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Hawaii's power to tax, like other powers granted by Congress to
the Territory, is not without limitation. This report suppliss back-
ground data on the federal limitations which help to shape the tax

| structure of Hawaii,

Limitations recognized with regerd to the taxing power of the
states are generally considered applicable, by analogy, to the terri-
torial power., Probably the most important of these limitations is
that which holds the federal government immune from taxation. As
noted in this report, such immunity may be due to express declaration
by Act of Congress or implied under interpretation of the Federal
Constitution,

Limitations also arise when attempts are made 1o tax goods or
transactions involving interstate commerce. Since Congress is charged
with the regulation and control of interstate commerce, some forms of
territorial exercise of the taxing power are treated as interferences
with or burdens on interstate commerce.

Finally, the territorial tax structure is influenced by the bene-
fits to be gained through taking advantage of the provisions of federal
statutes.,  Although not legal limitations upon Hawaii's taxing power,
indirectly they serve much the same function in limiting territorial

action,
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FEDERAL LIMITATIONS ON THE TERRITORIAL TAXING POVER

The United States Constitution does not expressly exempt the federal govern-
ment from stats or local taxation, However, by the case of McCulloch v. Maryland,
(1819) 4 Whest. 316, it was early established that properties, functions and in-
strumentalities of the federal government are not subject to such state and local
taxation. Power of taxation was conferred by Congress upon the Territory with
all the completeness and effectiveness which that power is exercised by any of the
Stetes (In Re Craig - 1911 - 20 Haw. 483). With Hawail having texing power analo-
gous to that of a state, the converse--that the same limitations are also applica-
hle--is assumed, Consequently, in the absence of Congressional action, it is
normally the rule that the limitations on state texing power also are to be trest-
ed as narrowing the Territory's grant of power to tax,

Federal immunity from taxation was considered necessary to forestall undue
interference with the activities of the federal government. Although Congress
has expressly prohibited taxes in many sreas, it has indicated willingness to ac-
commodate state taxing power and, in recent years, has consented to taxatlion of
same federal properties, functions and instrumentalities, Also, United States
Supreme Court decisions have curtailed the immunity doctrine insofar as it applied
to nondiscriminatory taxes on third parties, even though the burden of such texss
may indirectly be passed on to the federal government, There are thus areas of
taxetion where directly or indirectly state and territorial taxes may reach the
federal government and its instrumentalities,

If Congress wishes, it may expressly open a designated activity to the full
scope of state taxation, Thus, any officer or agent conducting a business under
the authority of a United States court is subject to taxation to the same extent

that such business would be taxable were it conducted by an individual or corpora-

tion (28 U.S.C. 960). Conversely, the statutory exemption of the Home Owners!




Loan Corporation from taxation (12 U.S.C. 1463(c)) was held broad enough to

carry with it exemption from a state recording tax on mortgages made in connec~

tion with such loans (Pittman v. H.0.L.C. - 1939 - 308 U.S. 21),

In deciding upon the validity of eny state or territorial tax, end in the
absence of express Congressional exemption, it must be determined whether or not
the texpayer is a true.federal sgency or instrumentality entitled to tex immunity,
If so, &nd if it appesrs that the tax imposes a real and substantisl burden on or
interference with federal operations end functions, the tax will be considered
invalid. The mere fact thet a private individual does business with an instru-
mentality of the federal government, does not clothe him with the immunity from
taxation which is given to a true instrumentality of the federal government, Nor
does the payment of a tax by him necessarily directly hamper or burden the opera-
tions of the federal government,

Further limitations upon state and territorial taxing power arise under
interstate commerce. The regulating of interstate commerce is a power granted to
Congress that may not be interfered with by the Territory and the various stétes.
A tax is unconstitutional where it tends to prohibit interstate commerce, or dige
criminate against it by placing it at a disadvantage with intrastete commerce, or
otherwise burdens or seeks to regulate interstate commerce, However, all taxes
affecting interstate commerce are not prohibited., Where no undue burden or sub-
stantial interference is placed upon interstate commerce and where the tax is
reasonable and fair, a tax may be levied althéugh some interstate commerce acti-
vity is affected, Interstats commerce, therefore, is not altogether immune from
taxation, but must pay its fair share of local taxes (McGoldrick v. Berwind-White

