden

le 10 shows that North Caro-
s on Corporation B

than does Virginia, the highest-tax state on the list. The Vir-
ginia burdens are, in fact, nearly half as large again as those
of North Carolina. Louisiana burdens are approximately 128
percent of those of North Carolina, and the Mississippi burdens

are almost 120 percent of those o
end of the scale, the Alabama burdens are

TOTAL TAXES IN ELEVEN SOUTHEASTE

TABLE 9
HYPOTHETICAL CORPORATION B

f North Carolina. At the other
just over one third

RN STATES FOR THREE PERIODS

First Period! Second Period? Third Period?
States Total Rank for Total Rank for Total Rank for

Taxes |Column (1) Taxes |Column (3) axes |Column (5)
(1) (2) (8) (4) (5) (6)
NORTH CAROLINA......|$ 81,296 4 $ 80,796 4 $ 80,796 ]
Alabama....... Jatata e e 30,959 11 25,882 11 81,7038 11
Arkansas. ... .-cosranssnses 46,287 9 46,090 9 46,090 10
Florida. . .....onveirnnanss £ T 55,326 T 55,326 7
GeOrgia. . «vvvnn . 3 84,276 3 84,276 4
Kentucky . . . 8 54,355 8 54,355 8
Louisiana. . 2 88,838 2 112,822 2
Mississippi. 6 72,130 6 103,378 3
South Carolina. . 10 45,119 10 48,050 9
TeNNesses. . «covovvvesssres 5 80,242 5 80,242 6
VirginiR...occveavenennannn 1 120,544 1 120,544 1

NOTES: !First vear in domestic state. Taxes include qualification taxes and other * once-and-for-

PRESENT VALUE OF TOTAL TA

all™ levies.

2After the first year and until the expiration of temporary property tax exemptions, if any.
3After the expiration of temporary property tax exemptions, if any.

TABLE 10
HYPOTHETICAL CORPORATION B

XES IN ELEVEN SOUTHEASTERN STATES

Total
Present Value
Total as an Index Rank for
States Present (North Carolina Column (2)

Value! =100)
(1) (2) (3
NORTH CAROLINA....... $1,616,420 100.0 5
Alabama. .......coveeviasnans 594,190 36.8 11
Arkansas, ........oe0000 e 921,997 57.0 10
Florida. ... +a 1,107,530 68.5 T
Georgia. ... 1,685,530 104.8 4
Kentucky. 1,087,135 67.3 8
Louisiana. .....ccoovvvinnnse 2,071,818 128.2 2
Mississippi......cooncrrenns 1,932,772 119.6 3
South Carolina. ............. 948,513 58.7 9
Tennesses. .......coosessnnns 1,605,160 99.8 6
Virginia. . .. ..ccooneracannes 2,415,876 149.5 1

NOTES; !Present value of all taxes for three periods.
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those imposed by North Carolina, while the Arkansas and South
Carolina burdens are about 57 percent and 59 percent, respec-
tively, of those imposed by North Carolina. In this case, Tennes-
see is the median state. The North Carolina present value index
is just a little higher than the median index value.

Table 11 completes the description of the impact of total taxes
in the eleven Southeastern states. It expresses, in a different
way, the same comparisons contained in Table 10.

It will be immediately apparent that there are some impor-
tant differences between the impact of taxes upon Hypothetical
Corporation A and the impact of taxes upon Hypothetical Cor-
poration B. The North Carolina tax structure clearly appears in
a much more favorable light in the Corporation B comparison
than it did in the Corporation A comparison, although it is still
true that more states had tax burdens lower than those of North
Carolina than had tax burdens higher than those of North Car-
olina. The reasons for the results displayed in Tables 9, 10, and
11, as well as the reasons for the shifts of ranks as between
Corporation A and Corporation B, are developed in Tables 12
to 16, inclusive, and in the accompanying text.

TABLE 11
HYPOTHETICAL CORPORATION B

TOTAL TAXES! IN ELEVEN SOUTHEASTERN STATES AS A PERCENT OF VARIOUS
MEASURES OF TAX BURDENS

Total Taxes
Total Taxes | Total Taxes | Total Taxes | Total Taxes | as a Percent
as a Percent | as a Percent | as a Percent | as a Percent | of Allocated
of Gross of Total of Total of Manufac- | Taxable Net
States Receipts? Payroll® Property* [turing Costs®| Profits®

(1) (2) (3) (4) (5)

0.6 39.9 1.7 4.4 11.4

0.2 15.6 0.6 1.7 4.5

0.4 22.7 0.9 2.5 6.2

0.4 27.8 1.1 3.0 _

0.7 41.6 1.7 4.6 11.9

0.4 26.8 1.1 3.0 T.T

0.9 55.7 2.3 6.1 0.1

0.9 51.0 2.1 5.6 13.8

0.4 23.7 1.0 2.6 6.4

0.6 39.6 1.6 4.4 11.6

0.9 59.56 2.5 6.6 15.9

NOTES: !Third period only.
4 2Gross receipts from sales according to the location of the customers (*‘destination”
definition) in domestic state.
3Payroll includes salaries and wages of “direct” and “indirect” labor associated with
manufacturing at domestic plant.
“Property includes book value of land, depreciable property, and year-end inventory at
domestic plant.
5H=nu(actlm:¥ costs inelude material bought for manufacture, salaries and wages, and
other manufacturing costs at domestic plant.
®Total net profit before state income tax and before federal income tax allocated to
domestic state by the application of the arithmetical average of the * property-ratio”’
(Jrelr;&zd)mventow), the “ payroll-ratio”, and the “sales-ratio” (by ‘‘point of-origin"
definition).
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Hypothetical taxes—by type

As the first step in the development of an explanation of the

pattern of interstate tax burdens imposed upon Corporation B,
Table 12 shows the individual taxes that go to make up the total
burdens in each state for each of the tax periods, together
with the percentage of each tax to the total tax for that period.
For Corporation B the roles of the property tax and the income
tax in North Carolina are just the reverse of those for Cor-
poration A. For Corporation A the property tax represented 54
percent of the total North Carolina burden, and the income tax
represented 38 percent of the total burden. For Corporation B,
however, the property tax represents only 35 percent of the
North Carolina burden, whereas the income tax represents 60
percent of the North Carolina burden.

For most of the eleven Southeastern states the ad valorem
property tax remains the most important source of state and
local tax burdens. As usual, Florida leads the field in this re-
spect, with approximately 98 percent of the total burden repre-
sented by property tax levies. Louisiana is also high on the list,
with 79 percent of its total burden in the form of property
taxes. In addition to Florida and Louisiana, Arkansas, Georgia,
Kentucky, and Mississippi also levy property taxes that are
larger than any other levy. In this respect all six of the states
repeat the pattern of Hypothetical Corporation A. Only Georgia
changes its position significantly. For Corporation A the Geor-
gia property tax represented 80 percent of the total tax, while
for Corporation B, the Georgia property tax represent only 51
percent of the total.

For all of the remaining states except Alabama the income

tax is the largest single levy. The three highest states in this
percentage comparison are Virginia, with 73 percent of the to-
tal represented by income taxes; South Carolina, with 67 per-
cent of its total represented by income taxes; and North Caro-
lina, with 60 percent of its total represented by income taxes.
Florida, of course, levies no income tax. For Corporation B as
for Corporation A, Alabama emphasizes the franchise tax.
Considering the eleven Qoutheastern states as a whole, it is
clear that there is an important shift in emphasis as between
Corporation A and Corporation B. For almost every state the
percentage of total taxes represented by the corporate net in-
come tax is higher for Corporation B than for Corporation A.
And for almost every state the percentage of total taxes rep-
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TOTAL TAXES IN ELEVEN SOUTHEASTERN STATES BY TYPE OF TAX, FOR

TABLE 12

HYPOTHETICAL CORPORATION B

THREE PERIODS
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Period One! Period Two? Period Three?
States and Type of Tax Percent of Percent of Percent of
Tax Total Tax Tax Total Tax Tax Total Tax
(1) (2) (3) (4) (5) (6)
NORTH CAROLINA*
1. Qualification........... 500 .6 i h iied | s wiere o SRS D s
- ranchise..... HE s 4,204 5.2 3 4,204 5.2 $ 4,204 5.2
3. Intangibles 112 D | 112 .1 112 3
4., Property.......c..c.cn- 27,933 34.4 27,933 34.6 27,933 34.6
5. Income........cc0nenne 48,547 59.7 48,547 60. 48,547 60.1
Total. .. ...oocvvenas $ 81,296 100.0 $ 80,796 100.0 $ 80,796 100.0
ALABAMAS
1. Qualification........ $ 5,067 16.4 |ivesseinia]vsssamnans|ois s ensfeaa v
2. Filing Fee.......... 10 i R PR R P CR RO
3. Corporation Permit. . .. 100 -3 $ 100 .1 $ 100 ]
4. Business Licenses....... 300 1.0 300 1.2 300 .9
5. Franchise......... £ 12,495 40.4 12,495 48.3 12,495 39.4
6. Property...........00n 4,251 13.7 4,251 16.4 10,072 31.8
7. Income.......c.vaus e 8,736 28.2 8,736 33.8 8,736 27.6
Total. ... .iiovisomen $ 30,959 100.0 _ |§ 25,882 100.1 $ 31,708 100.0
ARKANSAS*
1. Qualification.......... 3 197 b s cineses dsvansm s svums s lvsmeree o
2. Franchise.............. 1,208 2.6 3 1,208 2.6 3 1,208 2.6
8., Property.......covvn-e 30,364 65.6 30,364 65.9 30,364 65.9
4, IncOme...c.covevasnen 14,518 31.4 14,518 31.5 14,518 31.5
Total.......oo0nn...|$ 46,287 100.0 $ 46,000 100.0 $ 46,090 100.0
FLORIDA* i
1. Charter Fee........... $ 1,029 1.8 |iivecvcivs]|ovnenvsecafirenensanefianrcozeas I
2. Business Licenses...... 150 .3 $ 150 -3 3 150 .8
3. Franchise............. 750 1.3 750 1.4 750 1.4
4. Intangibles........... 5 .0 5 .0 5 .0
5. Property............. 54,421 96.6 54,421 98.4 54,421 98.4
Total. i s $ 56,356 100.0 $ 55,326 100.0 $ 55,326 1,00.0
GEORGIA*
1. Qualification.......... $ 10 5 S ISP R PRl ORI AL
2. Franchise............. 1,250 1.5 3 1,250 1.5 5 1,250 1.5
8. Intangibles........... 11 .0 11 .0 11 .0
4. Property............. 43,118 51.2 43.118 51.2 43,118 51.2
5. Income.......seccvuns 39,897 47.3 39,897 47.3 39,897 47.3
Total. . casumnmmsine $ 84,286 100.0 $ B4.,276 100.0 $ 84,276 100.0 |
KENTUCKY * |
1. Qualification.......... 3 35 A Nissesassilemamasmnnslssis ames conlirsscnenis
2. Intangibles........... 113 .2 3 113 .2 $ 113 .2
8. Franchise............. 5,643 10.4 5,643 10.4 5,643 10.4
4. Property.....ceoeceeu-e 27,779 51.1 27,779 51.1 27,779 51.1
5. Income.........ccnnn- 20,820 38.3 20,820 38.3 20,820 38.3
Total: ., vsniiaaaass $ 54,390 100.01 |$ 54,356 100.1 $ 54,856 100.0
LOUISIANAS
1. Capital Stock. .........|$ 912 1.0 |ivvuissiwa]ensmrmsene]ornnnnaaniliaaicinans
2. PFranchise............. 6,187 6.9 $ 6,187 7.0 $ 6,187 5.5
8. Property.....coen--- 64,7656 T2.4 64,765 72.9 89,105 79.0
4 Tneome.....cirevanann 17,534 19.6 17,886 20.1 17,530 15.6
ST ) Rt o $ 89,398 99.9 $ 88,838 | 100.0 |$ 112,822 100.0
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H TABLE 12 (continued)
: Period One! Period Two? Period Three?
States and Type of Tax Percent of Percent of Percent of
| Tax Total Tax Tax Total Tax Tax Total Tax
; (1) 2) (3 [0)) (5) (6)
? MISSISSIPPI®
| 1. Qualification........... $ 500 LT B el T | LR e L
i 2. Factory Inspection Fees. 200 .3 3 200 .3 200 >
l 3. Franchise........c....- 10,202 14.0 10,202 14.1 10,202 9.9
11 4. Property........-c--xn 23,359 82.2 23,359 32.4 54,617 52.8
i 5. Income.........ccnnvne 38,369 62.8 48,369 53.2 38,359 37.1
-' Total.....caeevnnnss $ 72,630 100.0 $ 72,130 100.0 $ 103,378 100.0
| SOUTH CAROLINAS
i 1. Qualification. .......... 3 50 if  |ssvissagss]es Lo m noptmal Toallor d, oma,
| 2, Annual Filing Fee...... 10 .0 $ 10 0 |$ 10 .0
L 3. Franchise.............. 1,129 2.5 1,129 2.5 1,129 2.4
4. Property......ccco0x-- 11,724 26.0 11,724 26.0 14,655 30.5
{ B. INCOME...--wvouneesnon 32,256 | 71.4 32,256 | 7L.5 32,256 | 67.1
! Wkl ey s 45.169 | 100.0 |5 45,119 | 100.0 s 48,050 [ 100.0
TENNESSEE*
1. Qualification........... 3 320 A ke s | s d e G Aag
2. Reporting Fee.......... 150 .2 3 150 2 $ 150 .2
8. Franchise.........«.-. 7,339 9.1 7,339 9.1 7,339 9.1
4, Property......cconvenn 31,837 39.5 31,837 39.7 31,837 39.7
B. INCOME...cooescacvanis 40,916 50.8 40,916 51.0 40,916 51.0
i Total. .. convansunsan $ 80,562 100.0 $ 80,242 100.0 $ 80,242 100.0
VIRGINIA*
1. Entrance Fee.......... $ 5,000 07 |ssssnsin]rciganslesas el v oo
2.  Annual Registration Fee 25 .0 3 25 0 3 25 .0
8. Property....c-ovuveves 11,146 8.9 11,146 9.2 11,146 9.2
4. Capital Not Otherwise
Taxed......ccneevees 21,460 17.1 21,460 17.8 21,460 17.8
5. Income..........ovuvnn 87,909 70.0 87,913 72.9 87.913 72.9
Total. ... .cccavvnncs $ 125,540 100.0 $ 120,544 99.9 $ 120,544 99.9
I 1

NOTES: !First year of location in domestic state. Taxes include “once-and-for-all” Qualification
levies.
2Period after first year of location in d tic state. Includes temporary property tax
exemption, if any.
3Period after exPimLion of temporary property tax exemption.
4“Constant-tax " state.
5 *Variable-tax'’ state.

resented by the ad valorem property tax is lower for Corpora-
tion B than for Corporation A. In some states this shift is ex-
tremely important, as, for example, in Virginia, where the in-
come tax representation shifts from 47 percent for Corporation
A to 73 percent for Corporation B while the property tax rep-
resentation shifts from 53 percent for Corporation A to 28 per-
cent for Corporation B. In some other states the shift is of little
importance.

In those cases in which the shift in emphasis from the prop-
erty tax to the income tax is very large, the explanation for the
shift must be advanced, in large part, in terms of the effects
of the allocation formulae and the assessment ratios. But in
every case part of the explanation lies in the fact that Corpora-
tion B is a somewhat different enterprise than Corporation A,
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For Corporation A the ratio of gross sales to net property is
350.524 percent. For Corporation B the same ratio is 504.663
percent. For Corporation A the ratio of gross sales to total
assets is 80.621 percent. For Corporation B the same ratio is
141.911 percent. For Corporation A the ratio of net income to
total assets is 7.133 percent. For Corporation B the same ratio is
10.033 percent. All of these comparative ratios indicate that
Corporation A is characterized by relatively heavy concentra-
tions of property, while Corporation B is characterized by rela-
tively high earnings. For B the income tax base tends to be ex-
panded at the expense of the property tax base.

In any event, the responsibility for interstate differences in
total tax burdens must still be explained largely in terms of the
effects of the income tax and the property tax.

(a) Income taxes

Table 13 provides the necessary data for an interpretation of
the effects of the corporate net income taxes of ten Southeastern
states upon Hypothetical Corporation B. In Table 13, North
Carolina’s position in this comparison can be seen at a glance.
North Carolina imposes the second highest income tax burden
on Corporation B, in spite of the fact that the North Carolina
allocation ratio is exceeded by the allocation ratios of four other
states. North Carolina’s income tax is, with the exception of the
graduated rate structure of Kentucky, the highest of the ten
states imposing net income taxes.

The position of Virginia in the income tax tabulation is par-
ticularly striking. The income tax burden in Virginia is almost
80 per cent higher than the income tax burden in North Caro-
lina, in spite of the fact that the Virginia income tax rate is
only five percent as compared with the North Carolina rate of
6 per cent. The Virginia income tax is 10 times larger than the
income tax imposed by Alabama. Although the North Carolina
tax stands well above its nearest rival (Tennessee), the Vir-
ginia levy is truly formidable.

A comparison of North Carolina and Virginia in the deriva-
tion of their respective income tax bases for Corporation B pro-
duces a clear answer to the question of why Virginia’s income
tax on Corporation B is so much higher than North Carolina’s.
The total gross income for Corporation B is identical for each
state—$302,204,642. The total deductions are almost the same

in each state. The Virginia deductions are, in fact, a little higher
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than the North Carolina deductions, simply because the deducti-
ble taxes paid in Virginia are somewhat higher than those paid
in North Carolina. In North Carolina the net income figure is
$129,774,242. In Virginia the net income figure is $129,773,860.
From the North Carolina figure is deducted non-unitary income
of $8,758,194, to give a figure for unitary net income of
$121,016,048. No such deduction is permitted in the Virginia
calculation, in view of the fact that the allocation formula con-
tains a gross income factor:3® The North Carolina total net in-
come is thus a little smaller than the Virginia total net income.
The large differences arise, however, in the determination of
that portion of total net income considered to be taxable in each
state. North Carolina, on the basis of its property-manufactur-
ing cost formula, assumes that .66860 percent of the total net
income of Corporation B is taxable in North Carolina. Virginia
assumes that 1.35486 percent of the total net income is taxable
in Virginia. For Corporation A Virginia’s allocation formula
was the most demanding of any of the allocation formulae of the
Southeastern states. For Corporation B the same thing is true
to an even greater extent.

In the Virginia allocation formula the gross receipts element
operates with particular severity in the case of Corporation B.
Corporation B sells 1.2039 percent of its total product to custo-
mers in Virginia. This is the largest of the individual “sales
factors” for this corporation, and it is part of the Virginia
formula. But the Virginia formula adds to these sales all of the
sales made from the produects manufactured at the Virginia
plant (except for those already accounted for as sales within
Virginia), wherever the customers are located or wherever the

sales are consummated.®

It might be thought that North Carolina’s allocation ratio
would be larger than the allocation ratios of those states mak-
ing use of the three-factor formula of property, payroll (or
manufacturing costs), and sales. Tennessee, however, makes
use of such a three-factor formula, yet its allocation ratio is
higher than that of North Carolina. The Tennessee ratio is com-
posed of the following three factors:

85. This treatment seems to be justified by the language of Virginia's “Instructions for

Preparing Form 400, Corporation Income Tax Return for 1955”, item 34, *. . . the

tax impiI)SE:l aha‘l.!ldelzie on such proportion of the entire net income of such eorporation
. « « o Italics a .

86. Once again, it must be pointed out that
that the use of the allocation formula in these examples may

Virginia income tax payment.

Virginia law permits separate accounting, so
somewhat overstate the
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1. Tangible property (year-end inventory).. 1.1744 percent

2. Manufacturing Costs .2344 percent

3. Gross sales (“destination” definition) .... 1.2039 percent
The arithmetical average of these three factors is .8709 per-
cent. The North Carolina formula, on the other hand, is com-
posed of the following two factors:

1. Tangible Property (average inventory)....1.1028 percent

2. Manufacturing Costs.................... .2344 percent
The arithmetical average of these two factors is .6686 percent.
In other words, in this case the addition of the sales factor ac-
tually serves to.increase the allocation ratio. This feature of
Hypothetical Corporation B is extremely important in interpret-
ing the variation of tax burdens between the states and partic-
ularly in interpreting North Carolina’s position in the rankings.

Hypothetical Corporation B is a very large, nation-wide en-
terprise. If it is assumed that only one of its many plants is to
be located in North Carolina (and the other states of the com-
parison), it may very well be that the particular sales ratio
exceeds a particular manufacturing cost ratio or a particular
property ratio. It may also be that this would be considered suf-
ficient evidence in North Carolina to justify the assumption that
the principal business of Hypothetical Corporation B in the
domestic state is selling rather than manufacturing. There is
apparently no clear formula in the North Carolina practice for
the determination of the principal business of the taxpayer, but
it must be assumed that Hypothetical Corporation B is a mar-
ginal case. If it were classified as a selling corporation, the
allocation formula would consist of the arithmetical average of
property (1.1028 percent) and sales by the “point-of-origin”
definition (.4823 percent). The arithmetical average of these
ratios would be .79255 percent, or considerably higher than
that which resulted from the assumption that the corporation’s
principal business in North Carolina is manufacturing. If this
higher ratio were, in fact, the proper ratio, the North Carolina
income tax for the third period would be $57,547 instead of the
$48,5647 shown in Table 13. The total tax for North Carolina
would be $89,796. North Carolina’s position in the interstate
ranking would be changed from fifth to fourth, while Georgia’s
would be changed from fourth to fifth.

As shown in Table 13, North Carolina has the fifth highest
allocation ratio. In every case, the higher ratios in Georgia,
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Louisiana, Tennessee, and Virginia are explained by the fact
that these states include a sales factor of some sort in their allo-
cation formulae.

(b) Property taxes

The property tax comparison is shown in Table 14. North
Carolina’s position in seventh place in the third-period property
tax rankings is accounted for primarily by the fact that the tax
rate imposed upon Corporation B is the lowest of any in the
eleven Southeastern states. This low rate is partially offset by
a relatively high assessed valuation (the third highest in the
third period).

The temporary property tax exemptions permitted by Ala-
pama, Louisiana, Mississippi, and South Carolina are, once
again, of considerable importance, in terms of the total dollar
savings which each involves. In Alabama, the exemption pro-
vides a net annual saving of $5,821 for a ten-year period. The
present value of the annuity formed by these savings, if a five
percent rate of interest is assumed, amounts to $44,948. The
Louisiana law provides an exemption that amounts to a net
saving of $23,984 per year for a ten-year period, for a present
value of $185,198. The five-year property exemption in Mis-
sissippi amounts to a net annual saving of $31,248. The present
value of the Mississippi saving is $135,287. The smaller exemp-
tion in South Carolina amounts to only $2,931 in net annual
savings. Over a period of five years the South Carolina exemp-
tion has a present value of $12,690. Aside from (or perhaps
because of) the exemptions, Louisiana and Mississippi are high
property tax states, standing first and second, respectively, in
the rankings. For Corporation B South Carolina and Alabama
are low property tax states, primarily because of the liberal
permanent exemptions provided by each.

It is clear that the picture of property taxation for Hypothet-
ical Corporation B does support the theory that low North Car-
olina property taxes tend to compensate for high North Caro-
lina income taxes. Of the four states with higher total taxes than
North Carolina (on the present value index of Table 10), three
of them impose lower income taxes on Corporation B than does
North Carolina. The same three states, however, impose much
higher property taxes on Corporation B than does North Car-
olina. Only in the case of Virginia does the theory fail to re-

ceive support. Virginia’s property tax levy is a good deal lower




TABLE 14
HYPOTHETICAL CORPORATION B
AD VALOREM PROPERTY TAX DATA! FOR ELEVEN SOUTHEASTERN STATES

State

Rank for Assessed
Coll.l(m}n (1)| Valuation?

Rank for
Column (8)
(4)

Aggregate

Tax Rate?

(In Mills)
(6)

Rank for
Column (5)
(6)

State
Tax Rate
(In Mills)

m

Temporary
Exemption
(8)

Ratio of
Assessed

Value to
Book Value
(In Percent)

(9)

Rank for
Column (9)
(10)

Book Value
of Taxable
Property
(11)

NORTH CAROLINA..
lab

Misslasippl. .. ...
South Carolina
Tennessee......... .
Virginia...... T

$1,470,140
479,62
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None
6.50
None

None
10 Years
None
None
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None
10 Years
5 Years
5 Years
None
None
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$4,892,865
2,288,921
4,997,866
4,525,929
4,892,866
4,892,86568
4,626,892
4,892,865
2,180,865
4,680,829
2,136,467

NOTES: !For third period only.
2Excludes intangible personal property if intangibles tax separately levied.
3Ineludes tax rate for state (if any), county, school district (if any), and other special districts (if any).

Asseased valuation for county =$994,5692
tal state and loeal tax divided by state-levy assessed valuation) multiplied by 1000,
6Rate applies to all property but land and improvements, and intangible personal property. State tax on land and improvements=.50 mills.
State tax on cash on hand=2.50 mills. State tax on bank balances=1.00 mill.
7(Total state-levy assessed valuation divided by total book value) multiplied by 100.

4For state levy only.
SEffective rate. ('I?:':

8Subject to taxation

by state.
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TABLE 15
HYPOTHETICAL CORPORATION B

FRANCHISE TAX DATA! FOR ELEVEN SOUTHEASTERN STATES

Allocation
Base Before 0

Allocation
(8)

Rank for

State Colu{n{a (1)

Rank for

Ratl
(In Percent) Column (4)
(4) (6)

Tennessee
Virginia?. .

$429,176, 002

169,462,000
169,462,000
4291175,000

1For third period only.

3Franchise tax on domestic corporations only.

JAe ital employed in Alabama=—ng allocation by formula.
48cheduled [rom $10 for base not over 10,000; to gl.ooo {or base over ;2.000.000.
sScheduled from $10 for base not over 10,000; to 5,000 for base over 22,000,000,
tAlternative ' property " pase used.
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Base After
Alloeation
(8)

Rank for
Column (8)
(7

Tax Rate
(In Percent)
(8)

$2,869;464
4,097,866
1,097,736
1,872,722
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than that of North Carolina, but the Virginia income tax is
much higher. These results are, of course, the opposite of those
found for Hypothetical Corporation A.

(¢) F'ranchise tax

Table 15 shows the origins of the interstate variation in fran-
chise taxes imposed upon Hypothetical Corporation B. As was
the case for Corporation A, Alabama levies the highest fran-
chise tax of any of the eleven Southeastern states, even though
it does not make use of the largest franchise tax base. The
highest base belongs to Kentucky, largely because the Kentucky
tax assumes the value of the franchise to be defined by the mar-
ket value of the capital stock of the corporation.

The only feature of Table 15 that is different from Table 7
(the franchise tax table for Corporation A) is the calculation
of the Tennessee franchise tax payment. The Tennessee law
provides that “. . . the measure of the tax hereby imposed shall
in no case be less than the value of the real and tangible per-
sonal property owned or used by such corporation in the
state . . .37 If the Tennessee allocation formula had been ap-
plied to the net worth of Corporation B, the base of the tax
would have been $3,023,109. The alternative property base is
$4,892,865. The requirement that the larger of the two be
selected as the base of the franchise tax means, for Corporation
B, the abandonment of the allocation method and the applica-
tion of the rate of $.15 per $100 to the property base.’8

(d) Miscellaneous levies

It is not unusual for states to place maximum limits on many
of the miscellaneous taxes which they levy. This is especially
true of such items as business licenses, qualification taxes, and
fees of various kinds. Table 16 shows a number of these miscel-
laneous levies for Hypothetical Corporation B. The fact that
many of the tax payments are exactly the same as those for
Hypothetical Corporation A is the result, mainly of the effects
of statutory maximum provisions. Of the eleven states imposing
qualification taxes, for example, six states levy the same tax on

37. Section 1248.22, Code of Tennessee.

88. Others of the eleven Southeastern states provide for alternative methods of determining
the tax base for franchise tax purposes. Most of these specify that the base shall in no
case be less than the assessed valuation of the taxpayer's property in the state in ques-
tion. In all eases for Corporation B, however, the assessed valuation is considerably
less than the franchise tax base as determined by the use of the appropriate allocation
formula. Section 105-122 of the North Carolina General Statutes provides, in subsection
(4), for a third eventuality. It is held that the base shall not be *. . . less than its
total actual investment in tangible property in this State. . , .”” In this case, too, the
allocated base is greater than the book walue of tangible property after the deduction of
mortgages.
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Corporation B as on ‘Corporation A. These are North Carolina,
Georgia, Kentucky, Mississippi, South Carolina, and Tennessee.
The same thing is true of the business licenses paid to Alabama
and Florida as well as to all of the filing fees and factory inspec-
tion fees. The fact that the total taxes for Corporation B are
higher than the total taxes for Corporation A makes these
“constant” levies less important, percentagewise, for B than

for A.

Conclusions for Hypothetical Corporation B

The results for Hypothetical Corporation B are different from
the results for Hypothetical Corporation A for two reasons. In
the first place, Hypothetical Corporation B has different corpo-
rate characteristics than does Hypothetical Corporation A. In
the second place, Hypothetical Corporation B is placed in differ-
ent locations in the eleven Southeastern states than is Hypothet-
ical Corporation A.

The most important difference between Corporation A and
Corporation B, aside from the difference in the sizes of the two
enterprises, is the higher ratio of earnings to investment for
Corporation B than for Corporation A. This difference shows
up in many of the results, but is of primary importance in the
caleulation of income tax allocation ratios. Since North Caro-
lina’s allocation formula (for manufacturing enterprises) does
not include a sales factor, and since domestic sales were very
small for Corporation A (by any of the definitions), North Car-

TABLE 16
HYPOTHETICAL CORPORATION B
MISCELLANEOUS TAXES FOR ELEVEN SOUTHEASTERN STATES

Qualification | Ranl for Intangibles Filing Other
State Taxes! Column (1) Taxes Fees Taxes
(1) (2) (3) (4) (5)
NORTH CAROLINA...... $ 500 5 $ 112 i e
Alabama......ccocacesenns 5,087 1 A $ 10t $ 4002
Arkansas. ......cc0cennnans 197 8
Florida....ccoovessncnnsna 1,029 3 5 1502
Georgia. 10 11 11
Kentucky..........- 35 10 113 K Sae
Louisiana........ 912 4 Sibin s
Mississippi....... 500 5 aus 2004
South Carolina. . . 50 8 10 —
TONNeSSee. . . occonevresssns 320 1 150 e
Virgloda. . ..coiiuammeananan 5,000 ] 25 21,4605

NOTES: 1First period only
2Corporation permit=3$100
Business licenses=3$300
3Business licenses
4Factory inspection fee
5Capital not otherwise taxed
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olina was placed at a severe disadvantage in the comparisons.
For Corporation B, however, the absence of a sales factor
operated to North Carolina’s advantage. Corporation B sells
products from its many plants in North Carolina but, under
the assumptions of the case, produces only one product in North
Carolina. Thus, the sales factor tends to be relatively large and,
in many cases at least, exerts an upward pull to the other fac-
tors in the allocation formula.

As pointed out above, however, this apparent advantage of
North Carolina must be interpreted with caution. At same point,
presumably, the sales activity of a corporation in North Caro-
lina exceeds the manufacturing activity of the corporation to
such an extent that there must be a switch from the “manufac-
turer’s” formula to the “seller’s” formula. Whether this point
is reached in the case of Corporation B is not known. In any
event, the use of the “point-of-origin” definition in the North
Carolina law would provide a considerably lighter burden than
would the use of the “destination” definition.

The relevance of the separate accounting provisions to the in-
terstate comparison of tax burdens for Corporation B must also
be reiterated. All other states of the Southeast, with the single
exception of Tennessee, permit the use of separate accounting
techniques in the determination of the tax base for income tax
purposes. North Carolina, by the provisions of Section 105-134
of the General Statutes, permits the use of separate accounting
only for purposes of granting relief and only upon a successful
persuasion of the North Carolina Tax Review Board. If it were
possible for Hypothetical Corporation B to maintain its rec-
ords in such a way as to satisfy the tax administrators of the
other Southeastern states of the “accuracy” of the allocation,
the allocation formula utilized in the present calculations would
not apply. In every case the income tax burdens would be less
(in some cases, substantially less) than those included in the
present calculations.

The importance of the specific location of the manufacturing
plant and the relationship between this location and the prop-
erty tax liability of the corporation are brought into sharp
focus by the comparison of the results of the Corporation A and
Corporation B analyses. Although North Carolina still finds it
difficult to compete, in property tax levies, with states granting
liberal permanent exemptions (notably, Alabama and South
Carolina), and although North Carolina still finds it difficult to
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compete, in total taxes levied, with states granting an income
tax deduction for federal income taxes and with states making
use of extremely low income tax rates, the low North Carolina
property tax for Corporation B does go a long way towards
making North Carolina’s position more palatable than that

shown for Corporation A.

HYPOTHETICAL CORPORATION C

The corporation and its plants

Hypothetical Corporation C is an enterprise engaged in the
manufacture and sale of electronic products for use in home
and industry. The total assets of the corporation amount to
$15,000,000 with $4,399,875 represented by inventories, and
with fixed assets (net of depreciation) amounting to $5,124,375.
The gross sales of the corporation amount to $25,129,829, with
cost of sales of $17,231,151. The net profit before all taxes is
$2,185,917.

The corporation’s selling operations are arranged around the

following :

(1) a sales department at the main plant and executive of-
fices in the foreign state;

(2) a sales manager attached to the manufacturing plant
in the domestic state and similar sales managers at-
tached to other manufacturing plants in other foreign
states;

(3) sales offices in a middle western state and a far western
state for regional sales;

(4) manufacturer’s agents operating in various geographi-
cal areas of the United States.

The distinction between the sales jurisdiction of the manufac-
turer’s agents and that of the company’s staff is almost entire-
ly geographical. All of the Southeastern states are served by an
agent working from an office maintained just outside the geo-
graphical confines of the eleven Southeastern states. The prod-
ucts of Hypothetical Corporation C are sold primarily to manu-
facturers of electrical and electronic equipment and to local
jobbers of replacement parts. Orders are received by the sev-
eral plants and shipments are made from inventories held at
the plants (or from goods made to specifications). Shipments
are made directly to customers. Approximately 20 percent of
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the goods produced in the domestic state are shipped to ware
houses owned by Corporation C at its home plant and in ths
middlewest.

It is assumed that just prior to the beginning of the 195!
tax year Corporation C began manufacturing operations in :
newly-constructed plant, alternatively located in each of thi
eleven Southeastern states, specializing in the manufacture of :
small number of the company’s many products. The compan
operates two plants in foreign states and one plant in the domes
tic state.