Coal Mining Co, - 1940 - 309 U,S8, 33),

Territorial taxing power is also limited by the constitutional provision that

8 levy on foreign imports or exports cannot be made without congent of Congress,



except what may be necessary for executing inspection laws, By this provisicn,
restriction is placed upon the power to tax foreign commerce, the words "exports™
and "imports" only being applicsble to goods to and from foreign countries and not

goods brought from or shipped to other states (Amsricen Steel & Wire Co. v. Speed

- 1904 - 192 U.S, 500)., Thug, while a nordiscriminatcry state tax upon merchan-
dise brought in from another ftate, or upon its sale, whether in crigiral package
or not, is lswful, a tax upon an imported article erd the right to sell the arti-
cle in its original peckapgs is beyond the taxing pover of the states (Brown v.
Maryland - 1827 - 12 Whest. 419). Inspection laws which may be enforced withou®
the consent of Congrass ruwst be feir and reasonsble, o) 77 7o =zd zo rmuch a metler
of taxation es it is one of regulation. The charzing of an inspection fee which
grosaly exceeds the acival coct of inspection will not be permitied (Hals v.

Bimco Tredinz - 1937 - 205 U,S, 375).

Although not express limitaotions upon the Territory's power to tax, federal
taxes may give direction to the form taken by territoriel taxes., Deductibility
in computing the federal income tax may determine where the legal sctivity of a
territorial tax is to be placed or the stege of economic activity st which it will
be levied, Other foderal legislation, such ag grants-in-zid conditioned upon levy
and application of designated local taxes, moy similarly give direction to the
imposing of ter-itorial taxes,

The balence of this report deals more specifically with each of these areas
briefly commented upon: with federal limitations on the territorial power to im-
pose property, income, and excise taxes on the federal government end its agenciles,
functlions, and sctivities; with limitations due to interstete commerce; and with

deduction of territorial tawes for purposes of computing federal income taxes.



I. Property Taxes.

Unless Congressional authorization permits such action, federal property may

not be texed by the Territory, This immunity does not apply to property in the
hands of en individusl, notwithstanding thet the United States has sn interest in

_such property, so long as the interest of the United States is not prejudiced

(Bgltimore Ship Building Co., v. Baltimore - 1904 - 195 U.S, 375; New Brunswick v,

U. S. - 1928 - 276 U.S, 547)., Thus, & purchaser of rcel property from the fed-
eral government who takes possession with the purchase price psyable in lnstall-
ments but with legal title retained by the federal government as security has an
interest upon which & property tax mey be imposed (S.R.A. Inc. v, Minn, - 1946 -
327 U.S, 558),

As of 1949, 29 states could tax federal property if permission were granted
to do so. In thn remaining states, 11 exempted federal government property by
statutes while in the other 8 ths exémption is found in tie state constitution

(PACH Release No. 4 for Thursday. Harch 31, 1949). The proposed Constitution of

Hawaii, Article XIV, Section 9, declares that no taxes are to be imposed upon
federal lands unless the United Svates consents to such taxatien,

In the pest, the federsl governzanﬁ has followed no consistent program, some-
times permitting taxation on the same basls as private property., sometimes paying
specified percentages of revenues in lieu of taxes, and sometimes suthorizing
particular administrative agencles to nmnke voluntsry peyments to state and local
governments, The varisty of approaches in part reflects the multiplicity of fed-
eral activities, They algo signify recognition of a degree of federal responsi-
bility, but not a surrender of the federal government's tex immunity ("Federsal
Contributions to States end Local Governmental Units with Respect to Federally

Owned Real Estats," Fouse Documert No, 216, 78th Congress, lst Sessicn; "Report

on Federal-State Relations" submitted by the Council of State Governments, Senate

.