Approximately 16.6 percent of the company’s total property
is located at the domestic plant. The land and improvements a’
one of the foreign plants are leased rather than owned by Hypo.
thetical Corporation C. The inventory ratio is slightly lowe
than the total property ratio. Inventories at the domestic plant
represent approximately 13 percent of total inventories. Cor-
poration C is similar to Corporations A and B in that it is able
to take full advantage of lower wage rates and an abundance
of unskilled and semi-skilled labor in the domestic state. The
payroll ratio for Corporation C is thus well below the severa
property ratios. Domestic payrolls account for only approxi.
mately 8.5 percent of total payrolls. Manufacturing costs at the
domestic plant are 11.3 percent of total manufacturing costs
Sales in the domestic state are very small. The company main-
tains no sales office in the eleven Southeastern states, so thaf
the measure of sales according to the “point-of-origin” defini-
tion is zero. Sales measured by the “destination” definition are
also small, consisting almost entirely of sales to jobbers of re-
placement parts. Approximately .07 percent of Corporation
C’s total sales are allocable to the domestic state by the “desti-
nation” definition. Sales defined according to the “point-of-
manufacture” definition are, naturally, somewhat larger, re-
flecting the manufacturing activity in the domestic state. Ap-
proximately 11.3 per cent of total sales are allocable to the do-
mestic state by this “point-of-manufacture” definition.

The specific locations selected for the new plant of Hypothet-
ical Corporation C in the eleven Southeastern states are as fol-
lows:

North Carolina: Avery County, 2 to 10 miles south of New-
land, in the general vicinity of U. S. High-
way 194;
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Alabama: Marengo County, 2 to 10 miles south of
Demopolis, in the general vicinity of U. S.
Highway 43;

Arkansas: Faulkner County, 2 to 10 miles south of
Conway, in the general vicinity of U. S.
Highway 65;

Florida: Columbia County, 2 to 10 miles northwest
of Lake City, in the general vicinity of
U. S. Highway 90;

Georgia: Gilmer County, 2 to 10 miles south of Elli-
jay, in the general vicinity of State High-
way b;

Kentucky: Montgomery County, 2 to 10 miles north-

west of Mount Sterling, in the general
vicinity of U. S. Highway 460;

Louisiana: Lincoln County, 2 to 10 miles south of
Ruston, in the general vicinity of U. S.
Highway 167;

Mississippi: Carroll County, 2 to 10 miles east of Green-
wood, in the general vicinity of U. S. High-
way 82;

SQouth Carolina: Florence County, 2 to 10 miles north of
Lake City, in the general vicinity of U. S.
Highway 52;

Tennessee : Wilson County, 2 to 10 miles west of Leb-
anon, in the general vicinity of U. S. High-
way 70 North;

Virginia: Appomattox County, 2 to 10 miles west of
Appomattox, in the general vicinity of
U. S. Highway 460.

None of the locations is inside the boundaries of these or other
incorporated municipalities.

Hypothetical taxes—total

Table 17 shows the total taxes paid by Hypothetical Corpo-
ration C in each of the eleven Southeastern states for three pe-
riods, under the assumptions which define the hypothetical cor-
poration approach. Table 17 shows, as in the earlier examples,
the total taxes paid by the corporation in the three periods of
the analysis. In the third period North Carolina’s total tax bur-
den is exceeded by the tax burdens of Virginia and Mississippi.
It should be noted, however, that in the first and second periods .
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the Mississippi tax is very low. For the third period, after the
expiration of all temporary property tax exemptions, there is
obviously little to choose between the three high-tax states, Vir-
ginia, Mississippi, and North Carolina. The interstate variation
for Hypothetical Corporation C is hardly as great as that for
Hypothetical Corporations A or B. The state with the lowest
third-period tax bill is Florida, with a total burden approxi-
mately half that imposed by North Carolina. Alabama is in ap-
proximately the same position as Florida in this third period.

TABLE 17
HYPOTHETICAL CORPORATION C
TOTAL TAXES IN ELEVEN SOUTHEASTERN STATES FOR THREE PERIODS

First Period! Second Period? Third Period3

States Total Rank for Total Rank for Total Rank for

Taxes |Column (1) T?;:as Colu&z}n (3) Tzlxa Colurém (5)
) 5)

$25,117
9,20

3
10

[
[

" -

oo oh | 8B
o

RO -WOdm

Mississippi
South Carolina.
Tennessee. .
Virginia. . ..

DS =3 0 b=t s 00 O i 0O

NOTES: 1Finﬁ y;asr in domestic state. Taxes inelude qualification taxes and other “once-and-for-
all” levies.
2After the first year and until the expiration of temporary property tax exemptions, if any.
3After the expiration of temporary property tax exemptions, if any.
TABLE 18
HYPOTHETICAL CORPORATION C

PRESENT VALUE OF TOTAL TAXES IN ELEVEN SOUTHEASTERN STATES

Total
Present Value
as an Index
States (North Carolina

=100)

~omoouobbao
(T T EET- =S

NOTES: !Present value of all taxes for three periods.
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The annual taxes shown in Table 17 are collected and ex-
pressed as a series of present value figures in Table 18. The
ranking of Mississippi in this table is particularly interesting.
With an index of 94.982, Mississippi is the third ranking state,
with total tax burdens almost the same as those of North Caro-
lina. In Table 17, however, Mississippi exhibits the highest third
period taxes. This shift of position from first to third is due
entirely to the temporary property tax exemption granted by
the Mississippi law. Even though Hypothetical Corporation C
could expect to pay the State of Mississippi $26,962 in total
taxes every year in perpetuity, the schedule of such payments
does not begin until five years after the location in the new
state. During the five-year period (and after the first year),
Hypothetical Corporation C would pay annual taxes to Missis-
sippi of only $12,610. This advantage in the early years is
enough to place Mississippi below North Carolina and Virginia,
both “non-exemption” states, in the long-run present value
measure. At the other end of the scale approximately the same
thing is true for Alabama and Florida. Florida enjoys the ad-
vantage for the third-period comparison (Table 17), but the
temporary exemptions granted by Alabama for the first ten
years of the plant’s location serve to place Alabama in the low
position in terms of the present value index.

With the Virginia index only 4 percent above the North Car-
olina index, North Carolina might reasonably be assumed to
stand in first or second position for Hypothetical Corporation
C. The margin of error associated with the estimation of prop-
erty tax burdens could certainly account for the difference be-
tween these two states. The same would be true for Mississippi,
so that all three states can, for these purposes, be considered
in joint occupancy of first place. From the Mississippi index
number there is a sharp break to the next level, occupied by
Georgia, Tennessee, South Carolina, and Louisiana. None of
these states can, however, be counted as serious competitors for
the dubious honor of the number one position in the rankings.
Arkansas stands on a step by itself in this comparison, with a
total tax burden about two-thirds as large as that of North Car-
olina. The lowest step is occupied, not unexpectedly, by Alabama,
Florida, and Kentucky. For Hypothetical Corporation C the
median state is South Carolina, with a total tax burden about
80 percent as large as that of North Carolina. The high tax
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TABLE 19
HYPOTHETICAL CORPORATION C

TOTAL TAXES! IN ELEVEN SOUTHEASTERN STATES AS A PERCENT OF VARIOU
MEASURES OF TAX BURDENS

Total Taxes

Total Taxes | Total Taxes | Total Taxes Total Taxes |asa Percen:

as & Percent | as a Percent | as a Percent | as a Percent | of Allocatec

of Gross of Total of Total of Manufac- | Taxable Ne

States Receipts? Payroll2 Property4 |turing Costss Profitse

(1) 2) 3) (4) (5)
NORTH CAROLINA. ..... 153.3 2.1 1.6 1.2 18.1
Alsbama... ... .. . ' 70.4 1.0 0.7 0.6 8.3
Arkansas 104.2 1.5 1.1 0.8 12.3
Florida. 67.3 0.9 0.7 0.5 _—
eorgia 128.9 1.8 1.3 1.0 15.2
Kentucky 84.9 1.2 0.9 0.7 10.2
Louisiana 134.2 1.9 1.4 1.1 15.9
Mississippi 164.6 2.8 1.7 1.8 19.56
South Carolina 124.7 1.7 1.3 1.0 14.6
Tennessee 122.4 1.7 1.8 1.0 15.4
Virginia 159.5 2.2 1.6 1.3 18.4

NOTES: !Third Period only. .
Gross receipts from sales according to the location of the customers (“destination”
definition) in domestic state. : :
3Payroll includes salaries and wages of “direct” and “indirect” labor associated with
manufacturing at domestic plant.
Property includes book value of land; depreciable property,
domestic plant. 3
SManufacturing costs include material Imulﬁt for manufacture, salaries and wages, and
other manufacturing costs at domestie plant.
®Total net profit before state { tax and before federal i tax allocated to
domestic state by the application of the arithmetical average of the * property-ratio”

(year-end inventory), the “payroll-ratio™, and the ““sales-ratio” (hy * point of-origin*
definition).

and year-end inventory at

position of North Carolina, established for Hypothetical Cor-
poration A, is emphatically confirmed for Hypothetical Cor-
poration C.

Table 19 shows the total taxes imposed by each state as a per-
cent of five figures that are often used to measure tax burdens.
Since the measures are perfectly comparable (with the excep-
tion of the net profit measure), the rankings implied by Table

19 are identical with those shown for the third period in
Table 17.

Hypothetical tazes—by type

The breakdown of total taxes shown in Table 20 is especially
important as an aid to understanding the position of North
Carolina in the rankings. With respect to the relative impoy-
tance of property tazes and income taxzes, North Carolina’s
status for Corporation C is exactly the reverse of that shown,
for Corporation A. For Corporation A the property tax repre-
total tax, and the income tax repre-
sented 38 percent. For Corporation C the property tax repre-
sents 38 percent of the total tax, and the income tax represents
54 percent of the total tax, This Corporation C pattern is, fur-
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thermore, unique among the eleven states. No other state of the
Qoutheast levies income tax burdens that are, in this propor-
tional sense, as high as those of North Carolina. Arkansas comes
closest, with a 52 percent representation for the income tax and
a 45 percent representation for the property tax. And in only
one additional state (Kentucky) does the income tax imposed
upon Corporation C exceed the property tax imposed upon Cor-
poration C. Louisiana, for example, collects 83 percent of its
total tax from Corporation C in the form of property taxes (in
the third period). Georgia collects 78 percent in the form of
property taxes. Mississippi collects 74 percent in the form of
property taxes. Florida, of course, collects 94 percent of its total
tax from Corporation C in the form of property taxes.

On the surface, this distribution of tax burdens between in-
come and property taxes for the eleven (or, omitting Florida,
ten) Southeastern states appears to provide excellent support
for the theory that North Carolina levies low property taxes to
offset its high income taxes. But North Carolina’s position close
to the top of the rankings in terms of total tax burdens clearly
indicates that the offset is not great enough. Furthermore, as
will be shown in detail presently, the fact that North Carolina’s
property taxes account for a relatively small percentage of the
North Carolina total tax is not an indication that the North
Carolina property tax is an insignificant levy as compared with
the property tax levies of other states. In any event, it is clear
that the reasons for North Carolina’s high total tax levies upon
Hypothetical Corporation C must be somewhat different from
the reasons for the high levies upon Hypothetical Corporation A.

(a) Income taxes

The corporate income tax imposed by North Carolina is by
far the highest of any imposed upon Hypothetical Corporation
C by the ten Southeastern states. The second highest income
tax levy belongs to Virginia, but this is only about 80 percent
as severe as the North Carolina tax. Six out of the ten states
levy income taxes that are less than half those levied by North
Carolina upon Corporation C. Two states (Louisiana and Ala-
bama) extract less than 25 percent as much as North Carolina
by means of this tax. '




THE IMPACT OF STATE AND LOCAL TAXES IN

TABLE 20
HYPOTHETICAL CGRPORATION C

TOTAL TAXES IN ELEVEN SOUTHEASTERN STATES BY TYPE OF TAX, FOR
THREE PERIODS

Period One! Period Two? Period Three3

Stat d Type of Tax Percent of Percent of Percent of
ceZ el Tax Total Tax Tax o Tax Total Tax

(1) (2)

NORTH CAROLINA*
1. Qualifieation 500
. Franchise.............. 2,035
Intangibles 11
9,554

TNEOME. .. oo siiinisnnss] 18,518

=203

o | wuss

;S
(3]

g

A 0 | I g 25,613

ALABAMAS

1. Qualification
Filing Fee R
Corporation Permit.. ...
Business Licenses.......
Franchise. .. i
Property y
INCOMe. ..covvnernnans

Total.viv oo dwmimmnines

AREANSAS*

1. Qualification. . o
2. Franchise..........

3. Property............
4. Income..............

d 1) RS A A 17,068

FLORIDA+4

1. Charter Fee............ .
2. Business Licenses 150
::. ;‘mnchihsf....,.......__
. Intangibles............
5. Property.....c.c-uoun 4 10,382

GEORGIA*

1. Qualification
Franchise
Intangibles
Properte. . ooamconmans
Income................

2
4.
5.

Bl

o

S| W

g

LOUISIANAS

1. Capital Stock..........
2,

3.

4.

8| N2en
U- -1 -]

21,994
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TABLE 20 (continued)

Period One! Period Two? Period Three?
States and Type of Tax Percent of Percent of Percent of
Tax Total Tax Tax Total Tax Tax Total Tax
(L) (2) (3) (4) (5) (6)
: MISSISSIPPIS
1. Qualification........... $ 500 8.8 |iivoevecivefiiiinenein]iiiiiiiiiliciniiaies
2. Factory Inspection Fee. . 200 1.5 $ 200 1.6 $ 200 7
i 8, Franchi 928 7.1 928 T.4 928 3.4
| 4, Property 5,468 41.7 5,468 43.4 19,877 78.7
I 5. Income 6,012 45.9 6,014 47.7 5,967 22.1
[ Total, . vvennennnans $ 13,108 | 100.0 |$ 12,610 | 100.1 |$ 26,962 | 99.9
SOUTH CAROLINAS
1. Qualification........... $ 50 L T T e e L
2. Annual Filing Fee...... 10 .1 $ 10 .1 $ 10 0
3. Franchise.............. 580 3.1 580 3.1 580 2.8
4. Property.............. 7,927 42.9 7,927 43.0 9,951 48.7
5 Income.........coc00n- 9,902 53.6 9,903 53.8 9,891 48.4
Total. ...ooaevenvuns $ 18,469 100.0 $ 18,420 100.0 $ 20,432 99.9
TENNESSEE+*
1. Qualifieation........... $ 320 1.8  |isaisimsaa]emiimividiles savaiads v crmaanns
2. Reporting Fee.......... 82 .4 3 82 .4 $ 82 4
8. Franchise.............- 2,391 11.7 2,391 11.9 2,391 11.9
! 4., Property.........oeens 12,163 59.7 12,163 60.7 12,1863 60.7 B
¢ 5. Income.......oocvevnnn 5,409 26.6 5,411 27.0 5,411 27.0
¥ Total. ....ceccovanns $ 20,365 100.0 $ 20,047 100.0 $ 20,047 100.0
VIRGINIAY
1. Entrance Fee.......... 3 1,000 L e Py e e Lo P e Tt LT L
2, Annual Registration Fee 25 .1 ] 25 .1 $ 25 .1
1 3. roperty. ... ..cc00an-n 10,662 89.3 10,662 40.8 10,662 40.8
b 4. Capital Not Otherwise
i axed.......cc0000e- 4,648 17.1 4,648 17.8 4,648 17.8
E 5. Income...........oenne 10,791 39.8 10,797 41.8 10,797 41.3
i Tothl, ). .ersemionsis $ 27,126 100.0 $ 26,132 100.0 $ 26,132 100.0
I

NOTES: !First year of location in domestic state. Taxes include “once-and-for-all"" Qualification

evies.

2Period after firat year of location in d tic state. Includes temporary property tax
e)_'.emption, if any.

1Period after expiration of temporary property tax exemption.

4 Constant-tax”™ state

5““Variable-tax ™ state

Table 21 presents a detailed analysis of the income taxes
levied by the ten income-tax states of the Southeast. The rea-
sons for North Carolina’s pre-eminence in this field are quite
clear. The first reason is that North Carolina has designed an
| allocation formula for multi-state corporations of the type rep-
resented by Corporation C that assigns more of the total cor-
porate income to the domestic state than does the allocation
formula of any other Southeastern state. The second reason is
that North Carolina makes use of the highest income tax rate
of any state of the Southeast, with the single exception of Ken-
tucky, whose graduated rate structure produces an effective in-
come tax rate of approximately 6.5 percent. The third reason
may be applied only to the comparison of North Carolina with
Alabama, Kentucky, and Louisiana. In each of these cases the

S




TABLE 21
HYPOTHETICAL CORPORATION C
INCOME TAX DATA! FOR ELEVEN SOUTHEASTERN STATES

State

Tax
(1)

Rank for
Column (1)

(2)

Allocation
Ratio (In
Percent)

Rank for
Column (3)

(4)

Allocated
Net Income

(5)

Rank for
Column (5)

(6)

Tax Rate
(In Percent)

Federal
Income Tax
Deduection
Allowed
(8)

NORTH CAROLINA

Virginia

$13,517

-1

W-atamomoe

O b

WA O 00 ©

$225,285
107,643
187,214

109,091
102,996

69,898
108,468
187,814
144,288
215,942

e 00

Homw-now,

NOTES: !For third period only
2No income tax levied
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allowance of a deduction for federal income taxes substantially
widens the gaps between each of the states and North Carolina.

North Carolina’s two-factor allocation formula works a par-
ticular hardship (in the interstate comparison) upon Hypothet-
jcal Corporation C because of the absence of a sales factor. Be-
cause Corporation C is a manufacturer with, primarily, an n-
dustrial demand, and because the bulk of the company’s sales
are to customers outside the Southeastern states, and because
the company maintains, no sales organization within the South-
east, the sales factor must have a diminishing effect upon any
allocation formula. Even the definition of sales based upon the
location of the manufacturing activity cannot offset the advan-
tages of a “true” sales factor, for the company produces, in the
domestic state, a product with a relatively low value and a
- relatively low mark-up. Significantly, even Virginia’s rather
‘ acquisitive use of the sales factor in a two-factor allocation
| formula cannot match the failure of the North Carolina formula
to permit the inclusion of a sales factor.

The absence of a sales factor is not, of course the only source
of inequality in the income allocation formula. South Carolina’s
. formula is the same as North Carolina’s, in that it consists of
{ a property factor and a manufacturing cost factor. But, as in
' the other cases, the fact that South Carolina’s formula is based
upon gross property rather than met property gives the South
Carolina formula the advantage through the property factor.
Kentucky’s formula consists of the three factors of sales (by
“point of origin”), property, and payroll. But since the sales
factor is zero in this case, and since Kentucky insists that in
such cases only those factors showing positive values may be
used in the formula, the sales factor is, in effect, of no impor-
tance. But the Kentucky formula achieves its advantage over
the North Carolina formula by the substitution of a payroll
| factor (8.5385 percent) for a manufacturing cost factor
| (11.2600 percent). Alabama’s formula results in a similar ratio
f to that determined by the North Carolina formula. Alabama
makes use of property and manufacturing costs (both of which
are in the North Carolina formula) and adds sales measured
by the location of the manufacturing establishment. In the Ala-
bama formula the sales factor is thus the highest of the three
sales factors commonly used in allocation formulae. It is, in fact,
almost exactly the same as the manufacturing cost factor. But
Alabama includes two lTow factors and one high factor (prop-
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erty) and divides the total of the three ratios by three. North
Carolina allows only one low factor to offset the high factor and
divides the total of the two ratios by fwo. Thus, although other
elements conspire to provide North Carolina with a high allo-
cation ratio for Hypothetical Corporation C, the absence of the
sales factor in the North Carolina formula is undoubtedly the
most important cause of the interstate differences exhibited in
Table 21.

(b) Property taxes

In conjunction with Table 21, Table 22 shows the extent to
which the North Carolina theory of ‘“‘compensating property
taxes” may be said to apply to Hypothetical Corporation C. It
is clear that if the theory applies at all it applies imperfectly
and partially. In terms of total property tax burdens, in the
third period, North Carolina does, indeed, appear to fare rather
well in the comparison. At least North Carolina does not stand
with the very high property tax states (Georgia, Louisiana,
Mississippi, and, to a lesser extent, Tennessee). North Carolina,
is, however, fairly clearly established on the second level with
Florida, South Carolina, and Virginia. The second level is lo-
cated well above the low property tax level, on which are located
Alabama, Arkansas, and Kentucky.

North Carolina’s medium-level property taxes for Hypothet-
ical Corporation C are the result, primarily, of a low aggregate
tax rate. This rate is just slightly below that of Tennessee and
somewhat above the effective Kentucky rate of 12.28 mills. But
it is well below the aggregate rates in the majority of states.
Not unexpectedly, however, these low property tax rates are
opposed by relatively high assessment ratios. For Hypothetical
Corporation C only Tennessee and Virginia assess at higher
ratios than does North Carolina.

In the comparative property tax bills of Hypothetical Cor-
poration C there are thus some elements that suggest the va-
lidity of the “compensation” theory. But it is also clear that
these compensating elements are not sufficient to offset the
large differences created by the corporate net income tax.

The temporary property tax exemptions permitted by four
of the eleven states seem particularly important in the case of
Corporation C. Alabama’s exemption produces a net annual sav-
ing of $2,325 for a ten-year period. This stream of annual ex-
emptions has a present value of $17,953. In Louisiana the prop-
erty tax exemption produces a net annual saving of $12,063 for




TABLE 22
HYPOTHETICAL CORPORATION c
AD VALOREM PROPERTY TAX DATA! FOR ELEVEN SOUTHEASTERN STATES

Ratio of

Assessed

Aggregate State Value to Book Value

Rank for Assessed Rank for | Tax Rate? | Rank for Tax Rate | Temporary| Book Value Ranl for | of Taxable

State Column (1)| Valuation? |Column (8) (In Mills) |Column (6)| (In Mills) |Exemption| (In Percent) |Column (9)| Property
(2) ( (6) (8) [()] (8) 9) (10) (11)

$530,793
176,939

None None
6.650 10 Years
None None
None None
0.26 None
5.000 None
5.76 10 Years
4.00 5 Years
None 5 Years
None None
None None

$1,598,974
1,081,050
1,601,974
1,422,166
1,593,974
1,593,9748
1,422,166
1,593,974
1,003,951
1,430,156
982,285

NORTH CAROLINA..
AlgbamA. .. sassrirass

8

1

8

Florida. ... 6
Georgia. ... iiiin 3
Kentucky g
1

7

4

b

-
=300
[

Louijaiana. . .
Mississippi

South Carolina
Tennessee. . .
Virginia.......o0000ees

168,664
643,570
426,482

[
on OO 00

(=
Lo S O Ol 0O =1 D C

QoGO

NOTES: !For third period only.
2Excludes intangible personal ‘property if intangibles tax separately levied.
3Includes tax rate for state (if any), county, school district (if any), and other special districts (if any).
+For state levy only. Assessed valuation for county=%$267,079,
sEffective rate. (Total state and loeal tax divided by atate-levy assessed valuation) multiplied by 1000.
6Rate applies to all property but land and improvements, and intangible personal property. State tax on laad and improvementa=.50 mills.
State tax on cash on hand =2.50 mills. State tax on bank balances=1.00 mill.
7(Total state-levy assessed valuation divided by total book value) multiplied by 100.
8Subject to taxation by state.
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TABLE 23
HYPOTHETICAL CORPORATION C
FRANCHISE TAX DATA! FOR ELEVEN SOUTHEASTERN STATES

Allocatio
Rank for | Base Before Ratio % Rank for Base After Rank for Tax Rate
State Column (1) | Allocation | (In Percent) | Column (4) | Allocation | Column (6) | (In Percent)
(2) (3) (4) (5) (6) (7 (8)

$1l‘.|,l2}‘2“!,5l2ll2l3 18.5779 :

4,808,980
8,808,930
10,028,500
11,677,142
11,962, 500
10,028, 500
4,912,925
10,028, 500

NORTH CAROLINA......covvvinennes " $1,860,981
1,673,974
412,271
631,986
464,679
1,607,644
689,491
464,178
580,452
1,598,974

.16
.25

Mississippi
South Carolina

. Mo
Nﬂueﬂ:aam-ch: L
WO RO -

Virginia®. ... o0,

NOTES: !For third period only.
2Franchise tax on d tie ecorporations only.
3Actual amount of capital employed in Alabama—no allocation by formula.
iScheduled from $10 for base not over $10,000; to $1,000 for base over $2,000,000.
sScheduled from $10 for base not over $10,000; to $5,000 for base over $22,000,000.
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ten years. Expressed in terms of its present value, this saving
amounts to $93,147. The net annual saving from the Mississippi
exemption is $14,352 for five years, or a present value of
$62,136. The South Carolina treatment provides a net annual
saving of $2,012 for five years, with a present value of $8,710.

(¢c) Franchise tax

The franchise tax bills of Corporation C, as deseribed in
Table 23, do not constitute a major burden on the Corporation.
In some cases, however, ‘they are far from inconsequential.
North Carolina’s franchise tax burdens are exceeded only by
those of Alabama and Tennessee, and of these, only the Ala-
bama burdens are significantly greater.

The most interesting and revealing part of Table 23 is column
3, showing the franchise tax allocation ratios for nine states.
For North Carolina the allocation ratio for franchise tax pur-
poses is the same as the allocation ratio for income tax pur-
poses. Most other states, however, drop the three-factor for-
mulae of the income tax and make use of two-factor formulae
for the allocation of the franchise tax base. The result is that
three other states (Florida, Kentucky, and Tennessee) construct
higher allocation ratios than does North Carolina.

(d) Miscellaneous levies

The levies shown in Table 24 are of the same type as those
shown in Tables 8 and 16 for Corporations A and B, respectively.
No further discussion of these taxes and fees seems mnecessary
at this point.

Conclusions for Hypothetical Corporation C

There can be no question of the fact that North Carolina is
a high-tax state for an enterprise such as Hypothetical Cor-
poration C. In a somewhat less dramatic way, the example of
Corporation C has this feature in common with the example of
Corporation A.

Although the high tax status of North Carolina for Hypothet-
ical Corporation C is the result of all of the elements that enter
into the determination of a statutory tax bill, the greatest re-
sponsibility may undoubtedly be placed upon the method used
to determine the portion of the total income of the corporation
which is considered to have been earned within North Caro-
lina. More specifically, the responsibility may be placed upon
the failure of the North Carolina allocation formula to include
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TABLE 24
HYPOTHETICAL CORPORATION C
MISCELLANEOUS TAXES FOR ELEVEN SOUTHEASTERN STATES

Qualification| Rank for Intangibles Filing
State Taxes! Column (1) Taxes Fees
(1) (2) (8) (4)

$11

$ 101

!
i 5§
Mississippi. .
South Carolina. ...

Virginia

NOTES: !First period only
?Corporation permit=%$100
Business licenses=$300
3Business licenses
4Factory inspection fee
5Capital not otherwise taxed

a sales factor. This is the one outstanding conclusion of the
third example of the hypothetical corporation approach.

Although it is true that North Carolina collects a relatively
small percentage of the total tax in the form of ad valorem
property taxes, the excessive burden of the income tax quite
overcomes whatever liberalizing effects are associated with the
property tax. Furthermore, the absolute amount of property
taxes paid by Corporation C in North Carolina is by no means
small. Even neglecting the temporary property tax exemptions
allowed by four of the eleven states, North Carolina’s property
tax burdens are higher than those of five other states of the
Southeast. The results of the analysis of Hypothetical Corpora-
tion C confirm those of the analysis of Hypothetical Corporation
A in showing that it is not enough to base the claim of low
property tax burdens upon a hasty observation of the property
tax rates. For both corporations these rates are comparatively
low. The North Carolina practice of assessing at relatively high
levels, however, tends to prevent the property tax from fulfilling
its errand of mercy in the North Carolina tax structure.

SIGNIFICANCE OF THE FINDINGS

The results of the preceding analysis show that the state anc
local tax structure of North Carolina appears, in comparisor
with the tax structures of other Southeastern states, to weigl
heavily upon the kinds of enterprises towards which North Car
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olina should, from the point of view of industrial development,
exhibit acquisitive tendencies. Although the results of the Hypo-
thetical Corporation B analysis seem to modify this conclusion
somewhat, it is necessary to guard against the complacency
which such relatively comfortable results might induce. To the
extent that the position of North Carolina is determined by the
methods of allocating unitary income for purposes of the cor-
porate income tax, the ealculations have two important features
which, when subjected to closer serutiny, tend to disturb the
tranquillity which often accompanies the discovery of medium-
intensity tax burdens. Although these features apply to all of
the examples selected for the present analysis, they are partic-
ularly significant for the Hypothetical Corporation B compari-
son. Both of these disturbing features come from assumptions
made about the relationship between the subject corporations
and the tax laws of the Southeastern states.

The first of these assumptions is that it is impossible to adapt
the accounting methods of the corporations to a system of sep-
arate accounting in order to determine the income earned in
a given state. The assumption was made, not so much on the
basis of a realistic interpretation of corporate accounting prac-
tices and possibilities, but on the basis of a desire to test the
effects of statutory allocation formulae and on the feeling that
it would be impossible to know whether separate accounting
techniques would be given the approval of administrative au-
thorities. If this assumption is unrealistic, the tax bills of vir-
tually all of the income-taxing states except North Carolina and
Tennessee must be held to be overstated. North Carolina and
Tennessee do not permit the use of separate accounting tech-
niques for manufacturing enterprises unless the application of
the allocation formulae produces gross inaccuracies and demon-
strable injustices. In view of the peculiarly extravagant de-
mands placed upon Corporation B by the Virginia allocation
formula (for example), there is certainly every reason to expect
that the desire for separate accounting is indeed strong.

The second of these assumptions is that the principal business
of each of the hypothetical corporations in each of the South-
eastern states is manufacturing. This assumption is probably
safe enough for Corporations A and C, although it may or may
not fit the character of Corporation B. North Carolina, South
Carolina, and Tennessee are the states that would be signi-
ficantly affected by the distinction between manufacturing and
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selling. With the present assumptions, North Carolina imposes
the heaviest burdens of these three states upon Corporation B.
With the assumption that Corporation B is a selling corpora-
tion, North Carolina’s burdens would be increased.

There is one further reason why the results of the Hypothet-
ical Corporation B analysis should be subjected to further
serutiny and, perhaps, to qualitative amendment. As stated in
the preamble to the analysis, Corporation B is a large, nation-
wide concern with manufacturing plants in many states of the
Union. It would not be unreasonable to expect, and certainly
not unreasonable to hope, that an enterprise such as this would
construct two or more plants in any one of the Southeastern
states. If this were done, and if no comparable changes in local
sales occurred, the corporation would clearly become a manu-
facturing enterprise in the domestic state. Furthermore, the
enlargement of the plant accounts and the other accounts asso-
ciated with manufacturing activity would increase the impor-
tance of the sales factor as a modifying influence in the income
allocation formula. In the preceding calculations North Caro-
lina was not especially damaged by the absence of a sales factor
for Corporation B, for the simple reason that the sales factor
was relatively large. But an expansion of the “manufacturing”
factors would tend to restore the sales factor as a liberalizing
element and place North Carolina at a disadvantage as com-
pared with those states which include sales factors in their allo-
cation formulae. If, because of North Carolina’s “medium-tax”
status, North Carolina were able to persuade Corporation B of
the desirability (in terms of taxes) of a first location, it might
find it difficult to persuade the corporation of the desirability
of a second location. To put it another way, Corporation B may
decide, if taxes are of significant concern to a corporation such
as this, to exercise keen corporate foresight and locate both
plants in another state. Thus, the results of the Corporation B
analysis are not as unlike those of the Corporation A and the
Corporation C analyses as they might at first appear. Because
Corporation B is a much larger enterprise, and because it manu-
factures and sells on a national scale, it requires larger invest-
ments in plant and equipment in the domestic state to produce
the kinds of answers shown for the two smaller subjects of this
hypothetical analysis.

The importance of the corporation income tax allocation for-
mula for each of the three hypothetical corporations is indicated
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in Tables 25 and 26 and in the accompanying text. The tables
were constructed on the assumption that taxable income in
North Carolina is determined by means of a formula approx-
imating that of the so-called “Massachusetts formula”. The for-
mula is made up of a property factor (with values determined
at the end of the fiscal year), a payroll factor, and a sales fac-
tor (with the location of the sale determined by the location of
the office or agency administering the sale). Thus, the formula
differs from the North Carolina formula in three respects: (1)
it includes, for manufacturers, a sales factor; (2) it substitutes
a payroll factor for a manufacturing cost factor; and (3) it
measures property values at a year-end figure rather than at an
annual average figure.

Table 25 shows the income taxes and the total taxes that the
three hypothetical corporations would pay in North Carolina
if income were allocated by the Massachusetts formula. For
Corporation A the shift from the 16.5557 percent allocation
ratio of the present two-factor formula to the 9.8391 percent
allocation ratio of the Massachusetts formula would reduce the
corporation’s income tax by $9,848, or by approximately 40.6
per cent. This drop in the income tax bill for Corporation A
would be the equivalent of a decrease in the income tax rate
from the present 6 percent level to a level of 3.5658 percent.

For Corporation B the shift from the present North Carolina
allocation ratio of .6686 percent to the Massachusetts formula
allocation ratio of .5834 percent would reduce the corporation’s
income tax by $6,187, or by approximately 12.7 percent.?® This
drop in the income tax bill for Corporation B would be the
equivalent of a decrease in the income tax rate from the present
6 percent level to @ level of 5.2354 percent.

For Corporation C the shift from the present North Carolina
allocation ratio of 13.5779 percent to the Massachusetts formula
allocation ratio of 8.3769 percent would reduce the corporation’s
income tax by $5,178 or by approximately 38.3 percent. This
drop in the income tax bill for Corporation C would be the
equivalent of a decrease in the income tax rate from the present
6 percent level to a level of 3.7018 percent.

The income taxes calculated by means of the Massachusetts
formula were added to the other taxes paid by the three corpo-
rations in North Carolina and new present values determined.

39. The a_ddition of a sales factor for Corporation B reduces the allocation ratio in North
Carolina only because it is the “‘point-of-origin” definition that is used. If the “destina-
tion” definition had been used, the ratio would have been increased.
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On the assumption that there were no changes in the tax bur-
dens imposed by other Southeastern states, a new present value
index was calculated for each hypothetical corporation. These
index numbers are shown in Table 26.

For Hypothetical Corporation A the shift from the present
statutory formula in North Carolina to the Massachusetts for-
mula would move North Carolina from a high first position in
the rankings to a solid second position. North Carolina’s total
tax burdens would lie between those of Mississippi and Vir-
ginia. Mississippi’s tax burdens would be approximately 7 per-
cent higher than those of North Carolina, and Virginia’s tax
burdens would .be approximately 8 percent lower. By the pres-
ent statutory formula, however, Mississippi’s tax burdens are
approximately 10 percent lower than those of North Carolina,
and Virginia’s tax burdens are approximately 22 percent lower.
All other states would, of course, be moved up in the present
value index by comparable amounts. In the rankings, North
Carolina would exchange places with Mississippi. All other
ranks would remain the same. Thus, although North Carolina
would still have to be considered a high-tax state for Hypothet-
ical Corporation A, the shift to a Massachusetts formula for
the allocation of the corporation’s net income would substan-
tially reduce the severity of the North Carolina levies as com-
pared with those of the other Southeastern states.

For Hypothetical Corporation B the shift from the statutory
formula to the Massachusetts formula would cause North Car-
olina to change positions with Tennessee in the present value
rankings. Tennessee would move from sixth position to fifth
position and North Carolina would move from fifth position to
sixth position. From a position of virtual equality, Tennessee
would move to a position approximately 8 percent above that of
North Carolina. The other states would retain their ranks but
would increase their present value index numbers as shown by
the difference between column 5 and 6 of Table 26.

The most spectacular effects of the shift from the statutory
formula to the Massachusetts formula would be associated with
Hypothetical Corporation C. In this case North Carolina would
fall from second position (and very close to first position) to
sixth position. Under the sta[:utory formula only Virginia im-
poses heavier burdens on Corporation C than does North Caro-
lina. Under the Massachusetts formula, Virginia, Mississippi,
Georgia, Tennessee, and South Carolina would impose heavier




TABLE 25

NORTH CAROLINA ALLOCATION RATIO, INCOME TAX, AND TOTAL TAXES FOR THREE HYPOTHETICAL CORPORATIONS BY
STATUTORY ALLOCATION FORMULA AND BY “MASSACHUSETTS FORMULA", FOR THIRD PERIOD

Hypothetical Corporation A Hypothetical Corporation B Hypothetical Corporation C

Item Statutory “Massachusetts Statutory ““Masgsachusetts Statutory “Massachusetts
Formula Formula Formula Formula" Formula Formula"
(1) (2) (8) (4) (B) (6)

Alloeation Ratlo (In Percent). ... . . 16,6667 686 L5834 18,6779

N .
Income Tax..... i B i ;24.2?5' 48,547, $42,860, $18,5617. 8,839,
63,813, 80,786, $74,609, $26,117. 19,989,

Total Tax....

TABLE 26 .

PRESENT VALUE INDEX! AND RANK FOR THREE HYPOTHETICAL CORPORATIONS IN ELEVEN SOUTHEASTERN STATES, INCOME
TAX DETERMINED BY MEANS OF STATUTORY FORMULA AND “MASSACHUSETTS FORMULA”

Hypothetical Corporation A Hypothetical Corporation B Hypothetical Corporation C

Present Value Index Rank Present Value Index Rank Present Value Index Rank

Statu- | “Massa- | Statu- | ‘‘Massa- | Statu- “Massa- | Statu- | '*Massa- | Statu- | ‘“Massa- | Statu- “ Magsa-
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Formula| Formula” | Formula| Formula” | Formula Formula” | Formula| Formula” | Formula| Formula® Formula| Formula"

) (8) (4) (6) (6) (m (8) (9) (10) (11) (12)

NORTH CAROLINA.........[100,000 100,000 2 100.000 100,000 100.000 100.000
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Arkansag....... . aen 44,740 10 67.888
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burdens on Corporation C than would North Carolina. The
Louisiana burdens would be approximately 6 percent lower than
the North Carolina burdens. At the low end of the scale, of
course, Alabama would still impose only about half the burden
imposed by North Carolina.

But the significance of the results of the hypothetical cor-
poration analysis is not restricted to the corporate net income
tax. The role of the property tax is an extremely important one
for all three hypothetical corporations. In general terms, and
on the basis of other evidence, it may be concluded that while
property taxation in North Carolina may comprise a relatively
small part of the total state and local tax structure (as com-
pared with other Southeastern states), it does mot mecessarily
follow that all taxpayers receive equal benefits from this distri-
bution of the total tax burdens. On the contrary, the analysis of
the three hypothetical corporations tends to show that, for
these particular corporations and for the particular locations
selected, North Carolina appears to be a relatively high prop-
erty tax state. This conclusion does not destroy the argument
that total burdens (for all taxpayers taken as a unit) de-empha-
size property taxes and other local levies. And it certainly does
not suggest the undesirability of North Carolina’s unique sys-
tem of centralized revenue collection. But it does tend to weaken
the argument of the offsetting effects of income taxes and prop-
erty taxes as this argument is presented to particular busi-
ness enterprises.

It would, of course, be folly to claim that the locations selected
for each of the hypothetical enterprises, either in North Car-
olina or any other Southeastern state, are “representative” of
the countless property tax burdens that might be found in any
one state. It would, undoubtedly, be possible to discover many
North Carolina locations for which the property tax burdens
would be substantially lighter than those shown for the three
corporations. And it would, undoubtedly, be possible to find lo-
cations in each of the other Southeastern states for which the
property tax burdens would be substantially heavier than those
shown for the three corporations. But it is proper to insist that
the property tax burdens illustrated in the preceding analysis
are those which might very easily be discovered by an enterprise
exploring locational possibilities in the Southeastern states.
Based upon the admittedly extreme assumption that specific loca-
tional decisions tend to be based upon factors not immediately
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concerned with property tax burdens, the analysis purports to
be a reasonably faithful reproduction of the photographs that
would be developed in such locational explorations.

The results of the hypothetical corporation approach show
quite conclusively that if North Carolina is interested in provid-
ing a set of facial features for its state and local tax system
that will enable it to compete effectively with other states of the
Southeast it must attempt to match the gratuities provided by
other states. As compared with the North Carolina structure,
these gratuities consist, in the ad valorem property tax, of such
things as low assessment ratios; permanent exemptions apply-
ing specifically to manufacturers, such as exemptions of inven-
tories held at the plant less than one year, or, in some cases,
all inventories; and temporary property tax exemptions of the
sort provided by Alabama, Louisiana, Mississippi, and South
Carolina. In the field of income taxation the gratuities consist
of such things as low tax rates, the allowance of federal income
tax deductions, flat dollar exemptions, and the use of sales or
gross receipts factors in the allocation formula, the substitution
of a payroll factor for a manufacturing cost factor in the alloca-
tion formula, and the definition of the property factor as gross
property rather than net property. Some opportunities for com-
petition exist in the area of franchise taxation, although these
possibilities must be considered to be relatively unimportant.
The list is, of course, far from exhaustive.

It must be clear, too, that the problems of engaging in a
beauty contest with states such as Virginia, Mississippi, and, in
some cases, Georgia, are quite different from the problems of
engaging in a contest with states such as Alabama, Arkansas,
Florida, and Kentucky. The differences between North Carolina
and the latter group of states are so severe as to require exten-
sive plastic surgery to produce approximately equal tax attrac-
tions. But the differences between North Carolina and other
relatively high-tax states would seem to require little more than
an adjustment of the make-up and, perhaps, a change of per-

fume.




CHAPTER VIl
THE ACTUAL CORPORATION APPROACH

THE METHOD

The actual corporation approach was designed to serve as a
supplement to the hypothetical corporation approach and to
offer additional evidence of interstate differences in tax burdens
within the Southeastern states. But while the hypothetical cor-
poration approach was aimed at the problems that would face
a corporation contemplating the location of a new branch plant
in one of the Southeastern states, the actual corporation ap-
proach was aimed at the problems facing enterprises long-
established in North Carolina and with branch plants in one or
more of the other Southeastern states.

As in the case of the hypothetical corporation approach, the
techniques of the actual corporation approach are highly selec-
tive in character. They are, in fact, selective in two dimensions:
with respect to the types of enterprises studied and with respect
to the particular states involved in the analysis. Because of the
high selectivity of the approach it is not possible to use the
answers obtained as the basis of free generalization. On the
contrary, the answers are relevant only for enterprises whose
characteristics closely approximate those of the corporation
subjected to analysis. Even small differences in corporate charac-
teristics may, under certain circumstances, appreciably change
the results.

One of the most important features of the actual corporation
approach which serves to establish the uniqueness of the results
is its realistic foundation. The approach is “actual” in two
senses. In the first place, it is based upon an examination of
actual corporations. In the second place, it attempts to discover
and to analyze the taxes actually paid by the subject corpora-
tions. The fact that all such figures must be disguised to pre-
serve the precious anonymity of the corporations does not dis--
turb this essential realism, for the disguise must be uniformly
applied to preserve the basic statistical relationships.

It has already been pointed out in other portions of this report
that the'final determination of a tax payment depends upon the
workings of the total tax system, from the passage of the law
to the administrative act of collection. At least one of these
steps in the functioning of the total system involves a pinpoint-
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ing of the individual taxpayer, by which the subject is given
gpecial treatment and by which a tax liability is, so to speak,
tailor-made for the case. The results of such specal treatment
may be favorable or unfavorable for the taxpayer, but it is clear
that the action cannot serve as the basis of precedent and cannot
be analyzed within the strict confines of the written law.

Such special treatment may take the form of a detailed audit
by the administrative agency, by which the taxpayer is placed
under a microscope and, it is to be hoped, subjected to intensive
investigation by the techniques of dissection and assay that are
the working tools of the tax auditor. The administrative impos-
sibility of conducting such detailed audits for any large number
of taxpayers every year means that those not subjected to ex-
amination are able, for a time, to evade the statutory require-
ments. The mere possibility of such examination may, of course,
have some effect upon the incidence of evasion, but in view of
the typical success of audit programs as revenue-collecting de-
vices, it is difficult to believe that the “fear” of examination is a
substantial deterrent for all corporate taxpayers.

The specal treatment may also take the form of a successful
plea by the taxpayer for a special interpretation of the law.
Such a plea may be based upon the conviction that the letter of
the law cannot be made to apply in every detail to the charac-
teristics of a unique enterprise. In such cases, it is the function
of the administrator to come as close as possible to the intent
of the law as it might be applied to a situation not envisaged
in the legislative processes. Nevertheless, the results are likely
to apply only to the firm in question or to a very small number
of similar firms.

Finally, the special treatment may take the form of action
outside the law or under those sections of the law providing for
unspecified exceptions to the general rule. Decisions by the ad-
ministrator or quasi-admiristrative agency to grant large tax
reductions to some corporations may be made on the basis of
certain assumptions about the desirability of having the enter-
prise locate a manufacturing plant or sales outlet within the
taxing jurisdiction in question or they may be made for other,
less defensible, reasons. Although it is impossible to chronicle
these cases in any complete way, they undoubtedly occur with
considerable frequency, especially within those states that con-
sider themselves hungry for the sweet meats of industrial lo-
cation.
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In all of these cases of special treatment, the determination of
a tax burden becomes an ad hoc action, applying to one taxpayer
and to one tax liability only. Certainly the advantages or dis-
advantages of special treatment do not acerue equally to all cor-
porations. Corporate audit programs are generally directed to
the relatively large corporations from whom the largest dollar
gains might be expected.! A plea to the administrator for a
special interpretation of the law depends, for its success, upon
satisfactory proof of uniqueness, and such proof, of course, is
available to only a few corporate enterprises. Pleas for special
treatment outside the law are likely td be successful only if the
corporation has something important to offer to the economy of
the state or locality, and if it is able to capitalize on a strong
bargaining position. The further fact that such pleas often re-
quire lengthy and elaborate preparation tends to increase the
bias in the direction of the relatively large corporation.

The actual corporation approach, based, as it is, upon taxes
actually and finally paid, automatically takes into account all of
these elements of special consideration whenever they are pres-
ent. Thus, if the corporations selected for analysis have been
fortunate (or unfortunate) enough to become the recipients
of a personalized tax bill, the assumption that the answers apply
to all or many other firms can be dangerously misleading. The
actual corporation approach is not well equipped to cope with
this difficulty. In this sense, it is the obverse of the hypothetical
corporation approach, which is ill-equipped to cope with any-
thing but the strict application of the tax laws.®

The selection of sample corporations

In the selection of enterprises for treatment by the actual
corporation approach little attention was paid to any special
administrative treatment accorded the enterprises considered. It
was restricted to a consideration of those firms which had been
subjected to an audit by the North Carolina Department of
Revenue sometime during the preceding five years. This was
done purely in an attempt to minimize the work of corrobora-
tion by the Tax Study Commission. No exploration was made of

1. Although this practice is probably more common than is generally admitted, it can
hardly be defended as sound administrative policy. Certainly the audit program should
be spread over as many types of enterprises as possible, and its purpose should be
just as much the relief of those overpaying their taxes as the detection of those under-
paying. The concentration upon revenue-producing audits is, of course, the inevitable
accompaniment of & common unwillingness to provide the necessary funds for the total
administrative job.

. The representative sample approach stands with the actual corporation approach in
this matter. Indeed, the representative sample approach is nothing more than the actual
corporation approach made respectable by the random selection of a large sample.
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the possibility that the firms had received other forms of relief
available to them in North Carolina or in the other states of
their operations.

Because of the selective character of the actual corporation
approach, it is extremely important to choose enterprises that
illustrate a significant problem in North Carolina’s tax struc-
ture and that have not been adequately treated in other portions
of the study. One of the important factors considered in the
selection of the corporations for the present study was, of
course, the possible connection between tax burdens and indus-
trial location. In this respect, too, the purpose of the approach
might be compared with that of the hypothetical corporation
approach. In the present case, however, the analysis was aimed
at the contention that unless North Carolina tax burdens are
revised it will be necessary for some enterprises which have
long been a part of the North Carolina economy to move out of
the state, or at least to plan new construction in other, less
burdensome states, while permitting North Carolina facilities
to die the natural death of depreciation and obsolescence.

On the surface, it is as difficult to appraise these arguments
containing the implicit or explicit threat of exodus as it is to
appraise the arguments containing the threat of non-entrance. It
is to be expected that a firm with an established location should
make strenuous attempts to reduce its total tax payments as
one of its largest expense items. The threat of relocation is
merely one of the many weapons in the corporate arsenal that
might be directed to this problem. It may or may not have real
substance. But it is likely to be an effective weapon, if it is pos-
sible to present a convincing case to show that tax burdens in
North Carolina are significantly heavier than those of other
states with equal locational advantages. An enterprise that is
firmly established in a particular community can do irreparable
damage to the economy of that community with a sudden de-
cision to cease operations in favor of another site. The bargain-
ing power of an existing enterprise can thus be great, even
though it may not be the kind of operation considered to be
most desirable from the point of view of a well-balanced and
growing economy. It may be that the enterprise is not the type
that would be ardently wooed if it were considering a new loca-
tion in North Carolina. But the fact remains that the enterprise
is there and that it is an integral part of the economic and social
structure of the community. The community does have legiti-
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mate grounds for anxiety when the threat of relocation is pre-
sented. This threat is likely to be even more potent when the
industrial pattern of the state is one of great dispersion into a
number of “one- or two-company towns”, in which the economy
of the local community is heavily dependent upon the prosperity
of the dominant industry. This, of course, does tend to be the
character of North Carolina’s industrial structure.

But the threat of relocation is not necessarily to be equated
with the danger of relocation. There are many deterrents to the,
removal of a large and complex business enterprise. In many
cases these must be offset by very substantial tax advantages
if the threat is to become a reality. Not the least of these de-
terrents is the cost of transporting inventory and the probable
loss of value in the sale of fixed assets, to say nothing of the
difficulty and expense of training a new labor force and estab-
lishing new lines of supply. The strength of the deterrents will,
of course, depend upon the kind of enterprise involved and upon
the age and condition of the existing facilities. It will also de-
pend upon the advantages to he gained by the possible exploita-
tion of new techniques requiring the construction of new facili-
ties and the use of different types of labor.? Whether these
deterrents should be judged sufficient to justify a clearly exces-
sive tax burden, however, is largely a question of equity rather
than a problem of industrial location.

The necessity of relocating all or part of existing North Caro-
lina facilities as a result of significant and continuing interstate
tax differentials has been strongly argued by members of the
tobacco and textile industries in North Carolina, as well as by
the representatives of many other industries that are, perhaps,
less important in the total economy of the State. Clearly, if the
dangers are real, they must be of considerable interest to those
concerned with the tax policies of the State. Even though these
industries do not appear to be able to support the required eco-
nomic expansion of North Carolina, the loss of any significant
portion of either industry would be an economiec tragedy of
major proportions.

For these reasons, an early interest was expressed in adapting
the actual corporation approach of the present study to these

3. It may be that tax differentials will operate as a trigger mechanism in this regard
In a search for a more favorable tax climate the corporation may discover other advan-
tages of a non-tax variety that will hasten the relocation. Tax burdens may even
stimulate the discovery of new production techniques that will make the sacrifice of the
old plant less important. Such was the effect of the eighteenth-century tax on whiskey
distillers, cited in Seligman, op. ¢it., Introduction,
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arguments, in an attempt to test the validity of the contentions
that significant tax differentials do exist between those states
representing comparable locational opportunities for these in-
dustries. It was soon found, however, that it would be impos-
sible to make use of the tobacco industry as the source of in-
formation for an actual corporation analysis. The problems were
purely those of disguise. As is well known, the industry is
characterized by a relatively small number of large manufac-
turers. For this reason alone, ‘disguise would be extremely
difficult. In addition, the practices of the major producers of
tobacco products differ in some important respects, particularly
in the manner in which tobacco is dried and processed before
the manufacturing operation begins. Here, too, the selection of
a particular illustration would help to disguise the identity of
the co-operating enterprise. Finally, disguise would be made im-
possible by the fact that the major companies manufacture in
a limited number of states other than North Carolina, so that
the mere designation of the states to be compared with North
Carolina would immediately point to the actual corporation
involved. It would, presumably, be possible to disguise the sta-
tistics while revealing the identity of the corporation without
doing a great disservice to the subject, but the disguise would
have to be so thick as to disturb the basic relationships and
vitiate the entire actual corporation approach.?

The textile industry, on the other hand, appeared to be well
suited to the disguise requirements of the actual corporation
approach. The industry shows a much greater diversity of
products produced in specialized plants than does the tobacco
industry. And in spite of recent trends toward consolidation,
the industry contains a relatively large number of firms op-
erating in several of the Southeastern states. Thus, because of
the ease with which the enterprises could be disguised, and be-
cause of the importance of the industry in North Carolina’s
economy, a number of textile manufacturing corporations were
tested, on a preliminary basis, for possible inclusion in this
portion of the impact study. In a number of cases, the pre-
liminary investigation indicated that the enterprises did not
have plants in North Carolina and other Southeastern states
that would satisfy the fairly rigid comparative standards estab-

4. In Joe Summers Floyd, op. eit., passim, there is a comparative analysis of tax bur-
dens tmposed upon a tobacco company, treated as a hypothetical eorporation, in a num-
ber of locations in four Southeastern states. As between Tennessee, Kentucky, Virginia,
nl_ld North Carolina, the hypothetical tax bills for North Carolina showed up as the

highest (pp. 80 and 85).
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lished for this actual corporation approach. Two textile corpora-
tions were selected from the group, however, to provide a tax
burden comparison, for this type of enterprise, between North
Carolina and two other Southeastern states. Both of the enter-
prises selected are domestic corporations.

An attempt was made to include a number of furniture manu-
facturers. in this portion of the impact study. Once again, the
motive was to measure interstate tax differentials for an indus-
try that has been extremely important in the historical develop-
ment of the North Carolina economy. In the short space of time
available for this portion of the study it was impossible to find
a corporation operating a plant in North Carolina that was
similar to other plants operated by the same corporation in
other states of the Southeast. The furniture industry is not
strongly represented in most of the other Southeastern states,
at least to anything like the extent of its representation in
North Carolina. The present study is, of course, limited to this
geographical area, so that no further attempt was made to in-
clude this industry in the actual corporation approach. It should
be noted, however, that an opportunity exists for a later analysis
by these methods, since all of the other analytical requirements
appeared to be fulfilled in a number of cases for the furniture
industry.

As the study progressed, it became apparent that it would be
desirable to have further information on the impact of taxes on
retail establishments in the eleven Southeastern states. The
reasons for this interest were clearly unconnected with the prob-
lems of industrial location. Retail establishments (particularly
of the type selected for this study) must locate close to or in
the middle of the markets they are designed to serve, and al-
though a particular corporation might be influenced by the
apparently burdensome tax impositions of a particular locality,
it is not likely that markets will long go unserved because of the
nature of the tax burdens placed upon commercial establish-
ments. The interest in this comparative analysis stemmed,
rather, from the restricted scope of the hypothetical corporation
approach. The hypothetical models were all models of manufac-
turing enterprises. As a result of that analysis, some major tax
differentials were exposed. The question arose, then, as to
whether the same differentials might be associated with the tax-
ation of retail establishments as a business type at the opposite
end of the scale from manufacturing enterprises. Such informa-
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tion would, it was felt, be useful in analyzing the sources of the
differentials associated with the tax burdens on manufacturing
enterprises, so that it would be possible, with some rather
sweeping assumptions, to find out whether the differentials were
generally descriptive of differentials in business taxation, or
whether they were uniquely associated with manufacturing
operations. Obviously, the consideration of retail establishments
alone could provide only the gentlest sort of hint, but it was felt
that the hint might be suggestive of other lines of inquiry.

The best approach to this problem would have involved the
construetion of an additional hypothetical corporation to repre-
sent the kind of retail corporation for which a test was desired.
Unfortunately, however, the decision to consider the retail case
came too late to permit the elaborate machinations that com-
prise the hypothetical corporation approach. As an alternative,
then, an exploration was made, in the present approach, of a
number of retail establishments that were known to have op-
erations in other states. The final selection was based, primarily,
on the number of states included in the operating area of the
enterprise. As wide a coverage as possible was desired in order
to provide a more reasonable comparison with the findings of
the hypothetical corporation approach. Even so, of course, the
methods of the two approaches are somewhat different, so that
a direct and unqualified comparison of the results is dangerous.

Finally, an attempt was made to consider a relatively small
enterprise of the machine shop variety. It has frequently been
stated that the development of heavy and medium industry re-
quires the supporting development of a machine shop industry,
to permit ready access to repair and maintenance facilities. It
is probably true that this type of enterprise tends to follow any
significant industrial development, in much the same way that
retail establishments follow the growth of market areas. Never-
theless, it was thought to be desirable to test the effects of the
tax laws upon such enterprises, if only to explore the tax con-
tent of the survival problems which many such firms experience
in new locations or in the early years of their existence. Two
such enterprises were examined in some detail, and the neces-
sary ecaleulations carried to completion in the case of one of
them. Regrettably, however, the case studies could not be pre-
sented with the kind of rigor necessary in a study of this kind,
so that both were removed from the list of corporations con-
sidered in the actual corporation approach.
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In the methods used in the present study the selection of
corporations and the selection of plants to represent those cor-
porations were simultaneous acts. The basic purpose of the ap-
proach, of course, was to compare the tax burdens imposed upon
different planis of the same corporation, when the plants were
located in different states of the Southeast. To this extent, the
purpose of the actual corporation approach closely resembles
that of the representative sample approach, in those cases in
which the latter is cu‘{lctrned with an interstate comparison. But
the difference between the two approaches is a very important
one. Because the sample approach was based upon a random
selection of corporations, the comparison of tax burdens between
states for a given corporation was often a comparison of very
unlike activities. In some cases, for example, the comparisons
of the represgentative sample approach were based upon the tax
burdens on the manufacturing activity of the corporation in one
state, the distributive activities of the same corporation in an-
other state, and the retail selling activities of the same corpora-
tion in another state. In other cases, the interstate comparison
for a given corporation was a comparison of one kind of manu-
facturing in one state with a very different kind of manufac-
turing in another state. It was these wide differences between
the things being compared that made it difficult to apply the
usual measures of tax burdens to the plants (and to the cor-
porations) involved in the representative sample approach. The
loose construction of the yardstick itself, as applied to different
kinds of situations, was, indeed, the greatest single limitation of
the representative sample approach.

The actual corporation approach was designed to solve some
of these problems of measurement. The technique required the
selection of similar plants in the several states being compared,
so that the measures could be expected to mean approximately
the same thing in each case. The plants were required to be of
similar size, to produce the same kinds of products, to be of ap-
proximately the same age, and to be similar in practically all
important characteristics except the taxes paid for each. The
only other requirement was that one of the plants be located in
North Carolina. The specific selections were necessarily made
on a trial and error basis, thh the incidence of “error” being
rather high.
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The states considered

The selection of the corporations and plants automatically
involved the selection of the states for which tax burdens would
be calculated. Thus, Actual Corporation L, the first of the textile
manufacturers illustrated in the ensuing analysis, produced a
simple, two-state comparison. The actual corporation studied
operates a number of textile plants in these and other states.
The two plants selected were those in North Carolina and Ala-
pama. The comparison for Actual Corporation M, the other
guinea pig from the textile industry, was also a two-state com-
parison. In this case, the two states were North Carolina and
South Carolina. Corporation N is the retail corporation. The
corporation holds a foreign charter and operates retail outlets
of the variety chain store type in many states of the United
States. Of those operated in the eleven Southeastern states of
the present study, it was possible to analyze the tax burdens for
selected stores in ten states. The one state for which an analysis
was impossible was Arkansas.

The relatively small number of states represented in the actual
corporation approach (at least for the textile examples) can be
justified if it can be shown that a relocation of existing facili-
ties or a location of new facilities is likely to gravitate to a state
in which the corporation now has a plant and which it has found
to possess an invigorating tax atmosphere. Naturally, such a
proposition cannot be proved, but it is by no means improbable.
It is certainly clear that location in such states is possible, for
the evidence of the operating plant is almost irrefutable. And
although the corporation is not likely to restrict its considera-
tion to the states in which it is currently operating, it is still
true that the evidence, on all subjects pertaining to plant loca-
tion, is likely to be more readily available in a larger volume for
a state in which the corporation has had some extensive indus-
trial experience.

The taxes considered

In the actual corporation approach it was possible to be a
little more flexible than in the hypothetical corporation approach
with respect to the taxes considered, although, in general, the
same restrictions were found to apply. For example, it was
found to be possible to include all taxes—state, loeal, and fed-
eral—for Corporation N, the retail corporation. The only ex-
ception was in the case of sales and use taxes. These were found
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to be included in the cost of goods purchased and were unavail-
able as a segregated item without extensive searching. In any
event, these taxes would be relatively small for the firm in
question. (Sales taxes paid by the corporation on its sales were
not included as part of the measure of the corporation’s tax
burdens on the assumption that all or part of the amount would
be passed on to the purchasers.)® The measure of total taxes did,
however, include payroll taxes and federal income taxes, both
of which were omitted from the hypothetical analysis and from
the representative sample analysis. In order to permit a com-
parison of the results of the actual with the results of the hypo-
thetical, however, the measurements are shown both ways for
Corporation N—with payroll and federal income taxes, and
without them.

It was possible to consider federal taxes for Corporation N be-
cause, after detailed examination, it was found that the corpo-
ration maintains its records separately for each store in its
system, with head office expenses and federal income taxes
spread back over the many stores in the system by thoroughly
respectable accounting practices. The corporation has an incen-
tive to exercise proper care in its internal allocation system
partly because the manager of each store is paid a commission
based upon the year’s performance as indicated by net profits.
This adequate system of separate accounting, plus the fact that
all stores operate in essentially the same way and sell essentially
the same items, made it possible to rely upon the corporation’s
own allocation of federal income taxes (and other head office
items) to the individual stores in the comparison.

It was not possible to follow this method in the case of the
two textile corporations. In neither instance was a separate
accounting system deemed adequate for the determination of a
net profit figure and a federal income tax figure to be associated
with each manufacturing plant under examination. It would
have been extremely difficult (in pure theory, impossible) to
allocate the federal income tax to the several states in which the
corporations operate, let alone to allocate the federal income tax
to the individual plants in the system. Consequently, the taxes
considered for the two textile corporations were the same as
those considered in the hypothetical and representative sample
approaches. These were state income taxes, state franchise
taxes, state and local property taxes, intangibles taxes, business

§. See Chapter I, above, for further remarks on this subject.
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licenses of all kinds, and miscellaneous reporting fees. No quali-
fication taxes were involved, since both corporations had been
operating in both states for some time prior to the analysis.

The collection of the data

In view of the fact that the corporations selected for analysis
were asked to do most of the work, the labor of collecting the
necessary data was minimized in the present approach. It was
also made easy by the fact that all of the corporations offered
and gave their fullest co-operation to the Tax Study Commis-
sion in the actual corporation project.

The process of data collection began with lengthy discussions
of the project with officials of each of the corporations.® In one
case these discussions had to be conducted by correspondence,
but in both of the others they were by direct conversation. With
these preliminary discussions it was possible to devise a separate
questionnaire for each corporation, to apply to the particular
characteristics of the plants being compared. The information
requested on these questionnaires fell into three broad cate-
gories, with the first two overlapping somewhat in their intent.
By the first set of questions an attempt was made to develop
statistics that would indicate the comparability of the plants in
question. In the two textile cases these questions included such
items as the age of the plants, the amount of depreciable prop-
erty at each plant (measured both gross and net of deprecia-
tion), the number of employees at each plant, the floor space of
each plant, the number of units produced per year at each
plant, and so on.

The second set of questions requested a number of operating
statistics for purposes of constructing the measures of tax
burden. Since the plants were not identical, it was, of course,
impossible to compare the total dollars of taxes paid for one
plant with the total dollars of taxes paid for another. It was, in
other words, necessary to develop the same kind of ratios used
in the representative sample approach. The figures useful for
this purpose could also be used to establish the comparability of
the two plants, so that to this extent there was an overlapping

of the two categories of questions. The corporations were asked
to answer both of these categories of questions for the plants
used in the comparison and for the total activities of the cor-
porations in the states in which the plants were located. This

6. A number of preliminary discussions were held in the process of gelecting the corpora-
tions for inclusion in the study and in the process of choosing the individual plamrts of
each corporation for the comparison.
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request was designed to facilitate the allocation of state-wide
taxes to the individual plants in the analysis. Since this alloeca-
tion was not necessary for Corporation N (the retail corpora-
tion), these dual figures were not requested for this corporation.

The third set of questions concerned the taxes paid by the
corporations. In both of the textile cases it was necessary to
break this tax information down into two sub-categories, the
first to show those taxes that could be directly associated with
the plants in question (property taxes, business licenses,
etcetera), and the second to show those taxes that could not be
directly associated with the plants in question (state-wide levies
such as income and franchise taxes). In the case of the retail
corporation this breakdown was not necessary, since it was
possible to accept, for all taxes, the separate accounting system
devised by the corporation itself.

Each of the corporations was asked to prepare answers to
the questionnaires for three separate years. In each case these
were the three most recently completed fiscal years. As indi-
cated above, this comparison over time is particularly important
in the case of the actual corporation approach, for a single
year might be quite unrepresentative. It might, for example
include an extra assessment applying to a number of previous
years of the corporation’s operations, or it might include a re-
fund applying to the same period. It would have been desirable,
of course, to have had figures for a five-year period, or even
longer, but it was felt that the imposition upon the guinea-pig
corporations was already severe enough. With the three-year
data it was possible to detect any major irregularities in the
tax figures and to track them down with reasonable success.

The final step in the data-collection phase of the actual cor-
poration approach involved a careful check of the questionnaire
replies against the several tax returns filed by the corporations
with the North Carolina Department of Revenue. Since the de-
tail of the questionnaires was much more elaborate than the
detail of the tax returns, the check could serve only to establish
the reasonableness of the questionnaire replies and to assist in
picking out any inconsistencies in the state-wide figures. The
few inconsistencies that did appear were insignificant. They
were, however, resolved by further correspondence with the
subject companies.
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The techniques of calculation

The calculation of tax burden measures was, by the nature of
the material, somewhat different for each of the corporations
in the study, although the methods were similar for the two
textile corporations. The first step in each case involved the
application of a “Jdisguise factor” to all of the figures reported
on the questionnaires. The factor used was different for each of
the corporations, but it was uniformly applied to each of the
figures provided by each of the corporations.

The only unusual feature of the calculations for the two textile
corporations was the computation of an “apportionment ratio”
for each of the states in which the plants were located. This ap-
portionment ratio was applied to the so-called “non-direct” taxes
—_those taxes not directly associated with the plants in question
__s0 that the tax burden associated with individual plants could
be constructed from data that related to the total operations for
the corporation in each of the states. The ratio was constructed
from an unweighted average of property (including land, de-
preciable assets net of depreciation, and inventories measured
as a monthly average through the year), number of employees,
total annual payroll, sales value of product produced, and cost
of manufacturing. Each of these figures was given separately
for the plant and for the entire state containing the plant, so
that separate ratios for each could be computed. These indi-
vidual ratios were then added, and the total was divided by the
number of individual ratios. Since most of the individual ratios
were similar for both textile corporations, the resulting average
ratio is probably fairly accurate as a representation of the role
played by the individual plants in the total activities of the cor-
porations in each of the states. In one case (Actual Corporation
L) the operations in the foreign state (Alabama) were limited
to the plant involved in the comparison. The apportionment
ratio in this case was, of course, 100 percent. In neither case
did the corporation conduct selling operations in the state in
question, so that it was not necessary to adjust the ratios for the
effects of such operations in the “non-direct” tax liability of
the corporations. The object, of course, was not to calculate a
‘-‘proper” method of allocating interstate income for corporate
income tax purposes, but to allocate the income and franchise
tflxes actually paid in a given state (through whatever alloca-
tion formulae were involved in such payment) to the individual
plants in the state system, It was assumed that the influence




294 THE IMPACT OF STATE AND LOCAL TAXES IN

of total sales upon this intrastate apportionment was reflected
in the sales value of the product produced.

Finally, for the two textile corporations, the “direct” taxes
were added to the apportioned “non-direct” taxes and the total
was related to several measures of tax burden. For these cor-
porations the ratios constructed were total taxes divided by the
number of units of the product produced, total taxes as a per-
cent of the book value of physical property, total taxes as a
percent of total annual payroll, total taxes as a percent of sales
value of product produced, and total taxes as a percent of manu-
facturing costs. These ratio measures of tax burden were then
expressed as an index, with the North Carolina measure as-
sumed equal to 100.