Document No. 81, 8lst Congress, lst Session),
Not all of these federal acts are pertinent to conditions in Hawaii, The

following acts appear applicable to texation of federal property in the Territory:

1. Juthorization to tax:
Al11 property utilized by the Secretary of Agriculture in assisting fearmers

to purchase farms secured by mortgages or deeds of trust under the lawm relsting

to farm mortgage insurance (Bankhead-Jones Farm Tenant Act, 7 U.S.C, 1001-1005d) ,

other than property used solely for edministrative purposes, is subject to prop-

erty taxation (7 _U.S.C. 1024). Ordinsrily, this would meen thst the farmer pays

the tax directly, However, a 1941 U. S, Attorney Genersl Opinion holds thet if
such a farm is acquired throush purchase at foreclosure sale or the acceptance of
a deed in lleu of foreclosurs, it becomss subjéct to state end locsl taxastion as
soon a8 1t 1p determined that the land is going to be used to carry out the pur-

poses of the Act (40 Op. Atty. Gen, 467). The tex would be paid by the federal

government until the land 1s sold; if it is lessed or sold under contract of ssale
without 1mmediate transfer of title, the obligation to pay the tex presumasbly
ﬁould be agreed upon by the parties,

Real proﬁerty and tangible personal property of federal credit unions are
subject to state and local property taxes to the same extent as 6ther similsr
property is taxed (12 U.S.C. 1768). Holdings in federal credit unions may be in-
cluded in essessing taxes on individuels, but the rate cannot exceed that imposed
upon holdings in domestic credit unions and the federal union cannot be required
to collect the tax (Idem.).

Real property bf the Federal Deposit Insurance Corporation is subject to

state and local taxation to the sams extent according to value as other real prop-

erty (12 U.S.C. 1825).




Real property ecquired by the Federal Housing Commissioner under F.H.A. 1n-
sured loans (12 U.S.C. 1714), war housing insured losns (12 U.S8.C, 1741), moderata
cost housing insured loans (12 U.8.C, 17471), military housing insured loasns (12
U,5.C, 1748£), and national defense housing insursnce losns (12 U.8.C. 1750e) is

subject to state and loeal taxstion, acce:ding to value, to the sgme extent as
other resl property., In addition, the sscretaries of Alr, Army, and Navy may
lesse land for militery housing end other purposes (12 U.S,C. 17484) and ths les-

gee's interest is subject to state and local taxation (5 U.8.C, 626s-6, 10 U,S8.C,

i270d, 34 U.8.C. 522e),

Real property of the Federal Sevings and Loan Insurance Corporation is sub-

Ject to stete and local taxstion to the ssme extent, mccording to iis value, as

other resl property is texed (12 U.S.C. 1725%a‘), No stats or local government can

impose & tax on federal savings snd loan associstiona or their frenchises, capite’
regserves, surplus, loans, arvincama, greater than that imposed on similar local
mutusl or cooperative thrift snd home finsncing institutions (12 U,8.6, 1464(h})).
It will be noted that this does not expressly refer to property; however, such
associstions pay property taxes,.

Real property of national banke is not exempted from staie or locel taxatic
according to its value, if taxes as other real property is texes (12 U,S.C. 548)

2. Express prohibition to tax:

Federsl gecurities snd interest therson are declared exempt from state and

locsl property taxes (31 U.8.C. 742; alsc secs. 747 and 757c).

Tha same sort of exemption appliss to proceeds from varlous federal henefit:

{for example: rallroed retirement sct pensions - 45 U,S,C, 228-1, mustering out

pey of veterans - 38 U.5.C, 69le, and World War Veterans' relief benefits - 38

U.8,C, 454a, 618), However, the point of time for losing of the exempt characte

i




H

was spelled out with regard to benefits under the World War Vetersns' Act, 1924,
end to national service life insurance benefits, the law declaring the benefits
are exempt from taxation, but property purchased in whole or in part out of such

payments are taxable (38 _U.S.C. 454a, 618).