For Actual Corporation N, the calculations were necessarily
somewhat different. As has already been mentioned, it was not
necessary to distinguish between ‘direct” and ‘“non-direct”
taxes, so that no intrastate apportionment of state-wide taxes
was necessary. There were, however, two categories of “total”
taxes: total state and local taxes (omitting, however, state pay-
roll taxes), and total (all) taxes. Separate calculations were
made for each category. Each of the measures of total taxes
was related, for each of the ten stores in the comparison, to
five separate measurement bases. There were gross profits,
salaries and wages, net profits before taxes (before all taxes in
the measurement of total tax burdens, and before all state and
local taxes in the measurement of state and local tax burdens),
unadjusted book value of physical property, and adjusted book
value of physical property. The property adjustment was de-
signed to account for the fact that the corporation leases all of
the stores included in the present analysis. The adjustment
consisted simply of multiplying the annual rental charge for
each store by 8.7 The ratios resulting from these calculations
were expressed as an index series, with the North Carolina
ratio expressed as 100. For easy comparison, these index num-
bers were ranked, with the highest state shown as 1 and the
lowest shown as 10.

For all of these actual corporations the calculations were
carried out separately for each of the three years for which
the data were submitted. A fourth set of calculations was then
made to represent the entire three-year period. In this set the

1. This method of “capitalizing’ rentals to arrive at an estimated value is commonly used
by those states requiring the inclusion of a capitalized rental figure in their income
allocation formulae. It is, of course, strictly an approximation, but it was deemed

satisfactory for present purposes.
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average taxes paid over the period were expressed as a percent
of the average of the three-year values for the several denomi-
nators. These results, too, are shown in index form.

THE RESULTS

The results of the calculations made in the actual corporation
approach are shown separately for each of the three corpora-
tions.

Actual Corporation L

Actual Corporation L is a textile manufacturing corporation
producing a variety of textile products in a number of South-
eastern states. It is chartered in North Carolina. The taxes
analyzed in the present study are those which apply to the
corporation’s manufacturing plant in Alabama (Plant II in
State Y) and to one of the corporation’s manufacturing plants
in North Carolina (Plant I in State X). Table 1 shows selected
plant statistics for both Plant I and Plant II for the calendar
year ending December 31, 1953. Tables 2 and 3 show similar
statistics for the years 1954 and 1955, respectively.

From Table 1 it can be seen that the North Carolina plant and
the Alabama plant are similar in the size of their operations. In
terms of the book value of real property, to be sure, the North

TABLE 1
ACTUAL CORPORATION L

GENERAL STATISTICS FOR TWO TEXTILE PLANTS, IN NORTH CAROLINA AND
ALABAMA—FOR THE YEAR ENDING DECEMBER 31, 1953

Plant Iasa | Plant ITasa| Plant IT
Percent of | Percent of asa
Plant Iin | Plant Il in Total in Total in Percent of
Items State X1 State Y2 State X State Y Plant I
(1) (2) (3) (4) (5)
G 7 R e Rt § 220,402 (3 29,804 16.6 100.0 13.5
2. Depreciable
Assets—Gross......... $17,691,318 |$11,719,641 20.7 100.0 66.2
3. Depreciation Reserve....|$ 9,856,102 |§ 6,081,763 25.2 100.0 61.7
4. Depreciable .
Assets—Net. ......... $ 7,835,217 |$ 5,637,879 16.4 100.0 72.0
5. Average Inventories®....|$ 2,295,337 |$ 2,454,691 9.6 100.0 106.9
6. Number of Employees. . . 2,942 2,913 20.8 100.0 99.0
7. Total Annual Payroll....|[$ 7,606,002 |$ 7,661,444 19.4 100.0 100.7
8. Units of Product Pro-
duced (in yards)....... 89,428,066 | 78,652,724 savw: | mwems 88.0
9. Sales Value of Product
meed. .. .......... $36,555,139 |$33,978,517 24.7 100.0 93.0
il: %out o§ Manufacturing. . .|$32,019,825 |$20,891,998 25.0 100.0 96.5
. Floor Space
(in Square Feet)....... 1,248,450 1,200,317 I (-~ 96.1

NOTES: !State X: North Carolina
28tate Y: Alabama
3Average of monthly figures
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TABLE 2
ACTUAL CORPORATION L

GENERAL STATISTICS FOR TWO TEXTILE PLANTS, IN NORTH CAROLINA AND
ALABAMA—FOR THE YEAR ENDING DECEMBER 31, 1954

| Plant Iasa | Plant IIasa| PlantIT
| Percent of Percent of asa
| Plant I in Plant II in Total in Total in Percent of
| Items State X1 State Y? State X State Y Plant I
(1) () (3) (4) (5)
L. Land.....cconnnviinn.. $ 212,049 |3 29,804 16.5 100.0 14.1
2. Depreciable
Assets—Gross......... $18,469,258 |$11,651,731 20.4 100.0 63.1
8. Depreciation Reserve....|§ 9,475,905 |$ 6,302,149 22.4 100.0 66.5
4. Depreciable
Assets—Net. ......... $ 8,993,353 |$ 5,349,582 18.7 100.0 59.5
5. Average Inventories?....|$ 2,391,024 |$ 3,309,016 10.1 100.0 138.4
! 6. Number of Employees. . . 2,699 2,984 20.7 100.0 110.6
! 7. Total Annual Payroll. .. .|$ 6,490,707 |$ 7,086,577 (3 19.2 100.0 109.2
8. Units of Product Pro-
duced (in yards)....... 73,310,058 | 68,365,083 et | e R 93.3
9. Sales Value of Product
Produced. ............ $27,911,775 |$29,551,406 23.3 100.0 105.9
10. Cost of Manufacturing. . .|$26,625,277 |$29,252,967 23.9 100.0 109.9
; 11. Floor Space
| (in Square Feet).......| 1,248,450 1,200,317 PRI [y S 96.1

|

i NOTES: !State X: North Carolina

i 2State Y: Alabama

| 3Average of monthly figures
!

TABLE 3
ACTUAL CORPORATION L
| GENERAL STATISTICS FOR TWO TEXTILE PLANTS, IN NORTH CAROLINA AND
ALABAMA—FOR THE YEAR ENDING DECEMBER 31, 1955
Plant T asa | Plant1lasa Plant IT
Percent of Percent of asa
Plant I in | Plant Il in Total in Total in Percent of
Items State X1 State Y2 State X State Y Plant I
(1) @) @ (4) (5)
A 7 e e $ 198,182 |3 22,468 21.7 100.0 11.8
2. Depreciable
Assets—Gross. . ....... $18,526,541 |$11,827,631 20.5 100.0 63.8
3. Depreciation Reserve....|$ 9,421,061 |$ 6,504,898 22.2 100.0 69.0
4. Depreciable
Assets—Net.......... $ 9,105,480 |$ 5,822,738 19.1 100.0 58.5
5. Average Inventories?. .. .|$ 2,143,598 3,445,733 9.0 100.0 160.7
6. Number of Employees. .. 2,699 2,984 20.6 100.0 110.6
7. Total Annual Payroll. ...|$ 5,990,465 |§ 8,123,828 16.1 100.0 135.6
8. Units of Product Pro-
duced (in yards)....... 65,096,551 | 78,730,580 san * s 113.3
9. Sales Value of Product
Produeed. ............ $27,497,304 |$31,227,104 19.1 100.0 113.6
10. Cost of Manufacturing. . . |$26,823,765 |$30,062,831 18.6 100.0 112.1
11. Floor Space
(in Square Feet)....... 1,248,450 | 1,200,317 PO [ R 96.1
NOTES: 1State X: North Carolina
2State Y: Alabama
A verage of monthly figures
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Carolina plant is considerably larger. In land value, especially,
the criterion of similarity is not maintained, although relatively
small values are involved in both cases.

Table 4 shows the taxes paid by Corporation L in North
Carolina and in Alabama as these are related to the operations
of Plants I and II. The ratios used to apportion the total “non-
direct” taxes to each of the plants were calculated from the
figures of Tables 1 to 3, inclusive, as the arithmetic average of
lines 1, 2, 3, 4, 5, 6, 7, 8, and 10, columns 3 and 4. The total taxes
related to the operation of Plant I in North Carolina thus
amounted to $434,065 in 1953. The comparable tax figure for
Plant II in Alabama is $103,844. Similar differences are
illustrated for the later years.

The total taxz bills for the North Carolina site are approxi-
mately four times larger than the total tax bills for the Alabama
site. It is clear that this difference is not explained by differences
in the size of the plants. Table 5 shows the total tax bills for the
three years, for each of the plants, expressed as percentages of
various plant statistics. From these measures it can be seen that
the tax burden imposed by Alabama is from 25 percent to 30
percent of that imposed by North Carolina in 1953. In 1954, the
Alabama tax burden is from 24 percent to 35 percent of the
North Carolina burden. And in 1955, the burden measurements
range from 18 percent to 31 percent—once again, in favor of
Alabama.

The same pattern is deseribed in Tables 6, 7, and 8, describing
the average tax burdens for the three year period 1953-1955,
inclusive. In this case, the five measures of tax burdens show
the impositions of Alabama to be between 22 percent and 32
percent of those of North Carolina. In view of the peculiarities
of the book value figures in this case, it is probably safe to say
that the tax burden upon this Corporation in Alabama is about
25 percent (plus or minus 2 percentage points) of that in North
Carolina.

Unfortunately, the actual corporation approach is not well
suited to a detailed explanation of the reasons for these differ-
ences, but one or two general observations may be made. It is
clear, for example, that the differences do not arise in the busi-
ness license group or the “other ‘non-direct’ taxes” group, for
these two levies are almost completely offsetting in their effects.
Similarly, it is apparent that the differences do not come from
the franchise tax levies, for these are, to all intents and pur-
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poses, identical in the burdens which they impose. The differ-
ences clearly arise in the aréas of the corporate net income tax
and the ad valorem property taxes.

For the three-year period of the present analysis, the average
sales value of the product produced at the Alabama plant was
103 percent of that at the North Carolina plant. The value of
the total product was, in other words, just a little higher in
Alabama than in North Carolina. Over the same period the
average state income tax payment to North Carolina was almost
five times that of the average state income tax payment to Ala-
bama. Although it is difficult to quantify the factors responsible
for this extreme difference in income tax burdens, the factors
themselves are only too obvious. In North Carolina Corporation
L is a domestic corporation. As such, it is subject to the pro-
visions of North Carolina General Statutes, Section 105-134, to
the effect that “Every corporation organized under the laws of
this State shall pay annually an income tax equivalent to six per-
cent of the entire net income, as herein defined, received by such
corporation during the income year.” Unlike a foreign corpo-
ration, Actual Corporation L cannot, under North Carolina law,
determine that portion of its total net income assumed to be
earned within North Carolina and use this as the base to which
the six percent corporate income tax rate is applied. It is also
subject to the provisions of North Carolina General Statutes,
Section 105-146 which provides that a corporation such as this
may deduct the net income taxed under an income tax levied by
the state in which corporate business or property is located. As
a result, Corporation L is able to deduct all of the income subject
to income taxation in other states in developing the figure for
taxable net income in North Carolina. The same section also
states, however, that “In all cases a domestic corporation which
has an established business or investment in property in another
State which does not levy an income tax shall treat any income
or loss from such business or investment as though it occurred
from a business or investment in North Carolina.” Thus, all in-
come earned by Actual Corporation L and associated with its
activities in states not levying an income tax is fully taxable in
North Carolina as North Carolina income. Actual Corporation L
operates in several such states.

In the 1955 session of the North Carolina General Assembly
an addition was made to Section 105-147 of the General Stat-
utes. This provision substantially liberalized the treatment of




TABLE 4
ACTUAL CORPORATION L
TAXES PAID FOR TWO TEXTILE PLANTS, IN NORTH CAROLINA AND ALABAMA, YEARS ENDING DECEMBER 31, 1953, 1954, AND 1955.

1553 1954 1955

Plant I in Plant IT in Plant I in Plant II in Plant I in Plant II in
State X! State Y2 State X1 State Y? State X1 State Y2
(1) () (3) (4) (5) (6)

Type of Tax

“DIRECT” TAXES
1 Total Pr‘oferty Taxes 246,455 45,930 235,429 45,930 248,095 45,346
Busineas Licenses, ete.. ... .. A R T el 3,884 4,912 3,835
49,181

3 TOTAL “DIRECT” TAXES. 246,466 49,764 235,429 50,842

“NON-DIRECT"” TAXES?
916,989 82,070 806,365 12,064 458,700 16,455

4 Statelm:omeTaxerl.”....... f ' '
5 State Franchise Taxes T 127,688 22,010 135,498 21,629 186,063 19,801
8 Other ““Non-Direct" Taxes........oonvur. 21,889 17,919 26,127

7 TOTAL “NON-DIRECT"” TAXES,. 1,085,966 54,080 459,782 38,693 ; 615,890

"NON DIRECT" TAXES APPORTIONED+
State Income Taxes. .. 161,890 82,070 57,908 12,064 80,805 i
9 State Franchise Taxes.......... - ; 22,456 22,010 25,609 i 24,083 19,801
10 Other ""Non-Direct'’ Taxes..... 8,764 3,386 4,624

11 TOTAL “NON-DIRECT" TAXES
APPORTIONED... 187,610 ' 86,898 i 109,012

12 TOTAL ALL TAXES 434,065 103,844 822,927 5 857,107
(Line 3 plus Line 11)

SHLVLS NYILSVIHLNOS HHL ANV VNIT0¥V) HIFON

NOTES: !State X: North Carolina
28tate Y: Alabama
3Total taxes for States X and Y a fplwab]e to all business done in each state.
4Apportionment ratios for State X: 19583—17.6%,; 1954—18.9%; 1956—17.7%

Apportionment ratios for State Y: 100.0% for all years.




TABLE 5
ACTUAL CORPORATION L

COMPARATIVE ANALYSIS OF TAXES PAID FOR TWO TEXTILE PLANTS, IN NORTH CAROLINA AND ALABAMA,
FOR THE YEARS ENDING DECEMBER 31, 1953, 1954, AND 1956..

Year Ending December 81, 1953 Year Ending December 81, 1954 Year Ending December 81, 1955

Column (2) Column (6) Column (8)
State X? | State Y? | as an Index | State X? | State Y2 | as an Index | State X? | State Y? | as an Index
(N.C.=100) (N.C.=100) (N.C.=100)

(1) @) (3) (8) (8) . (9)

Total taxes divided by units of product produced !
(in thousands of yards) $4.863 $1.820 27.200 ) : : : ! 21,129
Total taxes as & percent of sales value of product
produced 1.187 808 25.780 s . ¥ ’ # 21.098
Total taxes as a percent of cost of manufacturing. 1.366 336 24.779
Total taxes as a percent of property! 4.198 1.279 80.603
Total taxes as a percent of annual payroll 5.707 1.365 28.748

NOTES: !Depreciable assets, plus land, plus average inventories
iState X: North Carolina
3State Y: Alabama

NI SEXV] TVO0TT ANV HLVLS 40 LOVAW] HH[J,
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income earned in a foreign state by a domestic corporation.
Prior to 1955 a North Carolina corporation operating in Ala-
pama (for example) was permitted to deduct, for North Caro-
lina income tax purposes, only that amount of income subject
to taxation in Alabama. Since Alabama permits the deduction
of federal income taxes, the amount of income represented by
the federal income tax was not “subject to taxation” in Ala-
bama. This income was not, therefore, permitted as a deduction
in the derivation of North Carolina taxable net income. The
significant language added in 1955-is as follows: All of said net

TABLE 6
ACTUAL CORPORATION L

GENERAL STATISTICS FOR TWO TEXTILE PLANTS, IN NORTH CAROLINA AND
ALABAMA: AVERAGE FOR THREE YEARS ENDING
DECEMBER 81, 1953, 1954, AND 1955.

Plant IL

as a
Items Plant I in Plant IT in | Percent of
State X1 State Y2 Plant [
(1) (2) (3)
1 TADA. cnssrosronsonsssnaanssnanasissadinsinminee $ 210,194 |$ 27,359 13.0
2 Depreciable Assets—Net........ccoooiiniiiiciniren $ 8,644,683 |$ 5,436,731 62.9
8 Average Inventories...............ooiiuiiaaaniains $ 2,276,653 |$ 3,069,813 134.8
4 Number of Employees. .. ....cociceuaraininnerienes 2,780 2,960 106.5
5 Total Annual Payroll.......ccoviunnunnninnennnonn. $ 6,695,725 |$ 7,623,950 113.9
§ Units of Product Produced (yards)................-- 75.944.892 | 73,582,779 96.9
7 Sales Value of Product Produeed................c000 330,654,739 |$31,585,676 103.0
8 Costof Manufacturing. . . .....coavvvenucaiinienas $28,489,622 |$30,069,265 105.5
NOTES: !State X: North Carolina

1State Y: Alabama
3Three-year average of annual averages of monthly figures

TABLE 7
ACTUAL CORPORATION L

TAXES PAID FOR TWO TEXTILE PLANTS, IN NORTH CAROLINA AND ALABAMA
AVERAGE FOR THREE YEARS ENDING DECEMBER 81, 1953, 1954, AND 1955.

Plant I in Plant II in
Items State X1 State Y2
(1) (2)

“DIRECT"” TAXES
1 Total Property TAXeS......ceeeeeeasonarssssrrsnronessatansssss $ 243,326 ($3 45,735
9 PBusiness Licenses, 8te.. . . cc..czcacemeasnnssanacsssarssasssnanan] smseccos 4,194
3 Total “Direct” TAXEB.....cucuvenssanssssscatssarrarnsetssnaindt $ 243,326 |$ 49,929
“NON-DIRECT” TAXES—APPORTIONED
4 StateIncome Tax.......ovceveuivensan- § 99,866 |§ 20,196
5 State Franchise Tax 21,147
6 Other “Non-Direct” TRXeS. ......ocaececessssensssssssncscarass|  SpF8D | c0vee--v
7 Total “Non-Direct” Taxes 41,343
8 TOTAL ALL TAXES....cccucuaannnsaasasttossansssnetssssses $ 91,272

NOTES: IState X: North Carolina
2State Y: Alabama
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TABLE 8
ACTUAL CORPORATION L

COMPARATIVE ANALYSIS OF TAXES PAID FOR TWO TEXTILE PLANTS, IN NORTH
CAROLINA AND ALABAMA: AVERAGE FOR THREE YEARS ENDING
DECEMBER 31, 1953, 1954, AND 1955.

Column (2)
Plant Iin | Plant I in | as an Index
Measure State X1 State Y2 | (N.C.=100)
(1) (2) (3)
1 Total taxes divided by units of product produced
(in thousands of yards). ..........c.ocvvueunennnnss $ 488.73 |3 124.04 25.380
2 Total taxes as a percent of sales value of product
POORIOE L o v 3 i s 5 e B b AR R A 1.211 .290 23.947
3 Total taxes as a percent of cost of manufacturing. . ... 1.303 .804 23.331
4 Total taxes as a percent of property3............00.. 8.3387 1.070 32.065
5 Total taxes as a percent of annusl payroll............ 5.543 1.197 21.595

NOTES: 1State X: North Carolina

3State Y: Alabama

3Depreciable assets, plus land, plus average inventories
income from such business or property in another state shall be
deemed taxed in such other state if any income tax is levied
thereon by such other state, regardles of any deductions, exemp-
tions or credits allowed or allowable under the laws of such
other state in computing the tax due to it.” This provision was
made to apply to a taxpayer’s taxable year beginning after De-
cember 31, 1954, so that the calculations for the present study
reflect the new provision for one of the three years.

In Alabama Actual Corporation L is a foreign corporation. As
such, it is taxable, under Alabama law, only upon that portion
of its total net income assumed to have been earned in Alabama.
This portion must be determined, if possible, by a system of
separate aceounting.® If this is not possible, the determination
is made by the application of an allocation formula which is
the arithmetic average of (1) the ratio of the property owned
by the corporation in Alabama to the property owned by the
corporation everywhere; (2) the ratio of manufacturing costs
incurred in Alabama to manufacturing costs incurred every-
where; and (3) the ratio of the corporation’s sales made from
warehouses, stock or inventories located within Alabama to the
corporation’s sales everywhere.® The formula itself is a fairly
common one and is not the source of great liberality in the Ala-
bama tax structure (although the fact that a sales factor is in-
cluded for a manufacturing corporation makes the allocation
formula much more liberal than the North Carolina formula
applied to foreign manufacturers). The important point is that

8. Alabama Income Tax Regulations 398.2.
9, loc. eit
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—hather the allocation is madé by formula or by separate “ac-
counting it is clear in its attempts to permit a tax levy only
upon that portion of the total net income assumed to have been
earned in Alabama. To this extent, the base of the North Caro-
lina income tax on Corporation L is much wider than the base
of the Alabama income tax.

The base of the North Carolina income tax is wider in one
other important respect. The Alabama law permits the deduc-
tion of the federal net income tax in the determination of the
taxable net income in Alabama (in-this case, of course, a portion
of the total federal income tax assumed to be related to the
income earned in Alabama).} The North Carolina law does not
permit this deduction. The magnitude of the present-day federal
income tax makes this an extremely important element in the
explanation of the differences between the North Carolina and
Alabama total tax burdens upon Actual Corporation L.

Finally, the income tax burden in North Carolina is signifi-
cantly heavier than that in Alabama because of the differences
in tax rates. North Carolina levies a tax of six percent on the
taxable net income, while Alabama levies a tax of only three
percent on the taxable net income.™

As is well known, the North Carolina state and local revenue
structure tends to emphasize taxes levied at the state level. Since
the ad valorem property tax is, in most states, predominantly
a local levy, it might be thought that Actual Corporation L
would find a partial offset for its relatively high North Carolina
income taxes (as compared with those of Alabama) in relatively
low property tax levies. This was definitely not the case. For the
three-year period 1953-1955, inclusive, average annual property
taxes paid in North Carolina by Corporation L for Plant I were
$243,326. In Alabama for the same period the average annual
property taxes (state and local) were $45,735. Part of this dif-
ferential can be explained, of course, by the fact that the book
value of the important taxable items (land, depreciable assets,
and inventories) was somewhat higher in North Carolina than
in Alabama. But this cannot explain all of the differential. On
the three-year average basis, the property taxes paid by Cor-
poration L in North Carolina amounted to 2.186 percent of the
book value of land, depreciable assets, and inventory (measured
as a three-year average of annual monthly average inventories).

10. Section 402, Title 51, Code of Alabama.
11. North Carolina General Statutes, Section 105-234, Section 398, Title 51, Code of Alabama,
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On the same basis, the property taxes paid by Corporation L in
Alabama amounted to only .536 percent of book value. Approxi-
mately the same relationship prevails for each of the three years
analyzed.

These relatively high North Carolina property tax burdens
are not the result of higher property tax rates in North Caro-
lina. In 1953, for example, the aggregate property tax rate in
North Carolina for Actual Corporation L, as applied to the
property associated with Plant I, was $21.43 per $1,000 of as-
sessed value. In Alabama, the aggregate tax rate for the Cor-
poration’s property at Plant IT was $36.00 per $1,000 of assessed
value. In 1954 the North Carolina rate was $19.57 per $1,000 of
assessed value; in Alabama, the rate was $39.85 per $1,000 of
assessed value. In 1955, the North Carolina rate was $21.78 per
$1,000 of assessed value; in Alabama the rate was $36.00 per
$1,000 of assessed value. In other words, the Alabama property
tax rates applied to the property of Plant II were consistently
higher than the North Carolina property tax rates applied to
the property of Plant I. In spite of this, the Alabama property
tax payments were substantially lower than those in North
Carolina.

The property tax component of the total tax differential is
thus to be explained entirely by differences in the property tax
base. Unfortunately, it was not possible, in this actual corpora-
tion approach, to distinguish, in any quantitative way, between
the effects of assessment practices and the effects of the exemp-
tion structure. But it should certainly be noted that the Alabama
structure does contain significant exemptions for a corporation
such as Actual Corporation L. In particular, Section 2(m) of
Title 51 of the Code of Alabama provides that “All manufac-
tured articles . . . in the hands of the producer or manufacturer
thereof, when stored at or near the place of manufacture or
within the county where same was manufactured or produced,
shall be exempt for twelve months after its production or manu-
facture.” In addition, Alabama law provides that “All cotton
or agricultural products which have been raised or grown in
the State of Alabama, and which remain in the hands of the
producer thereof . . . and for a period of one year in the hands

of the purchaser or the manufacturer” shall be exempt from
taxation. 12

12. Section 2(h), Title 61, Code of Alabama, italics added.
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In the North Carolina law there are a number of provisions
of somewhat uncertain effect relating to the ad valorem taxation
of cotton. Section 105-298 (b) of the North Carolina General
Statutes provides that . . . from the total value of cotton stored
in this State there may be deducted by the owner thereof all
bona fide indebtedness incurred directly for the purchase of said
cotton and for the payment of which the cotton so purchased is
pledged as collateral.” In addition, section 105-297 (15) of the
North Carolina General Statutes exempts “all cotton while sub-
jeet to transit privileges under Interstate Commerce Commis-
sion Tariffs.” Since the latter provision was inserted only in
the 1955 session of the General Assembly, its full effects are
not yet known. It is not, of course, reflected in the calculations
of the present study. The combined effects of these two statutory
provisions could, however, substantially reduce the ad valorem
property tax liability associated with the cotton inventories of
many textile manufacturers in North Carolina.’®

Actual Corporation M

Actual Corporation M is the second textile corporation ana-
lyzed in the actual corporation approach. It, too, is a domestic
corporation producing a wide variety of textile products in a
number of plants spread throughout the Southeastern states.
The taxes analyzed in the present study are those which apply
to one of the Corporation’s manufacturing plants in North Caro-
lina (Plant I in State X) and to one of the Corporation’s
manufacturing plants in South Carolina (Plant II in State Y).
The tabular representation of general plant statistics and tax
analysis is similar to that shown above for Actual Corporation
L. Thus, Table 9 shows selected plant statistics for both Plant
I and Plant II for the calendar year ending December 31, 1953,
while Tables 10 and 11 show the same information for years
1954 and 1955.

As can be seen from Tables 9, 10, and 11, the two plants
selected for analysis are slightly less comparable, in terms of
the size of their operations, than were the plants of Actual Cor-
poration L. They do, however, produce comparable products. In
general, it may be said that Plant II in South Carolina is some-
what smaller than Plant I in North Carolina, although this
clearly does not apply to the several figures concerned with the
book value of the assets at each location. The book value figures

13. In addition, Section 105-189 of the North Carolina General Statutes provides a one-year
exemption of cotton and other farm products owmed by the original producer.
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(except for inventory) are somewhat higher for Plant II in
South Carolina, while the production figures are somewhat higher
for Plant I in North Carolina. It is not felt, however, that these
differences are sufficient to destroy the comparability of the tax

burdens for each plant.

Table 12 shows the taxes paid by Corporation M as related to
Plant I and Plant IT in all three years of the present analysis.

TABLE 9

ACTUAL CORPORATION M

GENERAL STATISTICS FOR TWO TEXTILE PLANTS, IN NORTH CAROLINA AND
SOUTH CAROLINA, YEAR ENDING DECEMBER 31, 1953.

ACTUAL CORPORATION M

GENERAL STATISTICS FOR TWO TEXTILE PLANTS, IN NORTH CAROLINA AND
SOUTH CAROLINA, YEAR ENDING DECEMBER 31, 1954.

Plant I as a |Plant II as a
Percent of | Percent of |Plant II as a
Items Plant I in Plant II in Total in Total in Percent of
State X1 State Y2 State X State Y Plant I
(¢V] (2) )] (4) (5)
1 Depreciable Assets—
1 R . $ 7,275,151 |$ 7,791,354 7.4 61.2 107.2
2 Depreciation Reserve....|$ 3,037,684 |§ 829,480 6.7 29.4 27.8
3 Depreciable Assets—
N o e e $ 4,237,467 |3 6,961,873 8.0 70.3 164.3
4 Average Inventories?.....|$ 1,616,015 |$ 1,094,684 6.1 50.8 67.7
5 Number of Employees. ... 1,193 1,193 7.5 58.4 100.0
6 Total Annual Payroll....|$ 3,791,776 |$ 3,488,649 9.4 58.4 92.0
7 Units of Produet Pro-
duced (yards)......... 182,490,154(123, 566,230 67.7
8 Sales Value of Product
Prodiced. . ...oueeeame $12,023,115 |$11,637,297 7.3 52.9 96.8
9 Cost of Manufacturing. . .|$10,456,245 |$ 9,931,783 7.3 53.0 95.0
10 Floor Space (square feet). 426,168 569,750 e aeid 133.7
NOTES: !State X: North Carolina
iState Y: South Carolina
3Average of Monthly Figures
TABLE 10

[

Plant I as a |Plant IT as a
Percent of Percent of [Plant IT as a
Items Plant I in Plant IT in Total in Total in Percent of
State X1 State Y2 State X tate Y Plant I
(1) (2) (3) (4) (5)
1 Depreciable Assets—
GHOMS . o s cmwve siaimni $ 7,481,854 |$§ 7,969,920 7.4 60.6 106.5
2 Depreciation Reserve. .. .|$ 3,346,991 |$ 1,327,311 71 36.6 89.7
3 Depreciable Assets—
Neb st 1% 4,134,863 |$ 6,642,609 7.7 69.8 160.6
4 Average Inventories?. .|$ 1,414,801 |$ 1,210,817 5.3 69.9 85.6
5 Number of Employees. ... 994 1,093 6.8 55.6 110.0
6 Total Annual Payroll. .. .|$ 3,482,963 |$ 3,304,672 9.2 54.8 94.9
7 Units of Produet Pro-
duced (yards)......... 156,167,214 |104,543 302 66.9
8 Sales Value of Product
Produced. ............ 311,038,582 |$ 8,996,191 7.1 45.7 81.5
9 Cost of Manufacturing. ..|$ 9,823,332 |$ 8,210,975 7.9 45.9 83.6
0 Floor Space (square feet) . 426,168 569,750 fooaela 133.7

NOTES:

1State X: North Carolina

2State Y: South Carolina

3Average of Monthly Figures
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TABLE 11
ACTUAL CORPORATION M

GENERAL STATISTICS FOR TWO TEXTILE PLANTS, IN NORTH CAROLINA AND
SOUTH CAROLINA, YEAR ENDING DECEMBER 31, 1955.

Plant I as a |Plant IT as a
Percent of Percent of |Plant II as a
Items Plant I in Plant II in Total in Total in Percent of
State X! State Y2 State X State Y Plant I
1) (2 3) (4) (5)
1 Depreciable Assets —
TOBB. . csoensnsosaren $ 7,408,450 |$ 8,613,714 7.4 68.7 116.3
2 Depreciation Reserve. ...[$ 8,188,201 |§ 1,800,715 6.7 41.1 56.5
3 Depreciable Assets— g
Pg'et .................. $ 4,220,160 |$ 6,812,999 7.9 66.2 161.4
4 Average Inventories?®..... $ 1,243,099 |$ 2,182,086 3.8 82.9 175.6
5 Number of Employees. ... 1,193 1,193 8.2 57.0 100.0
& Total Annual Payroll. .. .|$ 4,130,999 |§ 4,136,263 9.9 63.7 100.1
7 Units of Product Pro-
duced (yards)......... 183,282,828 |144,718,148 R g 79.0
8 Sales Value of Product
ueed......ouenne $12,857,619 |312,263,283 8.0 60.56 95.4
9 Cost of Manufacturing . . .|$10,809,727 |$ 9,684,329 7.3 56.7 80.3
10 Floor Space (square feet) . 426,168 569,750 Sabe {iw s 133.7

NOTES: !State X: North Carolina

2State Y: South Carolina

3Average of Monthly Figures
In each year the total North Carolina taxes and the total South
Carolina taxes were almost exactly the same. Total taxes were
a fraction lower in North Carolina in each year.

When the total tax bills are related to the several statistical
measures of tax burdens, the differences between the two states
are somewhat enlarged. The results of these comparisons are
shown in Table 13. With the exception of the property measures,
the tax burdens show up as higher in South Carolina than in
North Carolina. In 1953, the South Carolina tax burden was
from 4 percent to 48 percent higher than in North Carolina,
depending upon the measure selected. In 1954, South Carolina
taxes were from 8 percent to 53 percent higher. And in 1955,
South Carolina taxes were from 1 percent to 28 percent higher.

The same general pattern is exhibited in Tables 14, 15, and 16,
all of which relate to average taxes and average plant statistics
over the three-period 1953-1955, inclusive. Once again, if the
property measure is excluded, the South Carolina tax burdens
imposed upon Plant II show up as somewhat higher than the
North Carolina tax burdens imposed upon Plant I. In this case,
the burdens range from a low of 5 percent higher to a high of
42 percent higher.

In all such cases as this, when the several measures selected
to represent tax burdens do not agree, the problem arises as to
which of the measures come closest to telling the best story




TABLE 12
ACTUAL CORPORATION M

TAXES PAID FOR TWO TEXTILE PLANTS IN NORTH CAROLINA AND SOUTH CAROLINA,
- YEARS ENDING DECEMBER 31, 1958, 1954, AND 1955

Year Ending December 81, 1958 Year Ending December 31, 1954 Year Ending December 81, 1955

Type of Tax Plant I in Plant II in Plant I in Plant II in Plant I in Plant IT in
State X1 State Y? State X1 State Y2 State X! State Y2

“DIRECT" TAXES

1 Total Pro 107,146 92,434 111,840 94,249 115,447
2 Business Licenses, ete...........covevvunnnn. .

8 Total “Direct” Taxes 98,544 107,146 92,434 111,840 115,447

“NON-DIRECT” TAXES?
4 8tate Income Taxes.... Yee 1,021,876 126,766 841,407 22,722 506,595 42,588
6 State Franchise Taxes. .. ¥ 142,181 ’ 150,997 » 151,769
6 Other *"Non-Direoct"” Taxes. . b 28,886 19,869

7 Total " Non-Direct' Taxes...... 1,187,802 512,878 . 686,989 - 48,468

“NON-DIRECT" TAXES—AFPORTIONED ;
8 State Income Taxes 77,668 24,928 87,820 27,469
9 State Franchise Taxes 10,806 11,028 8,287 . 11,882

10 Other ““Non-Direct' Taxes 1,811 1,457 2,144

11 Total “Non-Direct" Taxes Apportioned 90,280 87,408 51,446

12 Total All Taxes (line 3, plus line 11) 188,824 189,244 129,887 188,056 - 145,69'6 146,706

NOTES: 1Buta X: North Carolina
State Y: South Carolina
'Totll taxes for states X and Y a )glplluble to all business done in each state
{Apportionment ratios for atate 1968—7.6%; 1954—7.8%; 19656—7.6%
Apportionment ratios for state Y: 1958—0567.2%; 19564—066.9%; 1956—64.6%
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TABLE 138
ACTUAL CORPORATION M

COMPARATIVE ANALYSIS OF TAXES PAID FOR TWO TEXTILE PLANTS, IN NORTH CAROLINA AND SOUTH CAROLINA,
FOR YEARS ENDING DECEMBER 81, 1958, 1954, AND 1965,

Year Ending December 81, 1953 Year Ending December 81, 1954 Year Ending December 31, 19556
Column (2) Column (5) Column (8)

State X2 | State Y3 | as an Index | State X2 | State Y? | as an Index | State X? State Y? | as an Index
Measure (N.C.=100) (N.C.=100) (N.C.=100)
(3) (6) (M (8) (9

Total taxes divided by units of product pro-
duced (in thousands of yards) d . 148.019 i 4 158.012 $ .79 127.848
Total taxes as a percent of sales value of

product produced ’ . 103,567 i - 125.766 105.560
Total taxes as a percent of cost of

manufacturing. . cooooranaiiiiririiiiiinan, ;i . 105.482 .81 LB 122,542 112.889
Total taxes as & percent of property! v . 72.816 G d 72.898 d i 61.165
Total taxes as a percent of annusal payroll f i 108.936 107.994 100. 667

1Depreclable assets, plus land, plus average inventories
sgtate X: North Carclina
aState Y: South Carolina

NOTES:
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about the relative burdens of taxation. In the present case, there
are reasons for supposing that the book value measures are not
truly representative of property values or of the ability to pay
taxes. If this measure is excluded, there can be no question
about the fact that South Carolina levied higher taxes on Actual
Corporation M than did: North Carolina for the period under
consideration. Three of the remuining indicators are relatively
consistent, while the fourth (total taxes divided by units of the
product produced) amplifies the difference in the tax burdens
between the two states. Although the products of the plants are
of the same type, it is apparent that those of Plant II in South

TABLE 14
ACTUAL CORPORATION M

GENERAL STATISTICS FOR TWO TEXTILE PLANTS, IN NORTH CAROLINA AND
SOUTH CAROLINA: AVERAGE FOR THREE YEARS ENDING
DECEMBER 31, 1953, 1954, AND 1955.

PlantIlasa
Items Plant I in Plant IT in Percent of
. State X1 State Y? Plant I
(1) (2) (3)

1 Depreciable Assets—Net.............. $ 4,308,300 $ 6,805,827 158.0
2 Average Inventories3.................. $ 1,424,638 $ 1,495,862 105.0
3 Number of Employees.......... = 1,127 1,160 102.9
4 Total Annual Payroll............. $ 3,801,913 $ 8,643,195 95.8
5 Units of Product Produced (yards) 178,980,065 124,274,227 71.4
6 Sales Value of Product Produced 5 $11,973,105 $10,965,590 91.6
7 Cost of Manufacturing. . .............. $10,363,101 $ 9,275,696 89.5

NOTES: !State X: North Carolina
IState Y: South Carolina
3Three-year average of annual averages of monthly figures.
TABLE 15
ACTUAL CORPORATION M

TAXES PAID FOR TWO TEXTILE PLANTS, IN NORTH CAROLINA AND SOUTH CARO-
LINA: AVERAGE FOR THREE YEARS ENDING DECEMBER 31, 1953, 1954, AND 1955

Plant I in Plant II in
Items State X1 State Y2
(1) (2)

“DIRECT" TAXES
1 LAl PrOPRIEY TR o\ o, 5 e sy m s S T A $ 95,076 $111,478

2 Business Licenses, etc.

3 Total “Direct” TaXeS. .. ..........coiureirannronnnn $ 95,078 $111,478
“NON-DIRECT” TAXES—AFPPORTIONED

4 StateIncome TaX. . ...........cc0iermennnnnnns, L. $ 46,837 $ 87,684
b State Franchiee TRE. . .. ...uvicieniiieinivasssensaon 11,070 7,223
6 Other “Non-Direct” Taxes. ............0oueoueennnnnn.. 180 | saanaaans
T Total “Non-Direct” Taxes..........ccouveenenrsnn. $ 59,711 $ 44,857
8 TOTAL ALY TAXER ..o onvvssviisssiomsess $154,787 $156,835

NOTES: IState X: North Carolina
35tate Y:  South Carolina
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TABLE 16
ACTUAL CORPORATION M

COMPARATIVE ANALYSIS OF TAXES PAID FOR TWO TEXTILE PLANTS, IN NORTH
CAROLINA AND SOUTH CAROLINA: AVERAGE FOR THREE YEARS ENDING
DECEMBER 31, 1953, 1954, AND 1955.

Plant I in Plant IT in Column (2) asan
Measure State X! State Y2 Index (N.C.=100)
(1) (2) (3)
1 Total taxes divided by units of product
produced (in thousands of yards). . ... $ .89 $1.26 141,578
2 Total taxes as a percent of sales value
of product produced................. 1.293 1.426 110.286
3 Total taxes as a percent of cost of *
manufacturing. ... o ccrrsacaanaiass 1.494 1.685 112.784
4 'Total taxes as a percent of property3.... 2,700 1.883 69.741
5 Total taxes as a percent of annual
payroll. . ..civenaviinonnancnnnnenesy 4.071 4.291 105.404

NOTES: IState X: North Carolina
2State Y: South Carolina
sDepreciable assets, plus average inventories

Carolina are of a relatively high value. This is indicated by the
fact that while the North Carolina plant produced a larger num-
ber of units of the product, the output gap between the two
plants was narrowed when expressed in terms of the sales value
of the products produced. For this reason, then, it would seem.
to be proper to give less weight to the yardage measure of out-
put than to the dollar measure of output. With this deletion the
results would show that the tax burden imposed upon Actual
Corporation M by South Carolina was approvimately 10 percent
(plus or minus five percentage points) higher than that imposed
by North Carolina.

 The pattern of tax burdens imposed upon Actual Corporation
M by North Carolina and South Carolina is much closer to that
which would be expected from an examination of the total tax
systems of each state than it was in the analysis of Corporation
L. Table 15 shows clearly that North Carolina tax levies are
relatively heavy for state-level taxes and.are relatively light for
local-level taxes. For the three-year period 1953-1955, inclusive,
Corporation M paid corporate net income taxes for Plant I in
North Carolina of $46,837, or nearly .40 percent of the average
sales value of the product produced at the plant. Over the same
period, the corporation paid corporate net income taxes for
Plant II in South Carolina of $37,634, or approximately .34
percent of the average sales value of the product produced at
Plant II. The property taxes associated with Plant I were, how-
ever, considerably smaller than those associated with Plant IL.
For. the three-year period the property taxes averaged $95,076
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for North Carolina, or about .80 percent of the average sales
value of the product; for South Carolina they averaged $111,478
or about 1.00 percent of the average sales value of the product.
In this case, then, the relative centralization of functions and of
revenue instruments in North Carolina does produce the ex-
pected pattern in the tax burdens of Actual Corporation M. It
18 interesting to note, however, that the ad valorem property tax
18 the highest tax paid in both states.

The effects of comparing the North Carolina income tax and
the South Carolina income tax are not nearly as dramatic as
were those associated with the North Carolina-Alabama com-
parison, if only because the results of the present analysis are
much closer together. For the same reason, it is more difficult
to pinpoint the reasons for the differences that do exist. Un-
doubtedly, one of the most important factors making for higher
income tax burdens in North Carolina than in South Carolina
is the difference in tax rates. For all but the last year in the
analysis the corporate income tax rate in South Carolina was 4.5
percent.! For 1955 the South Carolina rate was 5 percent.’® For
all three years, the North Carolina rate was, of course, 6 percent.

Neither state permits the deduction of the federal income tax
in the derivation of taxable net income. In fact, all of the pro-
visions with respect to allowable deductions are much the same
in both states, with the exception of those provisions in the
North Carolina law, that, for Corporation M, take the place of
the allocation formula.

Once again, however, it is necessary to emphasize the effects
of the definition of the income tax base as this relates to the
income considered to be taxable by each of the states. In this
case, too, the corporation under examination is a domestic cor-
poration in North Carolina and a foreign corporation in South
Carolina. Once again, the corporation is subject to tax in North
Carolina on all of its income, wherever earned, with a deduction
allowed for income taxable under income tax statutes in other
states; whereas in South Carolina only that portion of the total
net income considered to have been earned in South Carolina is
subject to income taxation. The differences are not as great as

14. Section 656-222, Code of South Carolina.

15. H. B. 1304, Laws of 1955, changed the corporate income tax rate from 4.5 percent to
5 percent, effective for accounting periods ending after June 80, 1955. The sccounting
period for Corporation M ends December 31. The 4.5 percent rate is, of course, re-
flected in the earlier years. If the answers are applied to present-day experience, then,
the income tax advantage of South Carolina must be understood to be ewhat smaller
than that shown in the present analysis. Similarly, the total tax burden differential
between North Carolina and South Carolina must be widened slightly,
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with Corporation L, however, partly because the South Carolina
allocation formula is not as liberal as that of Alabama. The
South Carolina formula is much the same as the North Carolina
formula, in that, for a manufacturing corporation, it does not
contain a sales factor. It consists of the arithmetic average of
(1) the ratio of the corporation’s property in South Carolina
to the corporation’s property everywhere; and (2) the ratio of
the manufacturing costs incurred by the corporation in South
Carolina to the manufacturing costs incurred by the corporation
everywhere.!® Even so, as applied to Corporation M the South
Carolina formula is more liberal than the North Carolina law,
since the latter does not permit the application of an allocation
formula to the income of a domestic corporation.?

The most important reason for the relatively high ad valorem
property tax levies of South Carolina was undoubtedly the high
level of the property tax rates. The aggregate levy applied to
the assessed value of the property at Plant I in North Carolina
in 1953 was $22.05 per $1,000 of assessed value; The South
Carolina rate was $100.07 per $1,000 of assessed value. In 1954
the North Carolina rate was $21.58 per $1,000 of assessed value;
the South Carolina rate was $98.00 per $1,000 of assessed value.
In 1955 the North Carolina rate was $22.01 per $1,000 of as-
sessed value: the South Carolina rate was $101.50 per $1,000 of
assessed value. ,

It is to be expected that part of the property tax differential
is accounted for by differences in assessment practices and by
differences in the exemption structures of the two taxing juris-
dictions. But without much more analysis it is impossible to say
how much of the difference should be attributed to these ele-
ments of the property tax base. Perhaps the most important
statutory exemption in South Carolina as applied to Actual Cor-
poration M is that granting exemption to “all agricultural prod-
ucts in this State”.18 And although the law itself makes no pro-
vision for the exemption of manufacturers’ inventories, the
practice seems to be one of almost complete administrative ex-
emption.??

16. Section 66-232, Code of South Carolina.

17. The North Carolina law requires the application of the alloeation formula to & do-
mestic corporation in order to determine the i leducti for income earn
and taxed in other states. North Carolina General Statutes section 106-147.

18. Section 65-1693, et. seq. with a reeiprocity provision for agrieultural products from
outside the State of South Carolina.

19. Griffenh and A int Amgmsomsmqmcmmruww

mission, 1966, p. 10.
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Actual Corporation N

The third of the corporations selected for analysis in the actual
corporation approach is the retail corporation, holding a foreign
charter, and operating a large number of stores in many states
of the United States. Each of the stores is, to all intents and
purposes, an independent unit for which separate accounts are
kept and for which a separate net profit figure is calculated. The
manager of each store receives a commission based upon the
profit record of the store for the preceding period. The taxes
subjected to analysis here are those associated with selected
stores in the following ten Southeastern states: Alabama, Flor-
ida, Georgia, Kentucky, Louisiana, Mississippi, North Carolina,
South Carolina, Tennessee, and Virginia. Of the eleven states
selected for analysis in the impact study, only Arkansas is miss-
ing from the list of states studied in the actual corporation ap-
proach. :

Because of the confidence which it was possible to place in
the system of separate accounting practiced by Actual Corpora-
tion N, it was possible to include within the scope of the analysis
all taxes paid by the Corporation except sales and use taxes.
However, so that the scope of the actual corporation approach
may be compared with that of the other quantitative approaches
of the present study, the results of the analysis are shown sep-
arately for (1) all taxes, and (2) all state and local taxes (ex-
cluding payroll taxes and sales and use taxes). Because of the
large volume of tabular material associated with this multi-
state corporation, only the final results are shown below.2°

Tables 17, 18, and 19 show, in index number form, the state
and local tax burdens imposed upon the individual stores of
Actual Corporation N in the 10 states selected for analysis. To
arrive at these index numbers, the total state and local taxes
paid by each of the stores was related to a series of figures
selected as measurement bases. In this way, a set of ratios was
derived to represent the state and local tax burden of each of
the stores. These ratios were then expressed as index num-
bers (with the North Carolina ratios assumed equal to 100) by
dividing each of the ratios by the corresponding North Carolina
ratio and multiplying the result by 100. The rank of each state
is shown to the right of each index column.

20. Detailed figures for this ease are shown in Appendix C.




TABLE 17
ACTUAL CORPORATION N

TOTAL STATE AND LOCAL TAXES! AS A PERCENT OF VARIOUS CORPORATE FIGURES,
EXPRESSED AS AN INDEX (NORTH CAROLINA=100), FOR RETAIL STORES IN TEN SOUTHEASTERN STATES,
FOR THE YEAR ENDING JANUARY 81, 1954

Net Profit
Rank for Salaries Rank for Before Rank for | Adjusted Rank for | Unadjusted | Rank for
States Column (1)| and Wages |Column (3) State and |Column (5)| Book Value? |Column (7)| Book Value3 |Column (9)
Iﬂm%ﬁ'{nuu

(8) (10)
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NORTH CAROLINA......
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NOTES: 1Em::luliinf Payroll Taxes - '
2Average Inventory, plus physical assets other than inventory, plus annual rent multiplied by eight.

3Average Inventory, plus physical assets other than inventory.
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TABLE 18
ACTUAL CORPORATION N

TOTAL STATE AND LOCAL TAXES! AS A PERCENT OF VARIOUS CORPORATE FIGURES,
EXPRESSED AS AN INDEX (NORTH CAROLINA=100), FOR RETAIL STORES IN TEN SOUTHEASTERN STATES,
FOR THE YEAR ENDING JANUARY 81, 1955

Net Profit
Rank for Salariea Rank for Before Rank for | Adjusted Rank for | Unadjusted | Rank for
States Column (1)| and Wages |Column (8)| State and |Column (5)| Book Value? |Column (7)| Book Value? |Column (9)

(2) (4) (5) (6) (8) (10)

1
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NOTES: !Excluding Payroll Taxes ¢
1Average Inventory, plus physical assets other than inventory, plus annual rent multiplied by eight.
3Average Inventory, plus physieal assets other than inventory.
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TABLE 19
ACTUAL CORPORATION N

TOTAL STATE AND LOCAL TAXES! AS A PERCENT OF VARIOUS CORPORATEJFIGURES,
EXPRESSED AS AN INDEX (NORTH CAROLINA=100), FOR RETAIL STORES IN TEN SOUTHEASTERN STATES,
FOR THE YEAR ENDING JANUARY 81, 1956,

Net Profit
Rank for Salaries Rank for Before Rank for Adjusted Rank for | Unadjusted | Rank for
Column (1)| and Wages [Column (8)| State and |Column (5)| Book Value? |Column (7)| Book Value3 Column (9)
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NOTES: !Excluding Payroll Taxes
2 Average Inventory, plus physical assets other than inventory, plus annual rent multiplied by eight.

sAverage Inventory, plus physical assets other than inventory.
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TABLE 20
ACTUAL CORPORATION N

TOTAL STATE AND LOCAL TAXES! AS A PERCENT OF VARIOUS{CORPORATE FIGURES,
EXPRESSED AS AN INDEX (NORTH CAROLINA=100), FOR RETAIL STORES IN TEN SOUTHEASTERN STATES,
AVERAGE FOR THREE YEARS ENDING JANUARY 31, 1954, 1955, AND 1956

Net Profit
Gross Rank for Salaries Rank for Before Rank for Adjusted Rank for | Unadjusted | Rank for
States Pront Column (1)| and Wages |Column (8)| State and |Column (5)| Book Value? |Column (7)| Book Value? |Column (9)

Local Taxes
(2) 3) (4) (8) (6) (8) (10)
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NOTES: !Excluding Payroll Taxes ‘
A verage Inventory, plus physical assets other than inventory, plus annual rent multiplied by eight.
3Average Inventory, plus physical assets other than inventory.
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From Table 19 it is clear that North Carolina must be ranked
with the relatively high tax states from the point of view of the
kind of retail enterprises represented by Actual Corporation N.
In terms of the gross profit measure, North Carolina was the
highest taxing state of the group. South Carolina was next in
line, approximately two percentage points behind North Caro-
lina. Kentucky was the lowest taxing state in these calculations,
imposing a tax burden (measured by gross profit) considerably
less than half that imposed by North Carolina. In the year end-
ing January 31, 1956, North Carolina extracted 2.63 percent of
the sample store’s gross profits, while Kentucky, at the other end
of the burden scale, extracted only 1.10 percent.

Much the same pattern is shown by the other measures of tax
burden, with the exception of that based upon net profits before
taxes. Particular note should be taken of column 9 of Table 19
showing the total state and local taxes paid as a percent of
the book value of the corporation’s investment in each of the
stores. Although the rankings of other states are somewhat dif-
ferent from those indicated by the gross profits measure, North
Carolina is still at the top of the list. There is, however, a large
gap between North Carolina and South Carolina, the State oc-
cupying second position in the rankings.

When this measure of the book value of property was adjusted
to include a casually capitalized rental value, North Carolina’s
position was somewhat improved. In column 7 of Table 19 it can
be seen that both South Carolina and Virginia imposed heavier
taxes upon Corporation N than did North Carolina. This change
of rank from the unadjusted bock value list to the adjusted book
value list means, of course, that rent for the North Carolina
store was higher, relative to beok value, than was the rent for

the Virginia and the South Carolina stores. If these were “pure”
rental charges, the adjustment of the book value figures would
add refinement to the tax burden measure. It is dangerous to
assume, however, that the higher rental charges in some states
were the result solely of more desirable premises or locations.
They may, in fact, have been due to higher property taxes in
these states, in which case, of course, the denominator of the
ratio fraction would be enlarged by a tax item that should, more
accurately, be placed in the numerator. Thus, to the extent that
differences in the rental factor are to be accounted for by dif-
ferences in the property tax burden, the effect on the distribu-
tions of tax burdens as between these ten states should be less
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severe than that indicated by the movement from column 9 to
column 7. In terms of the measurements of burdens (as distinet
from the index number expressions and the rank figures), the
results probably should be assumed to lie somewhere between
those represented by the figures of column 9 and those of column
T of Table 19.

In all three tables representing annual state and local tax
burdens the column illustrating total state and local taxes as a
percent of net profit before state and local taxes appears to be
perverse. It appears, in other words, to show quite different re-
sults from all of the other columns. In the present case this
relationship results from the fact that there is a tendency for
the ratio of net profit before taxes to book value to decrease as
the book value increases. In other words, the percentage return
on investment, before taxes, seems to decline as the investment
increases. The pattern is by no means uniferm, but the tendency
is clear. Much the same thing is true of the relationship between
gross profit and net profit. As gross profit increases, the ratio of
net profit to gross profit tends to decline. Where this tendency
does exist, there is also a tendency for the states involved to
reverse their positions on the ranking scale, so that those which
appear relatively high on the scale of the gross profit and the
book value measures appear relatively low on the scale of the
net profit measure. Unfortunately, it was impossible to extend
the requirement of comparability to the net earnings ratios of
the individual stores, but it is clear that the lack of such com-
parability seriously impairs the usefulness of the net profit
measurement of tax burdens in the present case. It should also
be noted, as a further indication of the weakness of the mnet
profit measure in this case, that the rankings of the individual
states show rather violent changes from year to year on the net
profit scale, thus indicating the variability of net profits com-
puted on an annual basis.

The fact that North Carolina appears as a rather low tax
state by the net profit analysis makes the net profit figures an
extremely attractive measuring device if self-satisfaction and
complacency are to be the guiding principles of tax analysis.
Unfortunately, however, these provide rather thin justification
for the use of this measure in the present case. In theory, the
book value measure is much to be preferred to the net profit
measure, as long as it can reasonably be maintained that the
book value figures are comparable for the several units being

e y
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compared. The preference for an asset measurement such as
this comes, of course, from the fact that it is much more closely
related to the concept of financial ability to pay taxes than is
an annual (or even a three-year average) net profit figure. For
Corporation N, it is believed that the book value figures show a
high degree of comparability. The problems of depreciation are
minimized by the fact that the land and buildings are leased in
every case and, in part, by the fact that the largest single asset
value is inventory. Inventory valuation is centralized and uni-
form for each of the stores. Furthermore, it must be supposed
that variety store inventory exhibits considerable uniformity
with respect to volume (as related to sales) and type for the
several stores in a chain store system. Variations could existin
the valuation of leasehold improvements, because of the depre-
ciation element, but it should be noted that Corporation N began
the operations of all but three of the ten stores at approximately
the same time, so that, with uniform accounting practices ap-
plied to all, the differences in book value resulting from the
character of the depreciation policy are likely to be rather small.
The North Carolina store, incidentally, was among the majority
in this respect.

There is a further reason for preferring the book value meas-
ure over the net profit measure in a case such as this. This reason
relates to the probable attitude of businessmen. In the consid-
eration of tax burdens, the calculus is much more likely to be in
terms of “how much is the return on my investment reduced
by these taxes” than of “how much are these taxes going to
reduce my net profits”. When the managers of an enterprise
such as that of Corporation N contemplate a new operation in
a given location they undoubtedly give primary consideration to
the percentage return they may expect on their investment. If
they think of taxes at all, they think of them in the sense of
reducing this return. If this is the correct interpretation, the
calculation for each state should begin with the determination
of the relationship (expressed as a ratio) between the net
profit before all taxes for each store and the total investment
for that store. The calculation should then proceed to show how
the tax structure of each state reduces the profit ratio. This, of
course, is exactly the same thing as calculating the ratio of state
and local taxes to the book value of the property at each store

(assuming the latter properly to represent “investment”).
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The objection might still be raised that it is possible for the
corporation to reduce its agsset figure by increasing its annual
expenses. This reduction would be accomplished by reducing the
corporation’s ownership of assets.and increasing its rental of
assets. While this is admittedly a danger in the unqualified aec-
ceptance of the “investment” measure of tax burdens, it is not

"believed to be of great importance in the present case. All of

the real assets of each store are rented by Actual Corporation N.
The principal assets owned by the corporation are leasehold im-
provements and inventory, with the latter being the much larger
dollar figure of the two. The stores are thus comparable with
respect to the relationship between the kind of property owned
and the kind of property rented. If differences still exist in the
quantity or quality of things rented, the analytical shift should
be from the unadjusted book value measure to the adjusted book
value measure. But there is just as great a chance that differ-
ences in rental expenses come from property tax differentials
as from other value-influencing differentials. If property tax
differentials are significant components of the rental figures,
the shift should be away from the adjusted book value figures
toward the unadjusted book value figures.

Thus, although neither the book value measure nor the net
profit measure is perfectly satisfactory, there is much to com-
mend the former and little to commend the latter. If net profits
could be examined over a five- or ten-year period, the value of
the measure might, for this corporation, approximate that of the
book value measure, although many problems would still remain.
As it is, preference must be given to the unadjusted book value
measure of tax burdens, with supplementary attention given to
the adjusted book value measure. The gross profit and the
salaries and wages measures are useful as supporting evidence.
All five measures are, however, presented in the tabular material.

"In only one of the three years for which data were collected
did North Carolina rank lower than first in this ten-state com-
parison of unadjusted book value measurements of tax bur-
dens.?* For the year ending January 31, 1955, North Carolina
ranked fourth, falling well behind South Carsolina and slightly
behind Virginia and Kentucky. For the whole period, the North
Carolina burden upon Corporation N was measured as 3.678
percent of unadjusted book value. The South Carolina burden was

21. To repeat, the measures are ranked from highest to lowest, with the dubious honor of
first place going to the state with the highest measured tax burdens on the list,
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virtually the same—3.668 percent. The lowest of the 10 states
was Louisiana, with a measurement of 1.807 percent of unad-
justed book value, or almost exactly half that shown for North
Carolina.

Similarly, in only one of the three years (1954) did North
Carolina rank lower than first in the gross profit and the salaries
and wages measures. In the year ending January 31, 1954, North
Carolina ranked sixth on the gross profit schedule and fifth on
the salaries and wages schedule. The average measurements of
burden for the three-year period show North Carolina as first
in both of these schedules. Although the rankings of other states
are somewhat different for each of these measures, the evidence
does seem to support that of the unadjusted book value calcu-
lations.

Tables 21 to 24, inclusive, show the same kind of data for
total taxes (except sales and use taxes). The major additions
to the list of taxes considered are the federal income tax and
payroll taxes, although small amounts of miscellaneous federal
taxes are included for some of the stores. The first three of
these tables show, in index form, the positions of the several
states with respect to North Carolina, as determined by five
separate measures of tax burdens, for each of the three years
ending January 31, 1954, 1955, and 1956. The last of the tables
shows, by the same tabular techniques, the average tax burdens
over the three-year period.

In this comparison, North Carolina fares a little better as a
host to retail establishments of the kind illustrated by Actual
Corporation N. By the preferred unadjusted book value meas-
urement, North Carolina ranked fourth in 1954 (behind Ken-
tucky, South Carolina, and, surprisingly, Alabama). In 1965,
North Carolina ranked third (behind South Carolina and Ken-
tucky). And in 1956, North Carolina ranked first, with South
Carolina ranked as a close second. For the entire three-year
period North Carolina ranked third, with Kentucky in second
position, approvimately 2 percent higher, and with South Caro-
lina first, approximately 16 percent higher.

With respect to North Carolina and, in broad outline at least,
with respect to the other states in the comparison, these results
are borne out by the gross profits and the salaries and wages
measures. With these measures, North Carolina ranked a con-
sistent second behind South Carolina’s consistent first. Florida




TABLE 21
ACTUAL CORPORATION N

TOTAL TAXES AS A PERCENT OF VARIOUS CORPORATE FIGURES,
EXPRESSED AS AN INDEX (NORTH CAROLINA =100), FOR RETAIL STORES IN TEN SOUTHEASTERN STATES,
: FOR THE YEAR ENDING JANUARY 81, 1954

j Net Profit )

Rank for Salaries Rank for Before Rank for § Unadjusted | Rank for

States Column (1)| and Wages |Column (8)| All Taxes |Column (5) Book Value? |Column (9)
) (2 (8) (4 (5) (8) ) (8 (10)
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1Average inventory, plus physical assets other than inventory, plus annual rent multiplied by eight.
IAverage inventory: plus physical assets other than inventory.
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EXPRESSED AS AN INDEX (NO

TOTALYTAXES AS A PERC
RTH CAROLINA

TABLE 22
ACTUAL CORPORATION N

ENT OF VARI
—=100), FOR RETAIL STORES I

FOR THE YEAR ENDING JANUARY 381, 1955.

OUS CORPORATE FIGURES,
N TEN SOUTHEASTERN STATES,

Net Profit '
Gross Rank for Salaries Rank for Belore Rank for | Adjusted | Rank for Unadjusted | Rank for
States Profit Column (1)| and Wages |Column (3) All Taxes |Column (5)| Book Value! |Column (7)| Book Value? |Column (9)
(1) (2) (8) (4) (5) (6 (7 (8) (9) (10)
100.0 2 100.0 2 100.0 4 100.0 8 100.0 8
7.9 7 66.6 8 97.9 8 81.0 ] 94.9 4
86.5 10 26.6 10 109.6 2 39.0 9 82.2 10
90.9 8 89.0 3 99.9 i) 90.8 b 59.8 5
86.3 4 67.6 7 96.2 10 114.4 2 138.8 2
81.7 6 82.7 4 98.5 T 76.9 7 50.1 8
4.7 8 71.8 6 101.9 3 72.0 8 46.7 9
119.6 1 110.6 1 96.7 9 205.9 1 144.9 1
42.2 9 28.6 9 114.4 1 35.8 10 58.1 T
85.5 b 75.7 5 _ 98.8 6 91.5 4 59.5 6

1Average inventory,
2 A verage inventory,

plus physical assets other than inventory, plus annual rent multiplied by eight.
ts other than inventory.
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TABLE 23
ACTUAL CORPORATION N

TOTAL TAXES AS A PERCENT OF VARIOUS CORPORATE FIGURES,
EXPRESSED AS AN INDEX (NORTH CAROLINA =100), FOR RETAIL STORES IN TEN SOUTHEASTERN STATES,
FOR THE YEAR ENDING JANUARY 81, 1956

Net Profit
Gross Rank for Salaries Rank for i Rank for | Adjusted Rank'for | Unadjusted | Rank for

States Column (1) d Column (8) Column (6)| Book Value! |Column (7)| Book Value? |Column (9

(2 (8) ( (5 (6) 7 (8 (9) (10)
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NOTES: !Average inventory, plus physical assets other than inventory, plus annual rent multiplied by eight.
2Average inventory, plus physical assets other than inventory.
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TABLE 24

ACTUAL CORPORATION N

TOTAL TAXES AS A PERCENT OF VARIOUS CORPORATE FIGURES,
EXPRESSED AS AN INDEX (NORTH CAROLINA=100), FOR RETAIL STORES IN TEN SOUTHEASTERN STATES,
AVERAGE FOR THREE YEARS ENDING JANUARY 81, 1954, 1955, AND 1956.

Net Profit
Gross Rank for Salaries Rank for Before Rank for | Adjusted Rank for | Unadjusted | Rank for
States Profit Column (1)| and Wages |Column (3)| All Taxes Column (5)| Book Value! |Column (7)| Book Value? Column (9)

(1) (2) )] (4) (5) (6) (M (8) (10)

100.0 2 100.0 2 100.0 10 100.0 2 100.0 3
69.9 T 56.0 7 103.9 [ 68.5 ‘6 83.9 4
38.8 10 27T.1 10 108.4 2 88.9 10 32.7 10
89.7 3 86.56 3 104.8 4 87.9 5 63.1 6
T75.6 6 55.8 8 104.0 5 95.1 3 101.7 2
76.56 5 76.7 4 162.2 T 68.2 T 50.7 T
63.1 8 56.0 6 106.0 3 59.5 8 45.8 8
116.8 1 105.2 1 100.4 9 204.2 1 115.6 1
48.8 9 82.8 9 112.9 1 41.7 9 87.4 9
86.2 4 T4.1 b 110.9 8 90.2 4 68.8 b

A verage Inventory,

NOTES: !Average inventory, plus physical asseta other than inventory, plus annual rent multiplied by eight.
plus physical assets other than inventory.
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and Tennessee shared ninth and tenth positions at various times,
with Florida not unexpectedly filling the last position for the
three-year period.

In terms of the meaning of the burdens for the corpora-
tion in question, the total tax measure is undoubtedly more
significant than the so-called state-and-local tax measure. But
in terms of the comparability of the results with the -other
quantitative approaches in the present impact study, the
state-and-local tax measure is the more significant. The fact
that the federal income tax is uniformly applied in all of the
states tends to place the burden of responsibility for changing
the ranks as between the two levels of tax burdens upon the un-
employment insurance taxes. Many of the index numbers under
the state and local tax comparison were quite close, so that
a relatively small difference in unemployment taxes could change
the rankings under the total tax comparison. No attempt was
made to explore this responsibility, however, in spite of the fact
that the data would seem to warrant such exploration. The ex-
cuse, if it be such, was the ever-present time limitation.

Although the results of the application of the actual corpora-
tion techniques to Corporation N are far from definite and pre-
cise, there can be little question of the fact that North Carolina
tax burdens upon the retail corporation analyzed are relatively
heavy. By even the most liberal interpretations (excepting the
perversities of the net profit measures), North Carolina stands
among the top three or four states in the Southeast in the bur-
dens it imposes upon enterprises of this kind. As far as the tax
burdens of Corporation N are concerned, there is probably little
to choose between North Carolina, South Carolina, and Ken-
tucky, although South Carolina should probably be given the
honor of first position. The other states, however, range from
“fairly close” to “much lower”, with Florida, Tennessee, Mis-
sissippi, and Louisiana generally falling into the latter category.
This conclusion, at least, appears to be thoroughly defensible.

The results of the analysis of the selected stores of Corpora-
tion N seem to bear out, in a very rough way, the results of the
hypothetical corporation approach. Considering only the rank of
the several states, and with some allowances for the character of
the data, it may be observed that North Carolina’s position was
quite consistent. For Hypothetical Corporation A, North Caro-
lina occupied an undisputed first place among the states con-
sidered. For Hypothetical Corporation B, the position of North
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Carolina could have been fourth, fifth, or sixth. And for Hypo-
thetical Corporation C, North Carolina’s position could have
been either first, second, or third. For Actual Corporation N,
considering state and local taxes only, North Carolina’s position
could be either first or second among the ten states included
in the analysis.

The analysis of the three hypothetical corporations and the
one actual corporation thus produces four separate rankings
for the ten or eleven Southeastern states. In these four rankings,
only Virginia and Mississippi are the constant companions of
North Carolina in the first five ranks. These three gtates appear
somewhere in the first five positions on the schedules for all four
corporations. Tennessee, Louisiana, and Georgia join the group
twice, and Alabama and South Carolina appear on the list once
—in both cases, for Actual Corporation N. Alabama’s position
in this comparison of ranks appears to be the most unusual.
For the three hypothetical manufacturing corporations, Ala-
bama is in eleventh position twice and ninth position (out of
ten states) once, thus qualifying as a state gentle in its treat-
ment of manufacturing enterprises. In the case of the retail
enterprise, however, Alabama “improves” its position by mov-
ing into fourth place, thus qualifying as a state somewhat harsh
in its treatment of retail enterprises. South Carolina, too, is
a congistent second division state for the manufacturing cor-
porations (although marginally so in two cases), but-achieves
runner-up position for the retail corporation. Tennessee- and
Louisiana appear to impose significantly lighter burdens on the
retail corporation than on the manufacturing corporations, at
least in terms of their rankings with respect to other states.
But it is impossible to say, on the basis of presently available
evidence, whether these differences arise as a result of the dis-
tinction between retail and manufacturing enterprises, or as a
result of the distinction between actual taxes and hypothetical
taxes. I =

The data of Actual Corporation N do not provide clear evi-
dence that the interstate differentials shown to exist for the
three hypothetical corporations apply with equal force to the
actual corporation. There is evidence of consistency for some of
the states, particularly those at the top of the tax burden scale,
but for others the evidence is less convincing. North Carolina,
Virginia, and Mississippi appear to levy consistently high bur-
dens upon both manufacturing and retail establishments. A
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simple comparison of ranks is not, of course, enough to establish

total consistency, but it is roughly indicative of the spread of

the tax burdens within each state. Furthermore, when an at-

tempt is made to cross both industry lines and methodological

lines, it is about the only kind of comparison which the data

will support. % ‘
CONCLUSIONS

The preceding analysis of the actual tax burdens of three
actual corporations provides a reasonably clear picture of North
Carolina’s tax status. Although strict, quantitative interpreta-
tion must be rather narrowly circumsecribed by the limitations
of the approach, it is possible to draw from the three cases one
or two conclusions which may have wider applicability. In this
respect, too, the conclusions of the actual corporation approach
support the conclusions of the hypothetical corporation ap-
proach.