3. In lieu texes:

The Public Housing Administration is not to make annual contributions to low
rent housing projects initiated after March 1, 1949, unless the project is free
from property taxes. However, the local public housing agency mey mske payments
in lieu of taxes up to 107 of the shelter rents charged, 1If the law of the Juris-
diction requires the project to be taxable, then the local jurisdiction must fur-
nish at least 20% of what the Public Housing Administration contributes. 4s to
projects initiated belfore ths 1949 date, a maximum amount of in-lieu-payments is

not specified hy statute (42 U.S.C. 1410), Local housingyauthorities lessing PWA

housing projects are authorized to make in-lieu-payments up to 107 of actual shel-
ter rents, but not to excsed the amount of full real property taxes which would be

levied (24 C.F.R. 320.6),

Congross has provided for grants to help operate some local services (such as
schools) in areas affected by nstional defense preparations, but this type of aid

is not in lieu of taxes nor is it measured by the tax exempt status of the prop-

erty of the war establishments,



II. Income Taxes.

The immunity from taxation of the federel government, its properties, instru-
mentalities, and agencies, is generally broad enoughlto preclude the application
of a state income tax in the absence of consent by Congress, In a number of in-
stances, the Unlted States Supremé Court has determined that the claim of immunity
does not lie after it is established that the texpayer is not a true federal
sgency or instrumentality, or thet there is no real or substantial burden on or
interference with federal oéerations and functions. This then permites the levy
of & territorisl income tax with limited applicability to federal operstions and

personnel,

1. Salarises of Federal Officers épd Employees:

Since 1939, it has bgeﬁ ostablished as lsw that nondiscriminatory texation
of income received as salaries by federal government officers and employees does
not interfere with operation of the federal government, Initislly this wss deter-

mined by the holding of Graves v. People of State of New York ex. rel, O'Keefas

- 1939 - 306 U.S. 466, and was followed by an sct of Congress expressly authoriz-
ing nondiscriminstory texation of income of federel officers and employees (ﬁ
U.5,C, 84a), To invalidate an indone tex, the discrimination must go to the

source of the compensation (Wood v. Tawes - 1942 - 181 Md, 155, 28 A.2d 850). As

for example, the faxing of salaries of federal officers and employees at rates
different from that paid by other persons would be discriminatory, However, the
mere requiring of federal employees to file monthly returns while returns of other
employees are filed by their empioyers is not such discrimination es to invalidate

the tax (Yerian v. Territory of Hawaii - 1942 - 130 F,2d 786),

Yhether Congress has the power by statute to exempt completsly the salaries
of all federal officers and employees from stete income taxes has not been deter-
mined by the United States Supreme Court,

-8-



2. Federsl Benefits:

It would appesr thst in the sbsence of express exemption, ordinarily s bene-
fit peyment authorized by Congress may be subjected to a nondiscriminastory income
tex., The income tax is levied on the person receiving the payment, and not on the
federal government, even though the burden msy indirectly be passed on to the
federal government in the form of exerting pressure on Congress for greater bene-
fits, Conceivaebly, though, the levy of such a tax might defeat the very purpose
of meking the benefit--as an incentive, for example--and in & situation of this
kind, a territorial levy might be impliedly prohibited.

Congress has exempted the following benefits from income taxation: (1) re-
lief payments under the World War Veterans' Act, 1924 (38 U.S.C. 454a end 618),
(2) Wlorld War II veterans mustering-ou: payments (38 U.S.C. 691e), and (3) Rail-

road Retirement Act payments (45 U.S.C. 228-1),

3. Federal Securities:

Federal securities are generally exempt from state and locel texation (31
U.5.C. 742)., This exemption encompasses direct income taxes, for it was early
held that such a tax, in effect, is one upon the property itself (Pollack v.

Farmer's Loan & Trust - 1895 - 157 U.S, 429; Missouri v. Gehner - 1930 - 281 U.S.

313). In addition, to hold otherwise might impair the value of federal securi-
~ ties and would affect the ability of the federal government to borrow money (Home

Sav. Bank v, City of Des Moires - 1907 - 205 U.S. 503).