Perhaps the most outstanding revelation relates to the ad
valorem property tax. For the three states compared in the
analysis of Actual Corporations L and M, two opposite situ-
ations are described, one of which disturbs the common theory
that North Carolina’s ad valorem property tax levies are com-
paratively low, and the other of which supports this theory. In
the comparison of North Carolina and Alabama, the property
tax advantage was found to lie clearly with the latter. In the
comparison of North Carolina and South Carolina, the property
tax advantage was found to lie with the former. It was also
found, in both cases, that North Carolina can claim substantially
lower aggregate property tax rates than those levied in the other
states. In the comparison with South Carolina, these lower
North Carolina rates were not offset by higher assessed values.
In the comparison with Alabama, the lower North Carolina tax
rates were more than offset by higher assessed values. Since the
lower ad valorem rates in North Carolina tend to support the
theory of relatively light property tax impositions, it is ob-
viously necessary to emphasize the role of the assessed value
base for a refutation (or a further support) of that theory.

Although it is not possible to offer evidence of the relative im-
portance of the exemption structures and the assessment ratios,
it is possible to observe that Alabama law contains more liberal
exemptions for textile manufacturers than either North Caro-
lina or South Carolina. It may also be that the same social and
economic forces which provide the rationale for liberal statutory
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exemptions also provide the rationale for liberal (but non-statu-
tory) assessment practices. It is probable, indeed, that if a state
has chosen, for one reason or another, to grant special treatment
in its property tax laws to a particular kind of economic activity,
the assessors will also find the same reasons persuasive in the
administrative determination of an assessed valuation of what-
ever base remains in the law. This has, at least, proved to be
the case in many other situations, in the absence of a strong,
state-administered equalization program. Specific exemptions
and assessment practices are thus often reinforcing rather than i
offsetting.

In any event, it is probably fair to conclude that whenever the £
exemption structure as applied to a particular type of enter-
prise is substantially more favorable than that of North Caro-
lina, the theory of North Carolina’s property tax supremacy is
either questionable or completely invalid. It may be true that
the property tax in Alabama represents a larger percentage of
total state and local collections than it does in North Carolina.
But if the schedule of exemptions is different, and if assessment
practices tend to follow the lines of liberality indicated by the
schedule of exemptions (as it is here maintained they often do),
this fact may be meaningless for a particular firm. It is not here
implied that North Carolina’s competitive solution in these
cases lies in the adoption of similar statutory exemptions or in
the pursuit of non-statutory techniques in the assessment pro- [ S
gram. But that the existence of these practices in other states | .
invalidates the theory of North Carolina’s property tax suprem- | .
acy in many specific instances is quite clearly indicated by the
hypothetical corporation approach and by the supporting find-
ings of the actual corporation approach.

In all three actual corporation cases the North Carolina in- |
come tax appeared as a relatively heavy instrument of taxation. 1'
For both textile corporations the North Carolina income tax was ‘

[
|
|

higher than that of the comparative state. The differences which
were found to exist in the hypothetical corporation approach,
for foreign corporations, were also found to exist in the actual
corporation approach for a corporation domestic in North Caro- -
lina and foreign in Alabama and South Carolina. In all cases, Ui
the major factors creating these differences were the tax rate, |
the deductibility of the federal income tax, and the determina-

tion of the taxable portion of the net income of an interstate

operation.
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Finally, it may be concluded that the contentions advanced
by some members of the textile industry in North Carolina that
other areas exist in the Southeast which are agreeable to textile
manufacture and that are blessed with substantially lower tax
burdens than those imposed by North Carolina are supported in
the case of Alabama. They are not supported, however, in the
case of South Carolina. It is to be hoped that it will be possible
to develop similar tests for other states and for other important
industries of the Southeast at some later date.
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CHAPTER IX
FINDINGS AND CONCLUSIONS

THE INTERSTATE COMPARISON.

In an attempt to fulfill the legislative mandate expressed in
Resolution Number 49 of the 1955 Session of the North Caro-
lina General Assembly, emphasis was placed upon the hypo-
thetical corporation method for an exploration of interstate
differentials in tax burdens. By the application of the hypo-
thetical corporation method an attempt was made to test the
appearance of the tax structures of the eleven Southeastern _
states and to develop the kinds of answers that might be obtained i1 .
by an energetic corporate official in the early stages of the
calculus that lies behind a planned industrial location. In ac-
cordance with these motives, the results of the analysis were in-
terpreted purely in terms of the apparent tax burdens rather §:
than in terms of the actual tax burdens imposed by the eleven I
Southeastern states.

The results of the hypothetical corporation approach show
that North Carolina stands with one or two other Southeastern
states in imposing especially heavy statutory tax burdens upon
manufacturing corporations of the type selected for analysis.
For one of the three corporations analyzed the results are, to
be sure, somewhat more favorable for North Carolina. But the _
assumptions behind the analysis introduce their own notes of |
disenchantment for this case. In particular, the assumption that i
methods of separate accounting are, for technical reasons, not
available to the three hypothetical corporations in the deter-
mination of taxable net income for income tax purposes is the
source of a possible overstatement of the tax burdens of all |
states except North Carolina and Tennessee. In addition, of ‘
course, the assumption that all of the corporations are princi-
pally engaged in manufacturing in the Southeastern states may
be somewhat misleading. This assumption is probably safe
enough for Corporations A and C, but it may not fit the charac- [
ter of Corporation B. Finally, the assumptions of the hypothe- 1 |
tical corporation analysis which restrict each of the model cor- (o
porations to a single plant in the domestic state may be particu-
larly distorting in the case of Hypothetical Corporation B. Such
a corporation might find North Carolina an attractive location
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for a first plant, but any subsequent expansion of manufactur-
ing operations would place North Carolina at a serious disad-
vantage in terms of the tax burden comparison for the eleven
Southeastern states.

With these qualitative amendments the results of the hypothe-
tical corporation analysis may be taken to be virtually unani-
mous in their declarations of the severity of the North Carolina
tax burdens upon foreign manufacturing corporations.

Although the actual corporation method was based upon an
analysis of somewhat different types of corporations than those
designed for the hypothetical corporation method, the results
do tend to support the conclusion that the interstate differences
illustrated by the hypothetical analysis are real differences and
not merely the fancied differences that can be produced by a
myopic examination of the tax laws. The actual corporation re-
sults also tend to show that the position of North Carolina’s
tax structure in the rankings of the Southeastern states is at
least as severe for large retail operations as for manufacturing
enterprises.

Unfortunately, the evidence of the actual corporation method
is highly selective and not perfectly consistent with the thesis
of severity. For what they are worth, however, the interstate
comparisons of the representative sample method, themselves
based upon actual taxes rather than hypothetical taxes, tend
further to support the findings of the hypothetical corporation
analysis. The representative sample method was based upon a
sample of all types of corporations with multi-state business, so
that it is not, of course, perfectly comparable with the hypo-
thetical corporation sample. Nevertheless, the indications are
strong that North Carolina’s tax structure falls heavily upon
corporate business as compared with the tax structures of the
other Southeastern states.

When all of these individually inadequate pieces of evidence
are accumulated they provide as clear a portrait as it is possible
to paint on the rough canvas of tax burden analysis. The por-
trait shows North Carolina’s tax structure as one of the heaviest
corporate tax impositions in the Southeast.

The methods of analysis adopted for the present study also
offer imposing evidence of the origins of the severity of the
North Carolina law. For all corporations the North Carolina
income tax rate is, of course, a prime offender in this respect.
Of the ten Southeastern states levying a corporate income tax
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only Kentucky, with its two-step rate of 5 percent and 7 percent,
makes use of an income tax rate that is as high as that of North
Carolina. ‘

For foreign corporations with multi-state income a chief cause
of the unfortunate appearance of the North Carolina tax struc-
ture is the statutory allocation formula by which income tax
liability is determined. For manufacturing corporations the ab-
sence of a sales factor produces a particular hardship—at least
in terms of the statutory construction. For selling corporations
the absence of a manufacturing cost or a payroll factor produces
the same hardship. For both manufacturing and selling corpo-
rations the North Carolina approach to the problem of multi-
state income, whereby the formula is adj usted to the situation,
must create the attitude that North Carolina attempts to live
in the best of all possible worlds by extracting the constitutional
maximum from foreign interstate corporations. The North Caro-
lina allocation formula is not necessarily “more incorrect” than
the formulae of other Southeastern states. All allocation for-
mulae are “incorrect” in the sense that they are based upon an
attempt to allocate something which cannot, by its very nature,
be logically allocated. But there ean be no question about the
fact that North Carolina’s allocation formula has a more de-
manding appearance than most of the allocation formulae em-
ployed by the Southeastern states. The few states which, for
some corporations, make use of more demanding allocation for-
mulae than does North Carolina also permit the taxpayer the
alternative privilege of separate accounting—a privilege which
can, in some cases, override all problems of statutory construc-
tion.

For domestic corporations the North Carolina treatment of
multi-state income is equally forbidding in its appearance. Al-
though it is true, in the legal sense, that businesses enjoy a cor-
porate existence at the pleasure of the states from which they
receive their charters, the exercise of the power of the char-
tering state to tax the income of the corporation wherever it is
earned has the appearance of extreme injustice. North Carolina’s
permission of a deduction for income subject to income taxation
in other states completely removes this injustice for many cor-
porations. But for corporations operating in states without cor-
porate income taxes the harsh appearance remains.

The effects of the ad valorem property tax are somewhat more
difficult to determine. It is probably true that many corporations

e ——



336 ) THE IMPACT OF STATE AND LoCAL TAXES IN

contemplating plant location in one or another of the Southeast-

ern states totally, omit the property tax from their comparative
calculations, or at least grossly under-estimate the effects of this
tax upon corporate tax burdens. In view of the enormous diffi-
culties associated with the attempt to obtajn even remotely ac-

- curate information about assessment ratios, this omission is, of

course, perfectly understandable. On the surface, this omission
appears to operate to the disadvantage of North Carolina. The
relative centralization of the North Carolina revenue structure
tends to de-emphasize the property tax and other local levies in
favor of the income tax and other state-level taxes. It is thus
argued that if a business fails to make a complete survey of the
total tax bill, including the property tax component, it tends to
bias the results against North Carolina.

But the findings of the hypothetical corporation analysis and
the actual corporation analysis tend to ‘indicate that this com-
fortable assumption is a dangerous perversion of reality. For
some corporations it may be completely invalid. North Carolina’s
relatively low property tax rates are, in some instances, offset
by relatively high assessment ratios. Furthermore, it is difficult
to persuade a potential North Carolina taxpayer that North
Carolina’s centralized tax system provides a more congenial tax
atmosphere than does the system of a state that provides a total
or a substantial exemption. What is true of taxpayers as a group
may not be true of individual taxpayers. In view of the findings
of the present study, North Carolina does itself a real disservice
in assuming that the only problems of property taxation are
the problems of advertising its comparative advantages in this
field. For some corporations the North Carolina property tax
burdens are not to be explained away so eagily. This argument
does not, of course, suggest that North Carolina’s centralized
revenue strueture is in any sense unfortunate. On the contrary,
it emphasizes the benefits to be gained from such centralization
and suggests that such benefits be uniformly distributed to all
taxpayers. The argument does, however, tend to disturb the
comfortable contention that North Carolina’s high income taxes
are always offset by relatively low property tax levies.

INTRASTATE COMPARISON

The fact that manufacturing corporations are subjected to
relatively heavy tax burdens in North Carolina as compared
with those to which they are subjected in other Southeastern
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states, should not be taken as automatic proof that manufactur-
ing corporations in North Carolina are taxed more heavily than
other types of corporations within North Carolina. The results
of the representative sample analysis tend to prove just the re-
verse.

In the classification of business types provided by the North
Carolina Department of Tax Research there are six primary
classifications of manufacturing corporations. These six classifi-
cations are as follows:

Food and feed manufacturers

Forest products manufacturers

Mineral, chemical, and metals manufacturers .
Textile manufacturers J
Tobacco manufacturers

Other manufacturers. !
With due consideration for all of the limitations of the method, 1
it is still clear that these six types of corporations are, on the
average, subjected to lighter burdens of state and local taxation h.‘l". L
than are other types of corporations in North Carolna. Of ihe ;
six, only tobacco manufacturers and food and feed manufactur- g0
ers seem able to claim slightly heavier taxes than other manu- 2
facturing corporations. The same claims cannot be supported, ' .

however, if these types are compared with most non-manufac- -

turing corporations. 4 y :

One or two members of the trade classification are the com- . e ) IS PR
mon companions of the manufacturing corporations in the rel- ‘ £
atively low-burden category. The clearest representatives of this
group are the beverage, food, and drug corporations. Within this
broad category are represented such trade corporations as bev-
erage distributors, chain stores of both the drug and grocery
types, drug and grocery wholesalers and jobbers, and so on. The
beverage, food, and drug corporations are located, in ‘the tax-
burden scale, just below the so-called “equipment and supplies”
group. This latter group includes corporations who trade in
building materials and supplies; business and office equipment
and supplies; electrical, heating, and plumbing equipment and
supplies; industrial equipment and supplies; and so on.

The classifications subject to relatively high taxation in North
Carolina are even more clearly positioned. The two groups that
stand out in this respect are public ultilities and recreation and
amusement corporations. The public utilities group is rather
more broadly defined than it is in common usage. The group

mw&wwr
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includes gas and electric utilities, telephone companies, trucking
companies, radio stations, and several others. In the basic class-
ification the group also includes railway corporations, although,
as explained above, railways were not included in the represen-
tative sample. The recreation and amusement category includes
theatres, film distributors, and theatre equipment and supply
companies, among others. These two primary categories are
closely followed by a large group of service corporations. These
include such enterprises as beauty shops, cafes and restaurants,
co-ops, hotels, real estate and rental corporations, laundry and
dry cleaning establishments, and other relatively small corpo-
rate enterprises. .

The fact that some corporate groups are clearly established
in relatively high or relatively low positions on the scale of cor-
porate tax burdens within North Carolina is not, of course, proof
that all of the individual corporations making up the classi-
fications are similarly established. Some of the classifications
contain a large number of sub-classifications and it may be that
within a low-tax group some of these sub-groups tend to be
subjected to relatively high taxation. It may also be that sub-
stantial variation exists within groups as between relatively
small corporations and relatively large corporations. The prob-
ability that a concealed classification by size of business op-
erations exists within the classification devised by the Depart-
ment of Tax Research emphasizes the possibility that there is
an important correlation between the size of the corporation and
the size of the tax burdens. Nevertheless, the present analysis
offers but scant support to either of these hypotheses, simply
because it was aimed at the variations between the primary
groups rather than at the reasons for variation within the
groups. The analysis does, however, provide the raw material
for many extremely fruitful studies in this direction.

From the point of view of North Carolina’s industrial de-
velopment the manufacturing case is undoubtedly the most sig-
nificant. It is in this economic area that North Carolina must
search for its new elements of economic advance and to which
it must look for the fulfillment of its economic and social am-
bitions. It may be concluded that the burdens of North Caro-
lina’s tax structure upon such enterprises are generally greater
than the burdens imposed by other Southeastern states. In some
cases, indeed, the North Carolina burdens are substantially
greater. But it may also be concluded that the North Carolina
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tax structure weads with a relatively gentle step on manufac-
turing corporations as compared with other corporations within
North Carolina. The analytical dilemma which these compari-
sons produce could probably be resolved by an analysis of the
internal distribution of the tax structures of the other South-
eastern states. Although it cannot be proved in any clear, quan-
titative way by the findings of the present study, there are strong
indications that many of the other Southeastern states show
even more favoritism to manufacturing corporations than does
North Carolina. The policy dilemma which these comparisons
create can be resolved only by means of a decision as to the
legitimate functions of a state and local tax system.

THE OVERALL APPEARANCE OF THE NORTH CAROLINA
TAX STRUCTURE

Although they do not lead to a comparison of actual tax bur-
dens upon individual corporations, calculations of the overall
pattern of taxation in states of potential industrial location must
be assumed to play a considerable role in the locational decision.
Indeed, in many cases they may represent the entire role of
state and local taxes. Table 1 shows the first of such comparative
analyses for the eleven Southeastern states.

The figures of Table 1 describe, in broad outline, the extent
to which tax collections are centralized, i.e., the extent to which
the tax-collecting function is concentrated in the state govern-
ment as opposed to the local governments. Total state and local
tax collections are shown in column 5. These total figures are
broken down into those taxes collected at the state level (column
1) and those taxes collected at the local level (column 3). Col-
umn 2 shows the percentage of total state and local tax col-
lections represented by state taxes. North Carolina’s position in
the rankings for column 2 indicates a relatively high degree of
centralization. The Louisiana tax structure shows the highest
degree of centralization, with approximately 76 percent of all
state and local taxes being collected by the state government.
South Carolina is in second position, with approximately 74 per-
cent of all state and local tax collections being made by the state
government. North Carolina is in third position. In North Caro-
lina approximately 72 percent of all state and local tax collec-
tions are made by the state government. The least centralized
of the eleven Southeastern states is Florida, where only 57 per-
cent of all taxes are collected by the state government. The




TABLE 1

TOTAL STATE AND LOCAL TAX COLLECTIONS FOR ELEVEN SOUTHEASTERN STATES: 1953
(Dollar amounts in thousands)

Total State
Tax Collections

(1)

Total State
Tax Collections
as a percent of
Total State and

Local Tax

Collections

(2)

Total Loeal
Tax Collections

(8)

Total Local
Tax Colleetions
as a percent of
Total State and

Loeal Tax

Colleections

Rank

for
Column (2)

_-
&
—

$287,817
168,968
102,492
252,486
218,066
137,911
287,188
112,427
169,477
186,468
188,654

$110,205
70,702

C-Eel-1- -1 e - 1

Source: Bureau of the Census, Slale and Local Governmeni Revenue in 1958, Table 2, pp. 10-18,
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figures of Table 1 do not, of course, give any indication as to the
degree of centralization of government expenditure. Many of the
taxes collected by state governments are distributed to local
governments for locally-determined expenditure. Other taxes
are retained for expenditure by the state government. Although
figures are not here introduced to illustrate the point, North
Carolina shows up as an even more centralized fiscal structure
in terms of expenditure than it does in terms of tax collections.

Table 2 shows the breakdown of state-collected taxes for the
eleven Southeastern states, and Table 3 shows the percentage
distribution of the state-collected taxes. It should be noted that
Tables 2 and 3 are based on 1954 data, while Table 1 is based
on 1953 data. The figures are thus not fully comparable. It is,
however, the percentage distribution shown in Table 3 that is
particularly important in the present study, so it was thought
desirable to include the latest available figures for this com-
parison.

It is clearly the corporate net income taxes (and, in some
states, the state-levied property taxes) which are most signifi-
cant for the problem of industrial location. North Carolina’s
relative emphasis upon corporate income taxes in the total state
tax system is indicated by the figures of column 5, Table 3. Ap-
proximately 12 percent of North Carolina’s state tax collections
come from the corporate net income tax. Virginia is a close
competitor in this respect, with a percentage representation for
the corporate net income tax of approximately 11 percent. Other
states, however, are substantially below the level of these two
states. The figures for Louisiana and Alabama are not com-
parable with those for the other Southeastern states with re-
spect to personal and corporate income tax collections. Florida,
of course, levies no corporate income tax.

Although about half of the North Carolina state tax collections
are made up of sales and gross receipts taxes, North Carolina is
in ninth position among the states of the Southeast in the extent
to which these levies are employed in the revenue structure.
Georgia collects over three-quarters of its state taxes from these
sources. North Carolina’s personal income taxes make up a
large percentage of the State’s total tax collections. In these per-
centage terms, North Carolina’s personal income tax collections
are exceeded by those of Virginia and Kentucky.




TABLE 2
STATE TAX COLLECTIONS BY SOURCE, FOR ELEVEN SOUTHEASTERN STATES:
(in thousands of dollars)

Snlsn and Inldividual Co]rporntion Property Death and Unemgtoy-

Taxes Gift ment Com-

Raeelpta Taxes Taxes Taxes Taxes
Taxes pensation

(1) (2) 3) (4) (5)

NORTH CAROLINA | $317,064 $164,905 $ 42,651 $ 88,882 $ 87,907 § 22,293
z 172,9083 119,512 12,247 15,2072 0362 8

Ark,lnm 112,388 74,170 14,904 3

Florida. . 276,951

Georgia 242,099

Kentueky........

Louiallna

208,872

1Preliminary

3Combined eorporation and individual income taxes for two states (A!abnmn and Louisiana) are included with individual income taxes. Amounts
shown as corporation tax for Alabama represent for i ial institutions only.

:glt; 'f::; twelve-month period ending June 30, 1954; not strictly comparable.
ac e,

S0URCE: The Tax Foundation, Faets and Figures on Governmeni{ Finance, 1954-1955, Table 114, pp. 156-157.
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TABLE 3
STATE TAX COLLECTIONS, BY SOURCE, AS A PERCENT OF TOTAL STATE TAX COLLECTIONS: 1954

Total Sales and Individual | Corporation | Property Death and | Severance Unemgloy- Other
States Taxes Gross Licenses Income Income Taxes Gift Taxes ment Com- Taxes

Receipts Taxes Taxes Taxes pensation

Taxea Taxes

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10)
NORTH CAROLINA 100.01 562.01 13.45 12.26 11.96 1.85 1.44 | iaeins 7.08 .02
laba 99.99 69.12 7.08 8.79 .60 5.80 .43 . .59 7.53 .56
99,99 66.02 18.27 8.50 7.22 .25 .16 8.70 5.88 A
99.99 78.49 1888 | swsnwe | smres 2.24 .76 .02 8.32 1.564
99,99 76.68 4.569 5.39 5.42 46 KR (——— 7.20
100.00 49,58 9.91 15.01 5.30 7.68 1.78 .12 12.88 .84
Louisiana,.....coc0as 100.00 55.50 7.68 B.AT |  iewiaa 8.42 69 21.96 5.88 A
Miesissippf......000n- 100.00 68.71 7.10 4.31 8.91 1.24 .28 5.14 4.31 —
South Carolina....... 100.00 68.43 6.57 T7.40 B8.46 1.10 Ad ] e 7.09 .51
Tennesses. ........x-- 99.99 65.06 14.19 1.58 T.44 .01 1.46 |  <eeisn 9.61 .64
Virginia, . ...o00veees 100.02 42.28 15.77 19.32 10.80 5.39 .99 .10 3.61 1.77

SOURCE: Table 2.
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Table 4 provides the same kind of information for local taxes
collected. Once again, the figures are for 1953. Property taxes
represent the most important source of tax revenues for local
governments in all of the eleven Southeastern states. But North
Carolina is far ahead of the other states in the extent to which
the property tax is used as a source of local government tax col-
lections. Almost 95 percent of local government tax eollections
in North Carolina come from property taxes. South Carolina is
in second position in this comparison. In South Carolina approx-
imately 90 percent of the local tax collections are represented by
the property tax. Alabama is in the lowest position in these
rankings. Local governments in Alabama collect less than 66
percent of their total tax collections from property tax sources.

Thus, while it is true that North Carolina employs a relatively
centralized revenue structure, in the sense that a relatively large
percentage of total state and local tax collections are handled at
the state level, the local revenue structure of the State strongly
emphasizes property tax collections.

When all state and local taxes are combined and expressed as a
percent of total population for each of the eleven Southeastern
states, North Carolina tax burdens appear to be just higher than
the median. This comparison is shown in Table 5. Per capita
state and local tax collections in North Carolina are exceeded
by those of four other Southeastern states: Florida, Louisiana,
South Carolina, and Georgia.

If, as earlier analysis has tended to show, North Carolina
levies relatively heavy corporate tax burdens, as compared with
those levied by other Southeastern states, it may be maintained,
as a very rough generalization, that such states as Florida,
Georgia, Louisiana, South Carolina, Virginia and, perhaps, Ten-
nessee tend to offset relatively low corporate levies with rel-
atively high levies upon other taxpayers. It seems equally clear
that Alabama, Arkansas, Kentucky, and Mississippi tend to com-
pensate by indulging in relatively low expenditures, and, per-
haps, by maintaining relatively low levels of governmental
service.

Table 6 describes the level of taxes for each of the eleven
Southeastern states for every $1,000 of resident individual in-
come in 1953. In this comparison, as in the comparison of per
capita tax collections, North Carolina stands in fifth position,




TABLE 4

LOCAL TAX COLLECTIONS FROM OWN SOURCES, BY SOURCE, AS A PERCENT OF TOTAL LOCAL TAX
COLLECTIONS FROM OWN SOURCES FOR ELEVEN SOUTHEASTERN STATES: 1968

(dollar amounts in thousands)

Property Sales and )

Taxes as Sales and Gross Receipts Other Taxes

Total Total Property a Percent Gross Taxes as & Other as a Percent
States Taxes Percent Taxes of Total Receipts Percent of Taxes of Total
Taxes Taxes Total Taxes Taxes

(1) (2) (8) (4) (5) (6) (%)) (8)

NORTH CAROLINA........ $110,205 100.00 $104,256 94.60 178 .16 . $ 5,776 5.24
................ 70,702 100.00 46,466 65.72 9,103 12.88 15,188 21.40
..... 40,332 100.00 85,871 87.70 409 1.01 4,652 11.29
........ 188,538 100.00 146,727 77.82 26,856 13.98 15,4565 8.20
.............. 119,476 100.00 101,876 84.86 7,918 6.63 10,182 8.52
.................. 94,029 100,00 78,911 83.92 1,087 1.10 14,081 14,98
MIBIANA . « cveenaarsrsanuns 91,409 100,00 69,774 76.88 14,262 16.60 7,878 8.07
Mississippi. . covverravirnians 68,837 100.00 53,480 84.44 ,6356 4.16 7,222 11.40
Aroling. . coveresinsas 66,28 100.00 60,677 89.87 118 .20 5,691 9.98
................... 101,768 100.00 87,442 85.92 5,477 5.88 8,849 8.70
e B R 126,662 100.00 99,817 78.41 6,99 6.62 20,866 16.07

SOURCE: Bureau of the Census, State and Local Government Revenue in 1958, Table 2, pp. 10-18 |
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certain that the concessions would result in the early elevation
of the low income status of much of the North Carolina popula-
tion, there might be some justification for such shifting of the
tax burdens within the North Carolina revenue structure. Under
such circumstances, justification would be phrased in terms of
the need for short-run sacrifices to permit long-run benefits. Un-
fortunately, this kind of selectivity is an elusive goal in the prac-
tical affairs of state and local taxation, and, unfortunately, it is
not possible to be certain that the tax concessions would ulti-
mately result in the economic elevation of North Carolina’s dis-
tressed population. It is thus clear that North Carolina’s tax at-
tractions should not be such as to impose additional economic
burdens upon those classes of the population who bear the pres-
ent burdens of North Carolina’s depressed condition.

If tax attractions are to be provided for those types of enter-
prises considered to be desirable industrial immigrants, it would
be possible, of course, to shift part of the tax burdens to other
types of corporations considered to be insensitive to tax burden
differences or to be relatively undesirable from the economic
point of view. But this policy, too, must be cautiously advanced.
The present impact analysis has shown that many of the most
desirable types of manufacturing enterprises are already sub-
ject to relatively light tax burdens within North Carolina, even
though they may be more heavily taxed than similar corpora-
tions in other states of the Southeast. Any further shift in tax
burdens would, of course, widen the equity gap in the North
Carolina corporate tax structure. But the present analysis is
by no means married to the conclusion that a tax system must be
designed to achieve perfect uniformity of tax burdens at the
expense of all other objectives. On the contrary, it is based upon
the philosophy that a state tax system may, on technical and on
legal grounds, be functionally used to achieve those purposes
which the people, through their elected representatives, consider
to be desirable. The equity analysis and the method of expres-
sion applied to the findings must not, therefore, be taken as
implied disparagement. If the industrial development of North
Carolina is considered to be a desirable objective, and if it is
felt that the present North Carolina tax structure imposes bur-
dens which tend to prevent or seriously delay industrial develop-
ment, and if, in addition, there is general public agreement on
the objectives, there is every justification for a revision of the
tax structure no matter what the internal distribution of the
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present structure happens to be. At the same time, of course, the
findings of this impact study make it especially important that
the revisions be made consciously, deliberately, and through
legislative rather than administrative processes.

But aside entirely from the problems of equity and the prob-
lems of fiscal adequacy, there is nothing in the present report
that would support an extravagant policy of large tax conces-
sions to potential industrial immigrants. The rather uncertain
relationship between industrial location and tax burden differ-
entials indicates the need for caution in any revision aimed at
the problem of economic development. It may be that a very
small number of economically desirable enterprises would be
attracted by any practicable tax attractions. Furthermore, al-
though the tax burdens imposed upon corporate enterprises by
North Carolina appear to be substantially larger than those im-
posed upon corporate enterprises by other Southeastern states,
the fact that tax concessions are by no means the sole property
of North Carolina and the probability that North Carolina’s
economic development cannot proceed far at the expense of the
economic development of other Southeastern states raise an im-
portant question as to the justification for engaging in a serious
tax competition with other Southeastern states. _

Although the combination methodology utilized in the present
study has tended to show that North Carolina’s relatively heavy
tax burdens are real rather than imaginary, there are still
grounds for asserting that for particular corporations the North
Carolina tax structure may be heavier in appearance than in
fact. The three hypothetical corporations were constructed from
real-life models. They were, furthermore, constructed from
models recently located in North Carolina. Thus, if the hypo-
thetical tax bills were properly constructed, it is clear that these
corporations selected a N orth Carolina location in spite of the
relatively forbidding aspect of the North Carolina law. One is
tempted to suggest that this evidence indicates the inconsequen-
tial nature of the tax burden in determining industrial location.
This may, indeed, be part of the answer. But it is also known
that at least two of the real-life models for the three hypotheti-
cal corporations were able to receive substantial tax relief from
both state and local levels of government in North Carolina be-
fore the locational decision was made. And for at least one of
the models there are strong indications that a North Carolina
location would not long have been considered if such relief from
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statutory rigors had not been possible. In these cases, then, the
apparent tax burdens were quite different from the tax burdens
actually experienced. _

Whether such administrative relief would be available in other
states of the Southeast is not known. The probability is that
other Southeastern states are at least competitive with North
Carolina in this respect. But it is fair to conclude, aside from
the dangerous precedents established and aside from the ques-
tionable justification of the practices on democratic grounds,
that the method of industrial attraction by administrative tax-
ation is ill-suited to the North Carolina economy and to the
North Carolina tax structure.

It is evident that the first requirement of North Carolina in
its attempts at new industrial growth is for the development of
many relatively small or medium-size enterprises, able to take
advantage of North Carolina’s facilities for industrial dispersion
and able to offer enlarged incomes to North Carolina’s already
dispersed population. It has been demonstrated many times that
such enterprises are, on the whole, incapable of exploring all of
the possibilities of administrative relief and unwilling to risk
an often costly preparation when other, costless, opportunities
are available. The models for the two hypothetical corporations
referred to above did explore the possibilities, did seek such
relief, and did locate in North Carolina. The number of enter-
prises, elements of potential strength in North Carolina’s in-
dustrial economy, that examined the tax laws, that did not seek
administrative relief, and that did not locate in North Carolina
will never be known. But the hypothetical corporation analysis
of the present study proves, as conclusively as possible, that
North Carolina cannot afford to rely upon the device of admin-
istrative relief, whether sanctioned by law or not, as a method
of attracting new industry that is foreed into skepticism by the
appearance of the North Carolina law.

At the state level, the most important administrative instru-
ment of industrial attraction through tax adjustment is the
North Carolina Tax Review Board. The primary statutory fune-
tion of the Tax Review Board is defined in Section 105-134 of
the North Carolina General Statutes. Although other duties
have been assigned to this semi-administrative body, it is clear
that its main statutory duties are concerned with problems of
adjusting the necessarily general provisions of the law to the
particular, and sometimes curious, circumstances of individual
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corporations. These duties, in turn, are most importantly (al-
though not solely) related to the statutory provisions for the
allocation of multi-state income of foreign corporations in the
determination of that portion of the total net income to be sub-
jected to income taxation within North Carolina. Since these
statutory provisions also contain that portion of the North Caro-
lina corporate tax law which creates the most ill will in the
business community and which is, perhaps, the largest contribu-
tor to the demanding appearance of the North Carolina tax
structure, the functions of the North Carolina Tax Review Board
are extremely significant.

There can be no question about the need for some such agency
as the Tax Review Board. Nor can there be any question about
the legitimacy of the functions of such an agency in dealing
with the unusual situations that must arise in the allocation of
multi-state income. But in this capacity the review agency must
perform a purely administrative action and must assume none of
the legislative prerogatives. The functions of the Tax Review
Board must, in other words, be restricted to an interpretation
of the law, and must be based upon the principle that the law
cannot possibly be so arranged as to cover every conceivable
situation in which individual taxpayers find themselves. Under
the present North Carolina allocation formula questions might
arise as to whether a corporation is legitimately classified as a
manufacturing corporation or a selling corporation. Questions
might arise as to the meaning of the so-called “sales by point-
of-origin” definition as applied to certain types of selling cor-
porations. Or questions might arise as to the meaning of the
property definition or the manufacturing cost definition as ap-
plied to certain types of manufacturing corporations. The desig-
nation of an agency such as the Tax Review Board to review
the first-level decisions of the tax administrator is perfectly
proper and is recognized as being based upon sound adminis-
trative principles. It is even possible to justify, on the same
grounds, the pre-determination of income (and other) tax bur-
dens for corporations contemplating location within North Car-
olina. In this sense, of course, the functions of the review
agency must be restricted to a determination of the intent of
the legislature in the act of developing a general allocation
statute.

But the moment the functions of the review agency are ex-
tended to permit the determination of a tax burden by the ap-
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plication of a special allocation formula (for example) in place
of the statutory allocation formula, a dangerous situation is
created. It is not enough to say that the legislature itself has
delegated its powers to the review agency by a statutory broad-
ening of the scope of such agency beyond the purely interpreta-
tive activity. For when the legislature attempts to assign its
own policy functions to an administrative agency it shirks its
representative duties and constructs a government by men
rather than a government by laws. However well-intentioned
the men, and however beneficial the ultimate results, the prin-
ciple cannot be justified as a democratic institution. Every favor
granted a particular corporation by the permission of a “non-
statutory” determination of tax burdens either reduces the total
tax collections or shifts the burdens to other shoulders. It may
be that such favors result in the acquisition of new industry and
in the economic improvement of the state. But these ends are
not justifications for the means, for they involve the frustra-
tion of those democratic principles which hold that the people
be permitted to determine, through their elected representatives,
their own tax burdens and their own economic destiny.