There thks levy is in the form of a franchise or excise tax messured by in-
come, the levy will be permitted even though it includes income from federal secu-

rities (Pacific Co. v. Johnson - 1932 - 285 U.S. 480)., The distinction is drawn

on the ground that ths proceeds from nontaxable property are not being directly

texed, and therefore, there is no burden upon the federsl government. However,




such indirect taxation will not be allowed where it clearly appears thst the pur-
pose of a tax statute is to reach proceeds from federal securities (Macallen Co,
v. Commonwealth - 1929 - 279 U,S. 620),

4L, Federsl Bankg;ahd Savings Associations:

A tax on the net incoms of national banks may ba levied, as one of four al-
ternative methods of taxation of national banks approved by Congress (12 U.S5.C.
548) (For other methods, ses p. 14). The tax must be at a rate no higher than
those on other financial corporations nor higher than “he highest rate on the net
income of mercantile, manufacturing, and business corporstions, Congress has also
provided that federél sévings and 1ogn assoclations may be subject to a tex on in-
‘come but no greater than that imposed on other similar local mutusl or cooperative

thrift and home financing ipstitutions (12 U.S.C. 1464(h)).

Expressly prohibited is texation on income of the Federal Savings and Loan

Insurence Corporation (12 U.S.C. 1725/e)), the Tederal Deposit Insurance Corpora-

tion (12 ©.S.C. 1825), the Central Bank of Cooperatives and related organizations
(12 U.8,C. 11382), end Federal Credit Urions (12 U.S.C. 1768).

5. Income Earned on Federel Lands:

Mention was previously mede of the fact that the lessee's intersst in federal
land mey be subjected to a nondiscriminastory property tax (see p. 6). Similarly,
a lesses of fedéral lends may be taxed oﬁ income derived from the lesass, provided
there is no direct or substential burden on the federal government. Such a les-
see does not.necessarily become a federai agency or instrumentality by virtue of

the lease so as to be immune from taxation, However, the tax must be a nondis-

criminatory one (Cny T. Helvering v. Mountain Producers Corporation - 1939 - 303
U.S. 376),




Congress has acted so as to permit the taxation of profits earned by & pri-
vate person in the carrying on of business on federal property (4 U.S.C, 106). i
Similarly, net profits of a contractor esrned in the performance of a federal con- 2
tract on a milltary reservétion‘over which the federsl gqvernment has exclusive
control are taxsble (Winston Bros. v. Galloway - 1942 - 168 Or. 109, 121 P, 2d
457)., Here in the Territory, the right granted by Congress to tex persons and
corporations, ﬁheir franchises and property on landsﬁincluded in the Hawaii
National Park appears to meske such persons and corporations subject to the terri-

torial power to impose an income tex (26 U.S,C. 395).

6. Patents_and Copyrights:

Although patents aﬁd copyrigﬁts are exclusively granted by the federal gov-
ernment, such sction does not cloﬁhe them with governmental character so as to
meke them immune from texstion, It is ndw well gettled that income derived from
patents and copyrights ié subject to state taxation (F~:: Film Corporation v. Roval
- 1932 - 286 U.S. 123). ' |

III. Frenchise, Seles and Other Excise Taves.

There 18 no fixed rule which can be followed for determining when a tex may

be Iimposed on the mamufacturs, sale or consumption of goods or on business trans-

actions and activities wilhout burdening or interfering with federal functions,

|

: ' ~

i It is clear that a texpayer clalming federal immunity from tex has the burden of
! proving that the interference with federsl operations is real and substantial

(Panhzrdle 011 Co. v. Missiseippi - 1928 - 2770.S.218). The fact that the tax will

eventuslly economically burden the federal government is not sufficient to invali-

date it, Provided that the tex does not fall directly upon the federal government

-11-



go that legelly it is required to pay the tax as such, it is immaterial that the
tax may be passed on to the federal government through its effect on price of
goods and services (Alsbams v. King & Boozer - 1941 - 314 U.S, 1),

Orgenizations that operate nominally on behalf of, or in cooperstion with,
the United Stetes are subject to an excise tex if operated for private profit,
Thus, taxes have been enforced agaiﬁst a licensee under the United States Ware-

house Act (Federal Compress & W, Co. v. Mclean - 1934 - 291 U.S. 17), a national

park concessioner (Ranier Nat. Park Co. v. Mertin - 1937 - 192 Wash. 592; 74 P,

24 /4643 302 U.S, 661), a stockyard (Union Stock Yerds v, St, Tex, Comm, - 1937 -

93 Uteh 174, 71 P, 2d 542), and a mall ‘carrying railroad (Missouri-Kansgs-Texas
R, Go. v. St, Tex, Comm, - 1939 - 150 Ken. 614, 95 P. 2d 293). In the cese of the

national park concessioner, the right to tax persons and corporations, their fran-
‘chises and property on lands included in the park\was given by statute (16 U.S.C,
95) and was held to extend to the corporation doing business in the psrk, even if
such corporation was a federal 1nstrumentality. A similar provision permits the
Territory to tex activities carried on in the Hawaii Nstional Park (16 U.S,C, 395
Congress hes also declared that no persoﬁ shall be relieved of liability for s
sales or use tax on the ground that the sals or use,ﬁith respect to which the tax
is levied, occurred within a federal area (4_U.8.C. 105)

A tex may be imposed on gross recelipts fromzthe sale of goods to or for the
performance of services for the fedaral governmeﬂt; a tsxpayer may not claim Iim-
punpity merely on the basis that psyment was receivéd from the federal government,
An organization which eppeara to be a federal inetfumentality may actually be an
independent contractor (Pemn. Dairies v. Milk Contrdl Comm. - 1943 - 318 U.S, 261),
end "lump sum" contrectors are generally considered ﬁo be taxsble since they act
primarily on their own behalf and buy on their own account (James v. Dravo Con-
tracting Co, - 1937 « 302 U,S, 134). Thus, a gross re¢eipts tax on such "lump sum'

w] 2w




is valid, although peid to the contractor by the federal government, It has been
suggested that Congress might exempt "cost-plus“ contractors from taxation by
declering that they act for the government in the accomplishment of a governmental
purpose (House Committee on Ways and Means, Report No. 2044, 77th Conrresa, 24

' Session). In the sbsence of such express exemption, & sale to a contractor work-
ing for the federal government under & "cost-plus" contract is subject to tax,
such as @ consumer's sales tex which requires the seller to add the tax to the
sales price and collect it from the purchaser, in this case the "cost-plus" con-
tractor (Alebama v. King & Boozer - 1941 - 314 U.S, 1).

Although a federal agency mey éot be taxed on its properties or activities,
it may be under a duty to collect a tex. The United States Supreme Court has held
that a national bank mey not claim e&emption fronm collecting end remitting a
gervice tax" where such tax is applied on a safe-deposit service and the user is

the true taxpayer (Colorado Nat'l. Bank. v. Bedford - 1940 - 310 U.S. 41).

1, Franchise Tax:

The sarnings of a taxpesyer in ca%rying on or doing business are often due in
pert to tax-immune incomaAor transactions, In deterﬁining the validity of a fran-
chise tax, a tax will not be upheld where it appears that the purposs of a tax
stetute is to reach the proceeds which are érdinarily immune from direct taxation
(Mgcallen Co. v. Commonwealth - 1929 - 279 U.S. 620), Where it is otherwise
deemed to be reasonsble, income from fransactions and properties which is exempt
from a direct income tax may be I-izivded in the basis of a franchise or other form
of an excise tex, For example, income from tax-immune aecﬁrities when measured to-
gother with other taxable income, may be reached for purposes of a franchise tax

when part of the taxpayers businsss deals with such securities (Pacific Co. v.