Nor is it enough to claim that legislative activities by an ad-
ministrative body are necessary because the statutory allocation
formula is incorrectly applied to particular corporations. It is
often claimed, for example, that a particular formula does not
represent the income attributable to the taxing state because of
the unusual character of the taxpayer. Such claims are based
upon a total misinterpretation of the purpose of an allocation
formula. A formula which attempts to allocate so-called ““unitary
income” cannot be “correct” for any corporation, for unitary in-
come, by its very nature, cannot be assigned to the individual
portions of the operation which create the income. An alloca-
tion formula is never more than a thing of convenience, de-
signed to meet the demands of an artificially designated political
boundary, however often attempts may be made to justify a
particular formula on rational grounds. If an allocation formula
is always and of necessity “incorrect” in this sense, it is not
possible to justify the claim that a particular formula is more
incorrect for one type of corporation than another. If there is
no concept of a perfect formula there can be no concept which
involves the establishment of degrees of perfection. Such claims
are thus little more than elaborate, and superficially plausible,
attempts to justify greater convenience, or to permit adminis-
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trative flexibility without fear of political objection. It is this
belief in the possible inaccuracy of an allocation formula as
applied to the particular corporation that has been the founda-
tion of most such relief agencies. It is this belief that has been
the statutory foundation of the North Carolina Tax Review
Board through the language of Section 105-134 of the General
Statutes:
“If any corporation believes that the method of allocation
or apportionment hereinbefore described as administered
by the Commissioner of Revenue has operated or will so
operate as to subject it to taxation on a greater portion of
its net income than is reasonably attributable to business or
earnings within the State, it shall be entitled to file with the
Tax Review Board a petition setting forth the facts upon
which its belief is based and its argument with respect to
the application of the allocation formula.” (Italics added).

Such language creates the impression that the allocation for-
mula accurately reflects the North Carolina portion of unitary
multi-state income in the majority of cases, but that it may not
be correct for a few peculiar corporations. In fact, however, it
gives almost unlimited powers of tax burden determination to
the Tax Review Board, since it can be shown on logical grounds
that an allocation formula is never “correct”.

But from the point of view of the present study, it is even
more important to recognize that such “legislation by adminis-
trative agency” is probably quite ineffective in providing a sig-
nificant tax attraction to any large number of potential indus-
trial immigrants. However generous the tax concessions of the
review agency, such concessions can never hope to compensate
for a law that has a forbidding aspect. It is the law itself that
is the observable instrument and that, supposedly, defines the
character of a tax structure. For every corporation attracted
to North Carolina by a favorable concession by the Tax Review
Board, there may be hundreds which are turned aside by the
first examination of the statutes.

The need for a clearer and more circumscribed definition of
the area of responsibility of the North Carolina Tax Review
Board would be even more apparent if the statutory formula
for the allocation of multi-state income were relaxed. Such re-
laxation would unquestionably be supported by the findings of
the present report. But such legislative action should also mean
that fewer corporations would find it necessary to seek adminis-
trative relief through an appeal to the Tax Review Board. Un-

T
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fortunately, it is not possible to be confident that a reduction
in the number of requests for relief will automatically be asso-
ciated with a relaxation of the allocation formula. Businesses
have a natural motive to get the tax costs as low as possible,
and this motive is not disturbed by a change in the statutory
formula if an avenue of further relief remains. From the point
of view of the stability of the fiscal structure of the State and
from the point of view of the equity relationships in the North
Carolina tax structure it would seem to be essential to limit the
activities of the North Carolina Tax Review Board to those
purely administrative functions of interpreting the law in
specific instances not covered in detail by the language of the
law. In addition, it is important that provisions be made for the
publication of the actions taken by the Board. It may be, of
course, that much of the supporting material presented by
appealing corporations is of a private character and should not
be available for public inspection. But the tax relief granted
and the general reasons for the granting of the relief are mat-
ters of public concern affecting the purse of every taxpayer in
the State. There can be no legitimate excuse for secrecy in such
matters. There may, indeed, be excellent reason for candor, from
the point of view of industrial attraction as well as from the
point of view of a proper functioning of governmental institu-
tions. North Carolina has everything to gain from a policy of
revelation that will permit potential industrial immigrants to
determine, in advance and without the need for early negotia-
tion, the tax burdens to which they will be subjected. North
Carolina has everything to gain from a policy of making the
tax laws mean exactly what they say.

Similar problems exist in the area of property taxation in
North Carolina. The difficulty of determining with reasonable
accuracy the property tax burdens which a locating enterprise
must look forward to must stand as a particular deterrent to a
North Carolina location. This difficulty attaches to the assess-
ment levels established by local officials rather than to the tax
rates, although even the latter might be more effectively adver-
tised. This study has not been directly concerned with a detailed
examination of ad valorem property taxation in North Caro-
lina. But it has been impossible to avoid the serious disparities
that exist in many counties of the State with respect to assess-
ment practices and assessment results. Once again, from an
equity point of view as well as from the point of view of the
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need for “certainty” in the tax structure, there is ample room
for improvement, either through a state-supported, state-wide
assessment study, or through the assumption of a larger share
of the assessment function by the State government.

Finally, it is necessary to recall the policy emphasis of the
present study. The study was designed to produce quantitative
answers that would provide as sound a base as possible for
policy action. Needless to say, many of the answers are scientif-
ically unsatisfying. Such limitations were the inevitable com-
panions of the raw materials available for the construction of a
comparison of tax burdens within and without the State. It is
felt, nevertheless, that the material of the present study repre-
sents the most comprehensive examination of the North Caro-
lina tax structure from the corporate point of view and, in
comparative terms, of the Southeastern states that has been
compiled in recent years. It must also be recognized that a fail-
ure to take action to change an existing situation is just as
surely based upon a policy decision as is an action to introduce
sweeping changes to the tax structure. If inaction is rationalized
by the conclusion that the available evidence is not scientifically
perfect, it should be insisted that equally “perfect” evidence be
submitted to “prove” the adequacy of the existing structure.
If policy to introduce change in the state and local tax structure
is made to wait upon the accumulation of scientifically perfect
evidence in the nebulous area of tax burden analysis, it is likely
that the status quo will be preserved for many years to come.
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APPENDIX A

TABLE 1

CALCULATION OF ARITHMETIC MEAN, MEDIAN, STANDARD DEVIATION,
STANDARD ERROR OF THE MEANS, AND VALUE OF Z FOR TOTAL SAMPLE
OF TAX BURDENS IN NORTH CAROLINA BY THE BOOK VALUE MEASURE!

(z2X)?
ZX zX3 (ZX)? = |
Type of Business (1) (2) (3) (4)
A Agriculture and Extractive 187.45 3,959.4953 35,187.5025 509.2392
B Construction? 1,281.44 | 76,890.30566 | 1,642 083 4736 | 11,564.0083
C Finance3 5,562.45 762,631.4731 (80,940,850.0025 (159,488.9176
D Food and Feed 499.34 3,729.8168 249 1840.43656 2,095.2978
E Forest Products 480.03 4,146.1931 230, 14288009 1,467.6994
F Mineral, Chemical, and Metals 333.27 3,521.3196 111,068,8929 1,220.5372
G Textile 683.567 20,871.5707 487.257.9449 2,104.8106 :
H Tobacco Manufacture 153.42 8,274.2800 23,587.6964 905.2960
I Other Manufacture 872.44 119,084.6964 T761,151.55636 5,475.9106
J  Miscellaneous 325.74 10,523.4500 106,106.5476 2,040.5105 ’
K Public Utility 1,525.61 72,063.7549 | 2,327,485.8721 19.395-715’6
L R jon and Am t 1,267.54 271,414.5644 | 1,606,657.6516 | 22,009.0089
M Service4 ,839.12 76,224.4274 | 3,382,362.8744 | 98,062.8697
N Automobile Trades 1,543.42 75,227.9146 | 2,882,145.2964 8,130.1887
0O Beverage, Food, and Drug 1,042.59 34,146.3008 1,086.993.9081 6,005.4912
P Equipment and Supplies 1,580.00 77,107.8590 | 2,496,400.0000 | 8,883.9858
a General Merchandise® 1,622.46 110 017.4498 | 2,632,376.4616 7,436.0017 =
Unclassified Trade? 2,374.83 467.111.1019 5,639,817.5289 30 159.4520
Total Sample 23,174.72 | 2,196,975.9728 [...ovvurnannnns 386, 955.0157 i
NOTES: l'l‘otll nt.ate rnc.li. 'lru?é[ taxes as a percent of the book value of tangible property. ]
K : 1,160.00 : '.
4Deletion : 1,040.91 5
§ :2,241.94
s : 1,862.79 -
TDelet :1,780.00
CALCULATIONS 1
I. AmrrEMETIC MEAN: II. MEDIAN: III. STANDARD DEVIATION:
-_— X N 3044 X3  [ZX\?
X =— — = — = 1522 g ¢4
N 2 2
28174.72 r.61 Med. (from array) = g_‘s 2,196,975.97 28174.72%\ 2
sou. = _4 ey ( 3044 )
= 25.7639
T T
IV. STANDARD ERROR OF THE MBEANs: V. CALCULATION OF Z: 5
v 25.7639 of Free-
= Variation dom Variance
N—1 3044-1 Within groups 1,810,020.9571 3026 598.1563
b 67 v Between groups 210,520.1777 17 12,383.5399
= Total 2,020,541.1348 3043 ............
z = 1.15129 log,, (12,838.5399
598.1663

= 1.516
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APPENDIX A

TABLE 2

CALCULATION OF ARITHMETIC MEAN, MEDIAN, STANDARD DEVIATION,
STANDARD ERROR OF THE MEANS, AND VALUE OF Z FOR TOTAL SAMPLE OF
TAX BURDENS IN NORTH CAROLINA BY THE GROSS RECEIPTS MEASURE!

(ZX)?
X ZX? (2X)? =

Type of Business (0 @) 3) (4)

A Agriculture and Extractive? 231.80 5,452.1584 53,781.2400 T67.5891

B Construction 288.49 8,396.8949 83,226.4801 516.9347

€ Finance 520.43 3,254.8706 270,847.8349 1,265.6420
| D Food and Feed 132.76 326.8572 17,625.2176 149.3663

E Forest Products 206.42 4,946.0046 42,609.2164 271.3963

F Mineral, Chemical, and Metals| 118,20 552.98T6 13,971.2400 150.2288

G Textile? 250.76 2,834.0940 62,880.5776 292.4678
| H Tobacco Manufacture 107.87 3,801.0127 11,635.9369 447.5360
| I Other Manufacture# 153.89 394.5473 23,682.1321 171.6097
| J Miscellaneous’ B57.96 49,073.4962 736,095.3616 10,986.4979
| K Publie Utility 551.58 3,768.5916 304,240.4964 2,858.45685

L Recreation and Amusement 277.80 8,291.3574 77,172.8400 964.6605
| M Service? 2,394.50 47,423,4122 | 5,733,680.2500 15,496.2980
| N Automobile Trade 232.67 507.2871 54,135.3289 182.2738

0O Beverage, Food, and Drug 116.79 845.0705- 13,639.9041 T72.6627

P Equipment and Supplies 852.26 15,821.4848 124,087.1076 4308580

Q General Merchandise 437.48 12,512.8886 191,888.7504 528.6982
| R Uneclassified Trade 822.26 4,784.9366 103 ,851.5076 529.8643
| Total Sample 7.653.92 173, 487.8982 | 1ccvevesnvimnns 85,582.9171

| NOTES: 1Total state and local taxes as a percent of gross receipts.
| 2Deletion :  857.32

sDeletion :  236.37
CALCULATIONS
I. ARITHMETIC MEAN: II. MEDIAN: III. STANDARD DEVIATION:

‘ T o N O e u=42—~—(£§)’

N 2 N N
i 7653.92 —— Med. (from array) = .720 =Jf'rmﬂm—73ﬁ—_(usa)ﬁ‘
| 3169 — 3169 3169
l = 7.0044

‘ IV. StanDARD ERROR V. CALCULATION OF Z:

| OF THE MEANS:
g

| o 7.0044 Variation dom Variance
| e L S Within groups 187,904.4791 3151 43,7653
| VN—1 + 3169—1 Between groups 17,576.6983 b & 1033 .9234
1 e — —_—

= .124 Total 1565,481.177T4 8168  ........o00n
[ z = 1.15129 logyq, (1.088.9284
1 43.7663

= 1.681
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APPENDIX A

TAELE 3

CALCULATION OF ARITHMETIC MEAN, MEDIAN, STANDARD DEVIATION,
STANDARD ERROR OF THE MEANS, AND VALUE OF Z FOR TOTAL SAMPLE OF
TAX BURDENS IN NORTH CAROLINA BY THE PAYROLL MEASURE!

(ZX)?

X zX12 (ZX)? N |

Type of Business (1) (2) 8) (4) i

A Agriculture and Extractive? 531.58 15,199.3896 282,577.2964 4,281.4742 |
B Construction3 510.71 5,761.5713 260,824.7041 1,975.9447
C Finance 1,762.24 . 71,073.8698 3,105,489.8176 14,579.7644
D Food and Feed 665.33 66,564 .4466 442,664.0089 3,719.8656
E Forest Products 411.92 2,187.7500 169,678.0864 1,116.3082
F Mineral, Chemical, and Metals| 826.06 2,490.8718 106,815.1236 1,194.5520
G Textile 665.06 9,560.5793 442 ,804.8036 2,047.7074
H Tobacco Manufacture 151.25 1,642.4889 22,876.5625 879.8678

I Other Manufacture 455.58 6,974.6119 126,401.5809

J  Miscellaneous 508.69 37,112.8209 258,765, 5161 7,610.75056
K Public Utility 1,183.60 60,836. 1,400,908.9600 11,118.3251
L Recreation and Amusement 54 14,464.7157 444,275.5716 5.9667
M Service 9,480.53 880, 3621 | 89,880,449.0809 | 323,310.9679
N Automobile Trade 2,047.11 61,1 5391 4,190,659.35621 14,450.5495
O Beverage, Food, and Drug 1,048.48 81,357.7612 | 1,099,810.3104 6,210.7927
P Equipment and Supplies 1,362.08 26,032.8407 1,828,120.3264 6,647.7103
g General Merchandise 2,229.93 36,136.2626 | 4,972,587.8049 18,928.8174
Unclassified Trade3 1,614.59 170,471.8089 | 2,606,900.8681 13,793.1263
Total Sample 25,511.28 | 1,499,648.5852 |..........c0innnn 488,875.1250

NOTES: !Total state and local taxes as a percent of payroll.
2Deletion : 429.33
3Deletion : 434.06
‘Deletions:  5567.89
1,399.83
3,103.33
§Deletion : 1,374.00 i
|
CALCULATIONS
I. ARITEMETIC MEAN:  II. MEDIAN: III. STANDARD DEVIATION:
-_— ZX N 9 zZX X\ 2
X =— — = —— = 1475 ¢'=J———(—-)
N 2 2 N N
————— R R
25,511,238 6.45 Med. (from array) = 8.63 JI.GSB.M&-&! 25,511.23)=
2049 2 —— = 2949 2949 :
~ L §
= 20.8252 :
Iv. Smu'nmuEnnos V. CALCULATION OF %:
oF THE MBANS: D“S;‘*’
of Free-
e 20.8252 Variation dom Variance
e ‘Within grou 1,065,768.405 2,981 363.6194
VYN—1 +2,949-1 Between g‘rol:l‘ps 213,182.3966 17 12,540.1410
= .383 Total 1,278,950.8016 2,948  .......-.--
z = 1.15129 logm (12.540.1410
263.6194

= 1.770
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! APPENDIX A

TABLE 4

| CALCULATION OF ARITHMETIC MEAN, MEDIAN, STANDARD DEVIATION,
| STANDARD ERROR OF THE MEANS, AND VALUE OF Z FOR TOTAL SAMPLE
" OF TAX BURDENS IN NORTH CAROLINA BY THE NET PROFIT MEASURE!

(2X)2
X X2 (2X)2 N
Type of Business (1) [¢5) (3) (4)
A Agriculture and Extractive 1,873.50 820,124,4568 | 3,510,002.2500 92,368.4802
B Construction 3,685.82 814,356.0876 | 13,581,583.5024 116,081.9102
C Finance 4,860.22 584,926.2657 | 23,621,738.4484 136,641.8407
D Food and Feed 4,347.94 763,287.5541 | 18,904,582.2436 203,275.0770
E Forest Products 8,020.44 176,903.9166 9,123,057.7986 79,330.9373
F Mineral, Chemieal, and Metals| 2,688.26 251,436.6476 7,226,741.8276 90,334.2728
G Textile2 | 5,909.54 | 2,013,892.7351 ,922,6638,0116 229,754.3619
H Tobacco Manufacture 511.42 ,414.9780 261,550.4164 10,897.9340
I Other Manufacture 2,144.61 91,669.7217 4,599,352.0521 43,803.3529
J  Miscellaneous 1,624.81 880,125,9831 2,640,007.5361 56,170.3731
K Public Utility? 6,409.49 | 1,190,958, 5465 | 41,081,562.0601 t
L Recreation and Amusement 2,298.19 259,759,7653 5,281,677.2761 108,662.2
M Service 12,908.77 | 2,010,745.1627 |166,507,280.2129 607,690.8080
| N Automotive Trade 8,923, ,009,098.4332 , 686, . 1664 370,401.6193
0O Beverage, Food, and Drug 4,311.42 266,844.9810 | 18,588, L4164 126,451.8089
! P Equipment and Suppliest 6,965.86 T727,414.4594 | 48,523,205.53 y
| General Merchandise 12,070.03 | 1,730,996.7772 |145,685,624. 527,846.4640
Uneclassified Trade® 4,782.566 8130 | 22,872,880.1636 149,495,9486
| Total Sample 89,381.80 [13,615,662.6846 |.................|8,556,829.8607

““Massachusetts formula."”
1Deletion : 3,002.80
3Deletion : 1,638.53
4Deletion : 1,650.00
5Deletions: 1,025.93

1,100.00

l NOTES: 1Total state and local taxes as a percent of the net profit allocated by the

CALCULATIONS
I. ARITHMETIC MEAN: II. MEDIAN: III. STANDARD DEVIATION:
— ZX N 2379 zX3 3
X =— — = — = 1190 e =J —(—
| N 2 2 N N
89,831.30 - Med. (from array) = 18.09 413,61 ,b62, ,331.30
2879 2 — - 2379

| IV. S-rmmMEmi;oa V. CALCULATION OF Z:
OF THE MEANS:

| ahe
| o 65.6752 Variation dom Variance

e e e Within groupa 10,058,732.8239 2361 4,260.3697
| V= +/ 2378 Between groups 202,445.1787 17 11,908.5399
' = 1.847 Total 10,261,178.0026 2378  ...........
| z = 1.15129 log, (11908.5399
' 4260.8697

= .514
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APPENDIX A

EXHIBIT 1

NORTH CAROLINA COMMISSION FOR THE STUDY OF
THE REVENUE STRUCTURE OF THE STATE
CORPORATION QUESTIONNAIRE—REVISED

Code:

Corporation :

Instructions:
Fill in the name of your corporation on the line above. The questionnaire should be
completed for the corporation to which the covering letter is addressed

If any of the questions does mot relate to your corporation, or if your corporation does
not operate in some of the states listed, indicate the fact by writing the word ‘‘mone” in
the appropriate space.

If your corporation operates in North Carolina only, indicate this in gquestion number 1. .
We would still like you to answer the remaining questions, however, even though no figures
will be shown for states other than North Carolina.

All figures shown should apply to the calendar year or to your fiscal year emding in the
year indicated for each column. For example, a fiscal year ending June 30, 1954, or a fiscal
year ending April 30, 1954, should be indicated in the columns headed ‘11954,

Taxes or other expense items applicable to prior years but paid during the years considered
in this questionnaire should mot be included in your answers. Income items applicable to by
prior years but received during the years considered in this questionnaire should be included :
in your answers.

Show all figures to the nearest dollar.

PLEASE RETURN THE QUESTIONNAIRE NOT LATER THAN FEBRUARY 10, 1956, TO L
LESLIE E. CARBERT, DIRECTOR OF RESEARCH %

TAX STUDY COMMISSION, ROOM 553, REVENUE BUILDING 1
RALEIGH, NORTH CAROLINA - A

1. What was the nature of your principal business in each of the following States in 1954 7
Describe product produced or service rendered and indicate whether prineipal business
in each State was manufacturing, distribution, retail trade, ete.

NORTH CAROLINA
Alabama
Arkansas
Florida
Georgia
Kentucky
Louisiana
Mississippi
South Carolina
Tennessee
Virginia
2. Ad valorem property taxes paid or accrued

1953 1954

NORTH CAROLINA
Alabama

Arkansas
Florida
Georgia
Kentucky
Louisiana
Mississippi
South Carolina
Tennessee
Virginia

All other States

Total of all States
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3. State corporation income taxecs paid or ac-
erued (Franchise taxes that ure based on

| net income should be inciuded here)
1 1953 1964

NORTH CAROLINA
Alabama
Arkansas
Flerida

Georgia
Kentucky
Louisiana
Mississippi
South Carolina
Tennessee
Virginia

All other States

f Total of all Statss

4. State and lceal franchise, or privilege taxes
\ and business licenses paid or acerued
1953 1964

|

| NORTH CAROLINA
Alahama
Arkansas
Florida

I Gzorgia

| Kentucky
Louisiana

| Mississippi

South Carolina

Tennessee

Virginia

All other States

Total of all States

§. Taxes on intangibles, paid or accrued, not
included in guestion number 2
1953 1954

NORTH CAROLINA
Alabama
Arkansas
Florida

Georgia
Kentucky
Louisiana
Mississippt
South Carolina
Tennessee
Virginia

‘ All other States

Total of all States

7. Other state and local taxes paid or accrued
(Include such as truck and auto licenses,
severance taxes, ete. Do not include payroll
taxes, or sales and use taxes)

1963 1964

| NORTH CAROLINA

| Alabama
Arkansas

: Florida
Georgia

| Kentucky

| Louisiana

| Mississippi
South Carolina
Tennessee
Virginia
All other States

Total of all States
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8. Total state and local taxes paid or accrued

(Sum of questions 2, 3, 4, 6, and 7 above)
19563 1954

NORTH CAROLINA
Alabama

Arkansas

Florida

Georgia

Kentucky

Louisiana
Mississippi

South Carolina |
Tennessee |
Virginia

All other States

Total of all States 5

9. Federal income taxes paid or accrued
1953 1954

12. Book value of real and tangible personal
property as of December 31 or end of fiscal
year. (Include inventories, land, and net

book wvalue of depreciable assets.) E
1953 1954

NORTH CAROLINA

Alabama E
Arkansas =
Florida &
Georgia
Kentucky
Louisiana
Mississippi i
South Carolina 1

Tennessee . '
Virginia =
All other States

Total of all States

18. Gross Receipts. (Include income from sales,
rents, royalties, interest, dividends, gain
from sale of anssets, etc., whether these items
are taxable or not. Should be allocated by
foeation of business done or service rendered,
rather than by the point at which collections
are made. Sales should be allocated by loca-
tion of the office by or through which sales

are made.)
1953 1964

NORTH CAROLINA
Alabama
Arkansas
Florida

Georgia
Kentucky
Louisiana
Mississippi
South Carolina
Tennessee
Virginia

All other States

Total of all States




366

15. Total Payroll. (Total payroll associated with

the business done in respective states.
Salaries of executive personnel should be
included)

NORTH CAROLINA
Alabama

Arkansas
Florida
Georgia
Kentucky
Louisiana
Mississippi
South Carolina
Tennessee
Virginia

All other States

Total of all States

16. Total manufacturing costs, including costs

of inventories used. If detail is not available,
please estimate, and indicate with an asterisk
which of the figures is so estimated.

NORTH CAROLINA
labam:

Louisiana
Mississippi
South Carolina
Tennessee
Virginia

All other States

Total of all States

18. Gross rental paid or accrued on real
property

NORTH CAROLINA
Alabama
Arkansas
Florida
Georgia
Kentucky
Louisiana
Mississippi
South Carolina
Tennessee
Virginia

All other States

Total of all States

19. Gross rental paid or accrued on

tangible personal property

NORTH CAROLINA
Alabama

Arkansas
Florida

Georgia
Kentucky
Louisiana
Mississippi
South Carolina
Tennessee
Virginia

All other States

Total of all States

THE IMPACT OF STATE AND LOCAL TAXES IN

1953

1954
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20. Gross rental income from real property
1963 1954
NORTH CAROLINA
Alabama
Arkansas
Florida
Georgia
Kentucky
Louisiana
Mississippi
South Carolina |
Tennessee
Virginia
All other States
Total of all States i
21. Gross rental income from tangible
personal property 1953 1964
NORTH CAROLINA .
Alabama
Arkansas I
Florida - '
Georgia )
Kentucky E
Louisiana
Mississippi
South Carolina 5
Tennessee B
Virginia 1
All other States e
U
Total of all States | "‘:
22, Total selling costs, including advertising 3
expenses, excluding cost of sales 1953 1964
23, Total expenses other than cost of sales
1953 1954
24. Total net profit (or loss) of the corporation before all taxes shown in questions 8 and 9
above. (Should be taxable net income on Federal income tax return, plus total of ques-
tion )8. minus total of question 3, plus non-taxable income, minus unallowable dedue-
tions
1953 19564
25. Did you engage in substantial expansion or relocation of facilities or operations
(answer “yes” or “no")
1963 1954

26. éj‘y;;u answer to gquestion number 25 was “yes”, describe the expansion or relocation
riefly.

27. Do you have any comments that would help to clarify your answers to any of the
above questions? Please indicate the questions to which your comments apply. If addi-
tional space is ded, attach te sheet:
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APPENDIX B-I
EXHIBIT 1
HYPOTHETICAL CORPORATION A
Balance Sheet, Year Ending December 81, 1955

ASSETS

Cash and Bank Balaees .......ceovssseesscecacencs $ 2,026,000

Notes and Accounts Receivable ..... e § 4,320,000

Less: Bad Debt Reserve ........... s e s S 720,000
Net Receivables .........c.ocvvvvennnssns - 4,600,000
Inventories? . ...cccccemenassenrasenessinantnniesss 8,325,000
Investment in Government Obligations ............ i 2,250,000
[ Other Investments ..........co0venavaes 225,000
! Total Current Assets ........ovvvvsssnsnneans $16,425,000

t FIXED ASSETS
Eand®: i o vy ana R S e 225,000
Total Depreciable Assets® .............. $14,000,000
Lesa: Depreciation Reserves® ..........ccocvnuunns 8,825,000
‘ Net Book Value® .......cccvvvevnrns 5,175,000
I Other ASBEEE: .. ... cociabrssssrotssbastnense SN 675,000
TOTAL ASSETS ........0us Ve AN $22,600,000
LIABILITIES
Notes and Accounts Payable ........cccvvvevnnncans 2 $ 675,000
Acerued Federal Income Tax .......... SR e 950,000
Accrued State Income Taxes ......... S— L L p— 400,000
Accrued Ttems—Other .........ocevvveenns 450,000
Total Current Liabilities ............c0000n o $ 2,475,000
NET WORTH
Preferred Stockd® $ 2,007,600
Common Stockd® 4,000,000
Earned Surplus ... . 9,015,000
Paid I Borplol ..ooccsisesisssssnnssnssness VesanAn 3,000,000
Reserve for Contingencies .........covvenvensvences . 500,000
Other Surplus Reserves ........... 1,502,500
Total Net Worth ........ $20,025,000
TOTAL LIABILITIES .....ccoausssssassnsassscssacs $22,600,000

NOTES: *See Exhibit 2
bSee Exhibit 3
¢Land in Domestic State ..........c0000e0 . ] 57,000
Land in Foreign State ................. 168,000

Total' Land c.ccececcanecsvcsnnssrvasssssd 226,000

dAuthorized Capital Stock .................$ 8,443,000
*Estimated “Market Value™ of Shares ......$30,257,600




APPENDIX B-I
EXHIBIT 2
HYPOTHETICAL CORPORATION A

Derivation of Net Book Value of Depreciable Assets, Year Ending December 81, 1955

Cost or Other Normal Normal Emergency Emergency Accumulated Net Book
Basis as of Depreciation | Depreciation Amortization | Amortizati Depreciation Value per
Kind of Property Dee. 81, 1955 | Allowed Prior | Allowable in |to Jan. 1, 1955 for year per Balance Balance
to Jan. 1, 1955 | Year ending ending Deec. Sheet Sheet
Dec. 31, 1955 31, 1955
(1) (2) (3) (4) (6) (8) [¢4]
PLANT I—FOREIGN.......coioinsannrnns $11,500,000 $8,880,548 $805,725 $67,667 $26,816 $8,780,666 $2,719,844
PLANT II—DOMESTIC
Tmprovements, . . ...oecevenrnsasiarnans $ 53,000 None § 3,479 None None 3 3,479 $ 49,521
Buildings.......oooiviirrarieisiicinns 1,011,000 - 12,768 L " 12,768 998,247
Machinery and Equip R R 976,000 2 17,006 4 “ 17,006 957,994
Power Plant Equipment..........o00v00 118,000 g 8,872 = " 3,872 109,128
Toolsand Dies.......ocovciinnninncenes 282,000 i 4,757 “ el 4,767 277,243
Furniture and Fixtures.......ooovsieanan 30,000 L 1,026 1 - 1,026 28,974
Automobiles, .....oiiiiiieiiiiiiiiiians 6,000 a 1,451 " - 1,451 4,649
Construction Work in Progress. .......... 80,000 . None * - None 30,000
TOTAL: PLANT II.......¢cv0vvues $2,500,000 None $44,344 None None $44,844 $2,466,666
TOTAL: PLANTS T & II......... $14,000,000 $8,380,648 $850,069 $67,567 $26,816 $8,8265,000 35.175.0601
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EXHIBIT 8
HYPOTHETICAL CORPORATION A

Inventory, Total and by Slates

Domestic Inventory Foreign Inventory Total Inventory

Average for Average for Average for
Type of Inventory As of As of Year Ending As of As of Year Ending As of As of Year En
J y 1, D b D b January 1, D b D b Ji vy 1, | D ber D b
1965 81, 1955 81, 19556 1955 81, 1955 81, 1956 1966 81, 1955 31, 1965
(¢)] (2) (8) (4) (8) (6) )] 8 (9)

C $402,962 $468,185 $4865,578 | $4,680,081 | $5,185,817 | $4,907,949 | $5,038,048 | $5,654,012 | $5,843,5627
Work in Process...... veseanrnans 161,020 167,711 164,366 1,850,144 1,908,651 | 1,878,348 | 2,011,164 | 2,074,262 | 2,042,714
Raw Materials and Supplies 68,214 62,802 66,558 788,787 538,884 658,810 862,001 596,726 724,868

$632,196 $698,798 $665,497 | $7,264,012 | $7,628,202 | $7,445,107 | $7,806,208 | $8,825,000!| $8,110,604

NOTES: 'To Balance Sheet—Exhibit 1
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APPENDIX B-I
EXHIBIT 4
HYPOTHETICAL CORPORATION A

Income Statement, Year Ending December 31, 1955

1. Gross Sales ......civvvieisesscsisannaarssssasssrssrsansarrans $18,139,636

Less: Cost of Sales

{a) Inventory January 1, 1966 .....ceccuieccinenaninnenaannns % 7,896,208

(b) Purchases for resale

(¢) Cost of making produet® .......cenevsersrannnrrcncnncnes 13,930,685 |

|

(d) Total: (a)d-(b)d(e) .icvveirrrrnneraiennnnninnncannnns $21,826,893

(e) Less: Inventory December 31, 18556 ........cccovennnenns 8,325,000 13,501,893
2. Gross Profit ......ciicveinerecsnnanransssssnrsassrrrsassrrans $ 4,637,743 !
3. Interest Received 40,840 i
4. Royalties Received 3
5. Dividends Received from Subsidiaries .............cc00eccenane 78,752
6. Dividends Received—Other .......c.cciovmriiairenonarrnnannns 14,259
7. Discounts BEarned ........oceuvecncaceianarsassrasssssnssssnans 29,509
8. Miscellaneous INCOME ......ccocusesssasnsssssanassssannsnanns 4,745 :
9. TOTAL GROSS INCOME ........ SR e BT e e $ 4,800,848

EXPENSES 2
10. Interest Expense
11, Taxestd .. .....ccvansmnrssnsssssnsnnass
12, BRents ...ccvsssssancasssnsnsssnsenesnes "y
13. Officers’ Salaries b
14. Depreciation? .........ceesverecssnansansciiatasasaasaananans :
165. Salaries and Wages ........ccetiessessccsscstisnassassassnans 294,692
16, REDRITE +cuvovensessnnsnrensensnsassnseseenereerassestaranssns . 526,940 i3
17. Casualty LOBSES ....oucccessuesnssasnssssssaananssnsssnsassnss 1,246 -
18. Contributions ......cccoissssnsnsasssessasssnrsssacsrsssasssnss 9,686
19. PenSiONS ...eoevveresscisasonansasssnsnserasassnanenssrsassaes 238,620
20, Other EXDENSES .......cceeesssssnsnssrsscssarssssssssssssates 132,622 g
21,  Total EXDENSES .euuvevnsnranarsssncssmssnssesrnnennsssssoss 3,195,955 &
22. NET PROFIT? ,.....coinvanressssvccsnsasccssscscssssnsansnns $ 1,604,893 .

— 1

NOTES: %see Exhibit 5
bsee Exhibit 2, Col. (3) Col. (5)
tgee Exhibit 6, Col. (3)
dghould be considered as tentative only, since “domestic” taxes will change as
hypothetical corporation is moved from state to state.