Johnson-~ 1932~ 285 U,S, 480; Bank of Oklshoma City v. Oklahoma Tax Comm. - 1940 =




309 U.S. 560); and sales to the federal government mey be included within the
pase of a gross receipts tsx imposed on sellers for the privilege of doing busi-
ness, although the sales themselves are not subject to e tex (Ruling, U. S. Comp~

troller General to U. S, Secretery of Agriculturs - 1939 - 18 Decisions of the

Comptroller General 832). In this manner, activitles and income mey be reached
snd taxed through an excise measured by income where a direct income tax would be
precluded,

National bankg. As nationsl banks are creatures of the federal government,
they may not be taxed except as provided by Congrsss, At the present time, four

alternatives for taxing national banks have been authorized by Congress, one of

which allows a bank excise or franchise tax measured by net lncome st a rate no
higher than upon other financinl corporations nor higher than the highest rates

on mercantile, manufacturing, or business corporations (12 U.S.C. 5/8),

(Other methods of taxalicn of nstional banks that are suthorized are (1) a
tax on all the shares of nationel banking associstions within the limits of the
Territofy at a rate that 1s no grester than that assesesd upon other moneyed capi-
tal in the hands of individual citizens of the Territory coming into competition
with the business of national benks, (2) a bank dividend tax at rates no higher
than upon net income from other sources, and (3) a tax on the net income of banks
at rates no higher than the highest rates on the net income of mercantile, manu-
facturing, and business corporations. These several methods are alternatives ex-
cept that the dividend tax may bz used in conjunction with either the income or
excise tax measured by income.)

A tax may elso be imposed on the franchise of federal savings and loans asso-
clations provided the tax is no greater than that on other similar local mutual or
cooperstive thrift and home finencing institutions (12 U.S.C. 1464(h)).




2. Ssales Tex:

The immunity of the federal government applies also to sales taxes attempted

to be levied directly upon it, Of course, if a general exception from texation
is made by Congress for a federal instrumentality this also precludes the levy of
a sales tex, Thus, a federal land bank operating under such a statute (12 U.S.C.
22;) is exempt from sales taxes on expenditures made to conserve property fore-
closed by the bank (Federal Land Bank‘q£HS§:”ng; v. Bismarck Iumber Co, = 1941 =
314 U.S, 95).

Ssles tax complications also arise in cases where the tax is legally imposed
on the seller but may be collected from the consumer, the federal government, A
tax was upheld which was levied on sales to a national bank, the consumer, where
the tax was by the terms of the statute upon the seller, although the amount of
the tax could be added to the purchase price and thereby passed on to such con~-

sumer (Western Lithograph Co. v. St. Bd. of Equal. - 1938 - 11 Cal, 2d 156, 78

P, 2d 731)., The United State Supreme Court approved a consumer's sales tax col-
lected from, and in effect imposed on, a "cost-plus" contractor with the federal
government, under a statute requiring the seller to sdd to the sales price and
collect from the contractor the amount due and where the government thereafter
reimbursed the contractor for the cost of the materisls, including the tex

(Alabama v. King & Boozer - 1941 - 314 U.S. 1). Such reimbursement is not an il-

legal burden on the federal government.

3. Excise Tax on Production:

A lesgee of federal lands as such is not necesserily a federal agency and the
purposes of the lease and the activity of the lesses will determine whether the
rule of federsl immunity from taxation will apply to such a lessee, In addition
to property, income and other taxes, a lessee of federal lands may be subject to

an excise tax on goods produced on such lands, since such taxes do not generally
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interfere or directly burden the federal government (Oklshoma Tex Comm. v. Iexas

0il Co. - 1949 - 336 U.S. 342).

IV, Estste snd Inheritance Taxes.

To encourage the passage of stste snd territorisl inheritsnce and estate
taxes, Congress adopted & federal estste tax which permits a meximum credit of
80 per cent of the tax for eny estate or inheritance taxes paid to a state or

territory (26 U.S.C. 813b). Twenty-three states, the District of Columbia, and

Hewaii impose an inheritance tax as well as a differential estate tax, the latter
designed to absorb the difference between the inheritsnce tax and the maximum
credit sllowed by the federal government on the basic estate tax ("Coordination

of Federal, State and Local Tsxes", House Report No. 2519, B82d Congress, 2d Ses-

sion). Subsequent to the adoption of this initial federsl estate tax, an addi-
tionel federal estate tex was enacted, but no offsetting eredit is allowed for
state and territorisl texes, nor are such taxes allowed as deductions to reduce

the base of the tax (26 U.S.C. 812(B)(5)).