APPENDIX B-I

EXHIBIT b
HYPOTHETICAL CORPORATION A
Tazes Paid
Social Security .....ccevvvccrsssssavsravasssrsssssaassasnsnanseans 3 242,179
Federal INCOME® ....veecseissscsssisassansassasssasasstanassinssns 944,026
Taxes in Foreign State:
Ad Valorem Property $94,409
State Income ......ccvvrvvonsrnnan . 62,223

Biate Use ..viorsesnsmsnsnnnsnses 5,766
OEREE' Wiiiiosissanniasiaesasassasstnnsaainsnsnseesssassesssse . 65 162,463

Taxes in Domestic State:s

Ad Valorem Property ......ceoceeveasassssassssssssssssssnnssnns $19,187

State Income g

State TUBE ....ccccviecnsssnsnsssnsssnnssssssssssssssnssssssscancss 328

State Franchise .......ccivecassssnnsnssssnsssssssssssssssnssnnns 3,496 35,303
TOTAL TAXES .iicinsasisviinnssuvavansssvs R LT T 91,383,971

NOTE‘,S 2Should be id tive only, since “domestic” taxes will change ag

hypothetical plant h mowd from state to state,




APPENDIX B-1
EXHIBIT 6

HYPOTHETICAL CORPORATION A

Manufacturing Costs, Tolal and by State, Year Ending December 31, 1955

Type of Coat

Plant I—
Foreign
States
(1)

Plant II—
Domestie
Btate
(2)

Total

(3

Plant IT
as Percent
of Total
(B)

Material Bought for Manufacture
Balarles and Wages:

$ 7,045,880

1,987,867
2,440,606
1,511,930

$1,035,476

109,726
128,642
79,825

$ 8,081,606

2,097,582
2,569,247
1,691,256

87.185

94.769
94.993
96.016

$12,986,282
991,225

$1,363,368
17,690

$14,839,600
408,915

90.562
95.674

$12,696,007

$1,335,678

$13,980,685!

90.412

NOTES: 'To Exhibit 4 line 1(c).
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APPENDIX B-I
EXHIBIT 7
HYPOTHETICAL CORPORATION A

Typical Allocation Factors

Domestie Percent in
Factor State Total Domestic State
(1) (2) (3)
1. Payroll® .....c.cecevevrucriserssannananes v... B 814,746 $ 5.144,084 6.1186
2. Sales, by Origin® ....... RS 0 18,139,638 0
3. Sales, by Destination® ....... D " 984,021 18,139,686 5.4247 |
4, Sales, by point of Manufacture® ... |

1,936,733 18,139,636 10.6768

5. Tangible Property: .......coc0vns
6 Land .....co0nneunn Rt VR I oA 225,000 25.3333

7. Depreciable Assets® .......... 5,175,000 47.4523

8, Total Land and Depreciable Assets . 5,400,000 46.5307

9. Inventories—Year end ............-.. 8,325,000 8.3040 I

10. Inventories—Averagef ......... o o5 8,110,604 8.2052

11. Total Property—Year end Inventory® 18,725,000 23.3986 . e
12. Total Property—Average Inventory®™ ........ 8,178,163 13,610,604 23.5234 H

13. Manufacturing Costs ........ T o SRR . 1,335,678 13,930,685 9.5880 il 5

NOTES: *The only payroll allocable to the domestic state is that assignable to manufac-
turing operations at Plant I -
vQrigin” should be taken to refer to the location of office or agency by or
through which sale is made. It should mot be taken to refer to the loeation of ER
the physical inventories in warehouses or to the location of the manufacturing |

plant from which the sales are supplied. o
¢“Destination” should be taken to refer to the location of the purchase. Assume b }
that the location of the purchase is the same as the residence of the purchaser 1
and the state in which the product will be used by the purchaser. Bl J
4Sales made during the year from products manufactured or stored at Plant I in 5 W
domestic state. Sales may have been made to purchasers anywhere. g z

28 . ’ . | e

eAfter deduction of depreciation reserves.

fInventories on January 1, 1955 plus inventories on December 81, 1955 divided by
2. Where monthly or other periodic average inventories are required, assume
this ratio to apply.

gLine 8 plus line 9.

bLine 8 plus line 10.

APPENDIX B-I i

EXHIBIT 8 '

HYPOTHETICAL CORPORATION A
General Statistics

Current Assets 95 of Current Liabilities .......cccieareinnininarmnnrenroronsenss 6.636
Percent Cash and Securities to Current Assets ........ccececmmrermernrnennennonesss 26.027
Percent Inventory to Current Assets .......... Pt cibeiraanien ey SO.880
Percent Net Current Assets to Net Worth* ........ eesenasseansess 69,663
Percent Property e T s e ssssssanesns tresesnnsesnes 68.036
Percent Annual Depreciation, etc., to Gross Property .......... ceees 2692
Percent Long Term Debt ............. R ey T
Percent Preferred Stock ......c.ccvveerisrsinrsrrrsrossencnnnancses .. 10.025
Percent Common Stock and Surplus ........cceseeranorsnaiiaanrasarrentnaaraenres 89.975
Groes Sales 95 INVENLOTY ...ceenrssssssasanasssssrsssrssssesntasssecnannsressrrns 2.179
Gross Sales 9 Receivables ........cciisnsseessnnoscrenssecsrnanusnnrsecnnnoonnsss 5.039
Percent Sales to Net Property ........... o @R taressssssanaanaesse wessenseses 350.524
Percent Sales to Total Assets ........cccieerennrecnassasnsssasasanes 80.621
Percent Net Income to Total Assets .........cccoenuveee :.133

014

Percent Net Income to Net Worth ........ccoeeeeancunincnnsnncnnsnsnnrnnanrens

NOTES: sNet Current Assets—=Current Assets—Current Liabilities—$16,425,000—
$2,476,000=%13,950,000.
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APPENDIX B-I
TAX CALCULATIONS FOR HYPOTHETICAL CORPORATION A
Ezhibit 9—Alab Taz Caleulati
(&) Admission Tax (once only)

Base: Land $ 57,000
Inventories ............. 698,798
Net depreciable assets . 2,455,656
Cash and bank balances .. 25,000
TRl i inaeiimsimnommuessos sassiesd s euiisennssssse $3,236,454
Bt i
Tax: (1) 2690 of BEst . c.vvsicvaivisnmaisvaevnmievvainvinne $ 1000 = $ 25.00
(2) 6% of NeXt .vvvicvivivasnnnniin 900 = 45.00
(3) 1/10 of 19: of next 3,235,464 = 8,285.456
Tl . ivnsvmieninsaisnisissasiiaEvnnnsssyesees $3,236,454 $3,305.45
(b) Filing Fee (once only) ......covecuvirennsnsnsrsssnsacnnnns $10
(c) Business License Taxes (annual)
State license at statutory maximum ...........co000000000 $200
County license at statutory maximum .............00000 100
7 - NP S Sy POty S o e e e P $300
(d) Corporation Permit (annual)
Tax at statutory maximum .........eveeveeee sosaas Fa 100
(e) Franchise Tax
Base: Land .. ..cceervevcssnsnnsrsnnsnssssssonnssnssnssnsy § 657,000
INVENtOries ......c.iniccieccesisssnnasssinsvasansan 698,798
Net depreciable assets ...........covnviintsnanssssss 2,455,658
Cash and bank balances .........ccovvveeviinnnsasas 25,000
Total ....... S e AT e A R R e $3,236,454
==y
Tax at $2.50 per $1,000 = (3,236,454) (.0026) ...... = $8,091

—_———




Tax Caleulations for Hypothetical Corporation A—(Continued)

() Property Taxes—(i) First through Tenth Yeara

Ratio of State Houston County School
Assessed Tax Distriet | School
Type Book Value to | Assessed Rate State Non- | School | Total Non- School Total Tax District Total
of Value Book Value Tax School |TaxRate| County | School Tax County Rate Tax Tax
Property Value Tax Rate Tax Rate| Tax Tax
(in percent) (in mills) (in mills)|(in mills)|(in mills) (in mills)
(1) (2) (3) (4) (5) (6) (7 (8) (&) (10) (11) (12) (18) (14)
Tand..ooicooormine H 57,000 16 $§ 8,560 6.5 |$ 65.58 11.5 4.0 15.5 |$ 98.83 |$ 84.20 (§ 182.53 8.0 |$ 25.65 |8 213.76
Improvements......| 1,047,768 16 157,166 _— _— —_— 4.0 4.0 —_— 628.66 628.66 3.0 471.50 | 1,100.16
Machinery and
Equipment..... 1,407,888 15 211,188 | — _ —_ 4.0 4.0 —_— 844.73 844.78 8.0 688.556 | 1,478.28
Inventories!,...... 118,796 15 17,819 —_— — —_— 4.0 4.0 _ 71.28 71.28 8.0 53.48 124.74
TOTALS...... $2,681,462 156 $ 894,718 —— |§ 656.58 —_— 4.0 —— |$ 98.88/$1,578.87 ($1,677.20 8.0 |[$1,184.16 [$2,916.94
Total Tax $2,917
NOTES: !Inventory base calculated as follows:
Type of Assumed | Assumed
Property Total Exempt Taxable
Finished Goods.......... § 468,195 |$ 374,566 |§ 93,639
Work in Process......... 167,711 167,711 0
Raw Materials and
Supplies............ 62,892 87,736 25,157
........... $ 698,798 |$ 580,002 ($ 118,796
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Tax Calculations for Hypothetical Corporation A —(Continued)

(f) Property Taxes—(ii) Eleventh and Subsequent Years

Base: Total Assessed Value ............. Ve as oid ATt $ 394,718
State tax at 6.5 mills: ......c00en (394,718) (.0065) — $2,565.67
County tax at 16.5 mills: .......... (394,718) (.0155) = 6,118.13
Sehool District tax at 8.0 mills: ..... (394,718)(.003) = 1,184,156

Total tax at 25.0 mills: ......... . (894,718) (.025) =  $9,867.95

(%) Income Taxes—(i) Allocation Ratio

1. Property (average inventory) . 23.52349%,
11, Manufacturing costs ......... 9.658809%
! IT1. Sales (point of manufacture) 10.6768%
| Total ..ovevsnssse S LR R e e 43.78829%
Average Ratio .......... e P 14.5961%
I {g) Income Taxes—(ii) Formula Derivation
'g: (.08) (.145961) (D—F)
—=.145961(D—F)
33.33333T
=D—F
.145961
228.3715066T=D—F
But: F=.30(A—T)+.22(B--T)
Therefore: D—.30A-.30T—.22D+.22T =228.3715066T
D—.30A—.22B~=227.8616066T
D—.30A—.22B
227.8515066
(g) Income Taxes—(iii) First year
1. Alabama Easic Income*
Total gross INCOME .....cecessrsnssnsrsssanacnsnes $4,800,848
Deductions (excluding taxes) ............ e e $1,811,984
Deductible taxes other than in Alabama® .......... $342,419
Deductible taxes in Alabama® ..... P 14,723
Total deductible taxes ........icevenesvincananss 357,142
Total deductions ..... S e PR 2,169,126
Net income ......ceo00en $2,631,722
Less: Non-unitary income .......c...- 163,106
Unitary net income .......csssrvonscsrasans $2,468,617
fe——- =l
II. Federal Basic Income*
Total Eross iNCOME ......cevevroreroananensnuns $4,800,848
Deductions (excluding taxes) ....cevcevsscucscancs $1,811,984
Deductible taxes other than in Alabama® .......... $5404,642
Deductible taxes in Alabama® ......ccccaeccesnnns 14,723
Total deductible taxes .......cosvevsssasssnsnsss 419,365
Total deductions ......cesssssssssssassssnsncss 2,231,349
Net INCOME ...vvvcsveresssnsssnsassns nsans $2,569,499
_——
III. Tax

D=%$2,468,617

A=%2,569,499

B=%$2,669,4090—25,000=32,544,499
- D—.30A—.22B

227.85150566
2,468,617— (.30) (2,569,499) — (.22) (2,544,499)

227.8515066
=%$4,994 State Tax
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Tax Calculations for Hypothetical Corporation A—(Continued)
(g) Income Taxes—(iv) Second ‘through Tenth Years
I. Alabama Basic Income?
Total gross income ........... SRR $4,800,848
Deductions (excluding taxes) $1,811,984
Deductible taxes other than in Alabama® .......... $342,419
Deductible taxes in Alabama® .........c0000000 11,408
Total deductible taxes ......cccevvernnsancssssss 853,827
Total deductions ...............0 2,185,811
Net income .......... FERRERERE $2,685,037
Less: Non-unitary mnet INCOME nonernrennns 163,105 I
Unitary net income ....... $2,471,932 !

II. Federal Basic Incomes - -
Total gross iNCOME ......ecevvavancerads $4,800,848
Deductions (excluding taxes) ....... = = $1,811,984 I
Deductible taxes other than in Alabamab . e $404,642
Deductible taxes in Alabama® .........coc0veenannn 11,408

Total deductible taxes ............... 416,050 .

Total deductions ..........oovvvvnnes Iy 2,228,034 :'_ 3

Net income ........oensveveses $2,572,814
III. Tax 3
D=$§2,471,932 i
A=$2,572,814 i
‘B $2,672,814—25,000—=32,647,814 '
D—.30A—.22B -
T= -
227.85160
_ 2.471,982— ( au) (2,572,814) — (.22) (2,647,814)
227.8515056
—=3$5,001 State Tax o e
(g) Income Taxes—(v)Eleventh and Subsequent years i :
1. Alabama Basic Income®
Total gross income ..........c...0 A $4,800,848
Deductions (excluding taxes) ...... $1,811,984
Deductible taxes other than in Alabama® . ATt $342,419
Deductible taxes in Alabama® ................ 18,359
Total deductible taxes ................. PR S 360,778
Total deductions ......... oo rmein AR RS e 2,172,762
Net income ...... e R B S R e e . $2,628,086
Less: Non-unitary income .........oeveneeses 163,106
Unitary met incOme ......ccevecesssssssssnas $2,464,981
II. Federal Basic Income*
Total gross income ...... T — P $4,800,848
Deductions (excluding taxes) ............. $1,811,984
Deductible taxes other than in Alabama® .......... $404,642
Deductible taxes in Alabama® ................ 18,3569
Total deductible taxes ..... e R P 423,001 i
Total deductions .......ceeevieasassssssnnnsnss 2,234,986
Net income ....... T Sieeaee $2,566,863
ITI. Tax
D=%2,464,981
A—=%52,565,863
B=%2,665,863—25,000=%2,5640,863
—m—.ZZB ;
T— |
227.85150
2,464,981 — ( 30] (2,565,868) — (.22) (2,540,863)
= 227.8515056
=%4,987 State Tax |
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Tax Caleulations for Hypothetical Corporation A—(Continued)
(g) Income Taxes—(vi) Notes
sBefore deduction of Federal or Alabama income taxes
bDeductible taxes other than in Alabama:

Social Security ....cccossssssrrrasssrssssssnasss $242,179
Property ..oveeecscecssssasanrrnassssasnassenans 94,409
USBE ...cveccvsnnnsssssssssssnsnsssssssasnnsannes 5,766
Other ....cooeccasrnasvsrrsssrsisssassssasnnasss 66

Total sovcivaniciirenssisnssnsssassnsvevsnnaing $342,419*

cDeductible taxes in Alabama:

Second Eleventh

Through and
First Tenth Subsequent
Year Years Years
Admission TaX ......cevvvceesnes ... $ 3,306 0 0
Fiing Fee .....ccvvvvesvannssvns » 10 0 0
Corporation Permit . 100 g 100 $ 100
Business Licenses .........ccoviiuivnns : 300 300 300
Franchise ........cccccseennsnrnsrnnse . 8,091 8,001 8,001
Property .....cccosssssssrsssssssnansnssssnsssns 2,917 2,917 9,868

Dot s s s e V. Iy $14,723  $11,408  $18,359

*For Federal purposes add “other state income taxes” of $62,223=3404,642.

(h) Present Value Calculations®
L(a) R=$23,346
i=.06
R
A=—
i =(1)
23,346

.05
=$466,920
(b) A=%466,920
n=10
i=.06
P=A(14i)" --(2)

—466,920(1.06)-"
—5436 ,920) (.61391325)
=3$286

IL.(b) (1)C=$16,409
n=9

i=.05
=C(anat i) —(4)
=16,409 (ap at i)

=(16,409) (7.10782168)

=$116,632

=

(2)L=§116.632
n=1

i=.06
S=L(1+4i)-"® —(5)
=116,632(1.05)
=(116,632) (.95228095)
=$%$111,078

(S}E—SIB 402
i‘-“ 05

X=E(1+i)-® —(6)
=16,402(1.06)*
=(18, 402] (.95238095)
—=$15,6
III. Q=%3,315
Iv. P=%$286,648
S= 111,078
X= 15,021
Q= 3,316
T=P+84+X+Q —(8)

=$416,662

Note: *See Chapter VI for formula derivation, method, and meaning of symbols.
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APPENDIX B-I
TAX CALCULATIONS FOR HYPOTHETICAL CORPORATION A
Exhibit 10—Arkansas Taxz Calculations

1a) Qualification Fee (once only)
Allocation Ratio:

(1) Property (year-end invemtory) ............... 23.39869:
(2)Sales (destination) ......ccvvinerernansnsnanss 5.4247%
Motal!, /i amia s T e ae 28.83339 l
Average Batio .....cocvsescnsssssrsnsnsnnnsns 14.4167% I
Base: Authorized Capital Stock .................0 $8,443,000 |
Allocated Base: (8,443,000)(.144167) ......-v00ss = $1,217,202 |
Tax: $104(.0001)(900,000) 4 (.0005) (21'?.201) e = $111 i
(b) Franchise Tax |
Allocation Ratio: Arkansas Total
Tangible Property .........oeeceucunenns $3.211,454 $13,725,000 |
Net Receivables ........ccovvvvvnnsanenns 0 3,600,000 ;
Investment in Government Obligations .. 0 2,250,000 ' ]
Other Investments .........cevvvvevvneeraans - 0 225,000
Cash and Bank Balances ..........icovuneuranans 25,000 2,025,000 :
T T $3,236,454 $21,825,000 ,:i 4
et
3,236,454 bE-
Ratio: _— 14.820195 #,
21,825,000 _ FE
Base: Capital Stock Outstanding f_
Preforred ooiccisnasiieitesidmesiaimum s amiine $2,007,500 | 5 ” |
COMMON .usivssvssssasnnsssssnssssrsnssssssnsne 4,000,000 e {
—_— Vil
Motal  oocscuiigime sl e v i st uaiis $6,007,000
Allocated Base: (6,007,500)(.148291) ............. = $890,858
Tax at 11/100 of 195—=(890,858) (.0011) ........ — $979.94

(¢) Property Taxes

Base:
Ratio of
Book A dteo A d
Type of Property Value Market Value* Value
AN ojacosinnmmoaimianorass e o e e AT S T B R 0 $ 67,000 8.479% § 4,982
IMprovements ......ceesessssssesnsasnnssssssnsasns 1,047,768 8.479% 91,576
Machinery and Equipment ...........c..civiiieaaen 1,407,888 8.47% 123,049
Inventorles ...::.veosusmsnnnensnrssnusrisnnesrivn 698,798 8.479% 61,075
GRBR. cvvsarseshiesrenhesnsssmosasrvddnsnossesianes 5,000 100.00% 5,000
Bank Balanee ......icsvssssssasasnsinanssssssnnss 20,000 100.009 20,000
ToRkIn: oiciiceiiin i irirmrash s i vy $3,236,454 9.4459  $305,681
—
Tax Rate: Garland County .....cceccvvarevessanns 12.5 mills .
School Distriet (No.B) ..........ce0nes 40.0 mills
Total -isivaisiiiaiannilimnanianlivesinn 52.5 mills
Tax at 52.5 milla=(305,681)(.0625) .............. = $16,048
Note: 2Estimate obtained for real ty only. A d to apply to personal property

as well. From “Arkansas Ratio Study,” Report of Committee to Study Ratio of
1955 Arkansas Ad Valorem Property Assessments to 1954 Real Estate Soles,
March 1, 1956, mimeo., schedule III, p. 1.
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Tax Calculations for Hypothetical Corporation A—(Continued)
(d) Income Taxes—(i) Allocation Ratio

Manufacturing cost only ........c.caiiiiains S 9.58809%
(d) Income Taxes—(ii) First Year
Total gross income ...... $ 4,800,848
Deductions (excluding t.axes) $ 1,811,984
Less: Emergency amortization unallowable ....... 26,81
Net deductions .......eceeevevesssresssnnans i $ 1,786,168
Deductible taxes other than in Arkansast ....... s : 342,419
Deductible taxes in Arkansas® ........ vl ‘i‘? 139
Total deductible taxes ....... AR e R 359,668
Total deductions .......oceevsaevenans s i 2,144,726
Net income ..... SR g ST $ 2,666,122
,106

Less: Non-unitary income .........icovevuavnnes

3 2,493,017
§ 219,030

Unitary net income ...

Allocated net income: (2,493,017)(0.9688) ........=

|

Tax: First § 3,000 at .01=% 30
Next 3,000 at .02= 60
Next 5,000 at .03= 150
Next 14,000 at .0d= bGo
Next 214,030 at .06= 10,702

$11,602

Total tax

a

Income Taxes (iii)
Total gross income
Deductions (excluding taxes) $ 1,811,984
Less: Emergency amortization unailowahle 26,

$ 1,785,168
342,419
17,028

(d)
$ 4,800,848

Net deductions ..
Deductible taxes other than in Arkansas® ......
Deductible taxes in Arkansas® ...

359,447

Total deductible taxes .

2,144,615
$ 2,666,233
163,106

Total deductions ....

Net income .......ccccccvnansnans R
Non-unitary income

Less:

|

Unitary net income ......

Allocated net income: (2,493,128) (.09588) ........

| Tax: First $§ 23,000 at .01=% 30
| Next 3,000 at .02= 60
i Next 5,000 at .03= 150
Mext 14,000 at .04= 560
Next 214,041 at .06= 10,702

Total tax

cesnsaes-$11,602

(d) Income Taxes (iv) Notes
sDeductible taxes other than in Arkansas:
Social SeCUrity ....veevevsnnsssnssssensaseses ¢ 2;5.};3

bDeductible taxes in Arkansas:

Qualification Fee ....... SO memmssimA RSOy 3 111 0
Franchise ..........000 e e S e Y W 980 $ 980
AR T veee-ss 16,048 16,048

Property (total)
Totals




NORTH CAROLINA AND THE SOUTHEASTERN STATES 385

Tax Caleulations for Hypothetical Corporation A—(Continued)

(e) Present Value Calculations®
I (a) R= sza 530
i= .0

R
A=—— —(1)
i
28,530
.05
=$670,600
—_——
(b) A=$570,600
n=1
i=.06
P=A(14i) —(2)
_.ﬁ'l’[! 600(1.06)-"
=(570,600) (.95238095)"
—$543,942
II. (a) B=%28,630
n =1
=.05
V=B(1+4i)-* —(3)

=28,530(1.05)*
=(28,530) (.95238085)

=%$27,1T1
III. Q=3111
=
Iv. P=5$543,942
= 27171
Q= 111
T=P+V+Q -7
=$571,224

Note: *See Chapter VI for formula derivation, method, and meaning of symbols.

APPENDIX B-1
TAX CALCULATIONS FOR HYPOTHETICAL CORPORATION A
Exzhibit 11—Florida Tax Calculations

(a) Charter Fee (once only)

Allocation Ratio: Number of states in which doing business 1/20
Base: Authorized Capital Stock .....cceviiniiccniernrresansrmnrnressnnrsnns $ 8,443,000
8,443,000
Allocated Base ——————D ..ossscsscsssscesranatssnnscarasassinsansasanees $ 422,000
20
.50
Tax: $2604+1000 (422,150—126,000) = ....ccnornrrarrnnrennannnunnesaarnnnes 3 399
(b) Business License Taxes e
State license at statutory MAXIMUM .........eerverrresrecenracrnnmersrnrness $ 100
County license at statutory MAXIMU .......cceeceeaernerienessnnarnnnnnees $ 50
Potal svisiumisaressnssserse s nearsta Vit TN ess brErSEdTaS i nRhnE $ 150
—
(¢) Franchise Tax
Allocation Ratio: 23.39869
Base: Capital Stock Outstanding ........cccoivismreninunnnerrernrnnarenes $ 6,007,600
Allocated Base: (6.007.500)(. 233936] $ 1.4056,671
Tax: (flat tax as per schedule) .. $ T60

(d) Property Taxes

Base:
Ratio of
Assessed
Book to Market Assessed
Type of Property Value Value Value
Land ...iessreccssssnsaass 57,000 209, $ 11,400
Tmprovements ........c.ece ... 1,047,768 259 261,942
Machinery and Equipment . . 1,407,888 25% 351,972
Inventories ......cccsscisnaanssansinnnne .. 665,497 269 166,375
TOtRIS ..vvcivessismssrinassannssnssssnsnens $3,178,153 24.911% §$ 791,688
—_——
Orange County tax at 38 mills: (791,689) (.038) = ...cccvernennrrmmmrenences H 30,084
—
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Tax Calculations for Hypothetical Corporation A—(Continued)

(e) Intangibles Tax
Cash and bank balance $25,000
Tax at .05 per $1,000: (21,000) (L000B)I= v eueeesennssnenensosnersrosssses $1.25

5 _—

(f) Present Value Calculations®

L. (a) R=$30,985
i= .06

A—m—

i
80,985

.06
=$619,700
—_—=
A—=%619,700
n=1
i=.05
P=A(14i)-»
=619,700(1.05)-*
=(619,700) (.95238095)
=$590,190

B=%30,985
n=1
i=.05
V=B(14i)—
=30,9856(1.06)-*
=(30,9§g)(.95238095)

=$29,
Q=% 1,160
P=$590,190
V= 29,510
Q= 399

T=P+4+V+Q
=$620,099

Note: *See Chapter VI for formula derivation, method, and meaning of symbols.

APPENDIX B-I
TAX CALCULATIONS FOR HYPOTHETICAL CORPORATION A

Exhibit 12—Georgia Tax Calculations
(2) Qualification Fee (once only)

(b) Franchise Tax
Allocation Ratio:
I Total property in Georgia $ 3,211,454
Business done in Georgia 984,021

Numerator $ 4,195,475

II. Total property everywhere $13,725,000
Business done everywhere 18,139,636

Denominator $31,864,636
4,195,475
31,864,636 =
Base: Net Worth $20,025,000
Allocated Base: (20,025,000) (.1816656) .....ccvvuveunmnrvorsnensnsnronsnnns =$§ 2,636,604

Tax; (flat tax as per schedule) ....,......... i g e e o e S $ 1,000
—_—

IOL Ratio: ——————= ...ieverertenrcnrancnsersssssnsnonsanes 13.16656 9%




NORTH CAROLINA AND THE SOUTHEASTERN STATES 387

Tax Calculations for Hypothetical Corporation A—(Continued)
(e) Property Taxes

Base:
Ratio of
Assessed to
Book Market Assessed
Type of Property Value Value Value
el $ 67,000 259 $ 14,250
FINDrovements . ........covsseessssasssssnanas 1,047,768 259 261,942 i
Machinery and Equipment 967,994 259 239,499 |
Power Plant Equipment ......ccccvvvvenrsses 109,128 259 27,282 |
Tools and Dies .....covvussssssssssnsns 277,243 25905 69,311 1
Furniture and Fixtures ...........00000 28,974 269, T7.244 i
Antomobiles ...vssvnnssssnasenreserane vas 4,649 38.59% 1,751
Other ....cocccesscssssnsssrnnesasanssasnnnss 30,000 259 7,600
Toventorles .. iciiiicicisiivenerenaaneaasnes 698,798 26% 174,699
Totals ...covveanrnsssassssssscassassanrssas $ 3,211,454 25.0199% $ 803,478 u . -
State tax at 1§ mill: (803,478) (L00026) .....cvvviincnanarrsnsraresannanes =4 200.87 f
.
Thomas County tax at 20 mills: (803,478)(.02) ....cvcvvirnnnnrannnnanenns = 16,069.56 -
School Distriet tax at 18 mills: (B02.472) ((01B) .....cvcuncnnnacnnnnnnnnes = 14,462.60 .
S r
T B T O Y $0,733.03 I
(d) Intangibles Tax :
Cash and bank balances .......cc.occrsesssssasrssnsrssnsssssssssasasnnssns $ 25,000
Tax at $.10 per $1,000=(25,000) (0001) ...ccovvvcnvmmennsnensaresnsnsnnanes $ 2,50
—_—
(e) Income Taxes—(i) Allocation Ratio
I. Average Inventories
DOMEStIE ..casescassncssasencesesassssansanes $§ 666,497
Total ,vevencisssannes sodashenn e sae versaness$ 8,110,604
Pt ——— N —— erreeeenaens 8.20639%
II. Gross Receipts (sales by destination) .......... 5.4247%
II. Payroll ....cecescaneneas PP P R 6.1186%
TotAl ivrvsanrsssnssnassssncssasssssesssnss 19.748690
Average Ratio ...cccveeersioniccnsanssansass 6.5829%
{e) Income Taxes—(ii) First Year
Total gross INCOME .....cesesscnsesssssssssssassnes $ 4,800,848
Deductions (excluding taxes) ........evvsvenenneces $ 1,811,984
Deductible taxes other than inm Georgia® ........... $ 342,419
Deductible taxes in Georgia® ...........coiiunienann 31,746
Total deductible taxes .......... Caressnasnansaeas 374,165
2,186,149
$ 2,614,699
163,105
$ 2,461,694
f———_
Allocated met income: (2,451,604)(.06582) ........= $ 161,364 |
Tax at 49%: (161,364) (04) -cvvvvvnnnncannss SRR = $ 6,456
e
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388 THE IMPACT OF STATE AND LOCAL TAXES IN

=§768,830

Note: *See Chapter VI for formula derivation, method, and meaning of symbola,

(e) Income Taxes—(iii) S d and Sub t Years
Total gross iNCOME ....ovvevsarensrsssssnsananssass $ 4,800,848
| Deductions (excluding taxes) .......ccvevevrananens $ 1,811,984
Deductible taxes other than in Georgia® ........... § 842,419
Deductible taxes in Georgia® ........coccacucnanncs 31,736
i Total deductible taXeS ........csecssaneessansases 474,166
| Total deductions ........evesscessssccssascnans 2,186,139
| il
| Net income ......... e R R $ 2,614,709
Less: Non-unitary income ........s--sesssssecess 163,106
Unitary net income ........occoeriarcnneneane $ 2,451,604
Allocated net income: (2,461,604) (.06582) ........ = $ 161,365
Tax at 49%: (161,365) (04) ..oovevvernomnennnnss = $ 8,456
(e) Income Tax—(iv) Notes
sDeductible taxes other than in Georgia:
Social Security ...ccorversssssssssssssssaasaisas $ 242,179
PrOperty ....ossesessesasnnssssssnsnacnssscsnssss 94,409
FranchiSe ......cccosicssansasssssssssssssncacsins 62
BB issesseeseasstnsnrnTrIsEraRasEst i nesaad 5,766
FIHDE FOE .ovvssrareeasnivasosasrasssassssansas %
TOtBl . overvasesrssnsasstsssssnassaiacsransanns $ 342,419
—-——
bDeductible taxes in Georgia:
Second and
First Subsequent
Year Years
Qualification Fee .....ciiicicivnnennannnss "o $ 10 0
Franchise 1,000 % 1.000
Intangibles ......evvaecccannrmsrsraananie sennns 3
Property (total) .....cccoccinincssnssenrenananns 30,733 80,733
i HGERID  wrwwmncs smy mn R ET S BN R g S $ 31,746 § 81,736
(f) Present Value Calculations®
| I (a) R=$38,191
| i=.06
I A = (1
| = —(1)
! i
| 38,191
| T .05
I =$768,820
(b) A=$763,820 i
| n=1
| i=.06
| P=A(14i)™ —(2)
=768,820(1.06)
| =(763,820) (.95238095)
=$T727,448
] IL B—$38,191 A
| n=1
| i=.06
. V=B(14i)-® —(8)
) =388,191(1.05)*
{ =(38,191) (.95238095)
—=$36,372
Il Q=310
Iv. P=§727,448
\&: 36,872
T=P4+V+Q —(T)
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AAPPENDIX B-I
TAX CALCULATIONS FOR HYPOTHETICAL CORPORATION A
Exhibit 13—Kentucky Taz Calculations

(a) Qualification Fees:

Fling fee i:.iciasainiie SR wisei PO
Recording fee ......covvvvnsvsnnrannanacins .10
Tokl oiunessasssaaisiavials E!Ti

(b) Franchise Tax |

Allocation Ratio: Total Kentucky |
Bales? . ii.aniseeesns s Ty ey 0 1] |
Purchases v....5 8,081,506 % 1,035,676 !
Payrolls .. 5,144,084 314,746 !
s 1% R iy T TPITTTT ....$13,225,590 § 1,350,422 {
Total=-2—=Business Factor ............... R S $ 6,612,795 $ 675,211
Property .....sessnsassas o e wes.. 13,725,000 3,211,454
Totals Slaiaina e e e R e T T e ... ..$20,387,7956 i_3.386,665 -
3,886,665 ) ) '
g »
Ratio: 20,337,796 ........... S P P R e 2 = 19.1105556
Base: Estimated market value of stock ........... . ﬁ?iﬁﬁ_ﬂ "
Allocated Base: (30,257,500)(.1911055) ...........= $ 5,782,375 B
Tax at $.70 per $1,000: (5,782,376) (.0007) ........= $ 4018 i
§ = = .
———— [ A ]
Notes: *Sales definition assumed to be same as that for income tax purposes—ie., “origin.” ]

Sales figures omitted: no sales in Kentucky. Sales left out of total because of the 1
omission provisions in the income tax regulations. -3 ML

(e) Property Taxes

State: Base
Ratio of
Assessed to Tax
Book Market Assessed Rate
Type of Property Value Value Value (per $100) Tax
Land ..... TR, TR Sl L 309% $ 17,100 .05 5 8.565
Improvements . casbabEas .. 1,047,768 309, 314,330 .05 157.16
Machi y and Equi z 957,994 28% 268,238 .50 1,341.19 i
Power Plant Equipment ... s 109,128 2895 30,656 .50 152.78
Tools and Dies 277,243 2895 77,628 50 388.14
Furniture and Fixtures ...... e i 28,974 28% 8,113 50 40.56
Automobiles ........00e000n - 4,549 409, 1,820 .50 9.10
thers ...oercssescs seviessusave e e 30,000 289, 8,400 50 42.00
Finished Goods ...... e 468,195 28% 131,095 .50 655.47
Work in Process ......... e 167,711 289 46,959 .60 234.79
Raw Material ......cccinemuenenees 62,892 28% 17,610 50 88.05
TOtalE .coeeencccnsensnasnnesnss$8,211,464 28.7T19% $921,849 — $3,117.79
Fayette County: Base
Land ..osesesssens 57,000 30% $ 17,100 50 $ 85.50
Improvements ......... . 1,047,768 309% 314,330 50 1,671.66
Furniture and Fixtures . . 28,974 28% 8,113 .50 40.57
Automobiles .....c0c00aanne .e 4,549 4095 1,820 .60 9.10
Others ......... A 30,000 289, 8,400 50 42.00
Finished G00G8 ..cccveceesarensee. 468,195 289% 131,095 .50 666.47

Totals .uceeeesecssnssssnsssssss.§1,686,486 29.3849, $480,858 — $2,404.20