Although most state and local taxes are deductible from gross income in com-
puting the federal income tex, state and territorial estate and inheritance taxes

are excluded as deductible items (2% U.5.C. 23(c)(1)).

Federal securities. In general, federal securities are by express provision

declared not exempt from estate and inheritance taxes (12 U.S.C. 1138¢c, 1433,

1464(h}, 1725(e), and 1825), However, even in the sbsence of express authority
to tax, it would seem that the value of federal securities mey be included in com-
puting estate and inheritance taxes, for such taxes are upon the transfer or trans-

misgion of property, not upon the property itself (Iglehsart v. Comm. of Internal




Revenue - 1935 - 77 F. 2d 704, In Re Shermwood's Estate - 1922 - 122 Wash 648, 211

P. 734).

Beguests to the federal government. The fact that the federal government is

& beneficiary does not limit the state taxing power. An inheritance tax msy be

levied on bequests to the federsl government (United States v. Perkins - 1896 -

163 U,S. 625).

V. Gasoline snd lMotor Vehicle Taxes.

Just as both the federal and state governments may adopt income taxes as
components of their respective fiscal structures, so, too, do both the federal
government and the states lsvy en excise tcx on gasolins and other motor fuels.
The federal government coes not require the imposition of state income taxes, nor
does it prescribe the manner in which funds raised by such stete income taxes
shall be expended, However, it does encourage the levy of stste gasoline taxes,
end the application of their proceeds for highway purposes. With the intent that
the program of highwey improvement be extended, Congress has authorized the levy-
ing of gascline and motor fuel texes on sales by post exchanges, ship store, com-
missaries, filling station:,licensed iresders, end other similer agencies located
on federal military and other reservations, when such fuels asre not for the exclu-

sive use of the United States (4 U.S.C. 104).

Section 55 of Title 23 of the United States Code provides in part:

", ., . after June 30, 1935, Federal aid for highway con-
struction shall be extended only to those States that use
at least the amounts now provided by law for such purposes
in each State from State motor vehicle registration fees,
licenses, gasoline taxes, and other special taxes on motor
vehicle owners and operators of all kinds for the construc-
tion, improvement, and maintenance of highweys and adminisg-
tretive expanses in connection therewith, including the re=-
tirement of bonds for ths payment of which such revenuss
have been pledged, . ," '
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The section also provides thest no state is to be deprived of more than one-third
of its federal apportionment becsuse of failure to comply thgrewith. Pursuant to
section 41 of the same Title, the Territory of Hawaii is entitled to share in
federal highway aids "upon the same terms and conditions as any of the several
States," with minor exceptions relating to the selection and designaetion of roads,

The U. S. Attorney General ruled in 1938 (39 Op, Atty. Gen. 157) that if a

stete diverts gesoline and other motor vehicle tex funds to other than highway
purposes, it is violating this federsl requirement notwithstanding the state still
expends for highway purposes from these texes an amount equal to that expended for
such purposes in 1934, This ruling of the Attorney Gsnersl would thus praclude
all such diversions.

Practice of the federsl governnent cdoes not appear to follow this ruling of
the Attorney General, The rules snd regulations of the Secretary of Commerce
refer to the imposition of the statutory penalty upon findings of the Secretary
that "lesser smounts of the revenuzs derived from State® gas and vehicle taxes are
raquired by lsw to be applied to highway purposes then were required to bs so
applied by the laws of a State on June 18, 1934, the originel approval date of the

federal act (23 ¢.m.R. 1,18, 1952 Supplement). Thus, this continues the ambi~

guity, and if anything, leans against the effect of the Attorney Genersl's ruling,
The only States that appear to ecver have been penalized ere Massachusetis,

New Jersey, cnd Georgle, slthough also Maryland and Pennsylvania were cited. In

New Jersey and Georgias less funds were used for highway purposes than in 1934.

A somewhet similar situation resulted in withholding funds from Massachusetts in

June, 1938, The Georgia citation for diversion of gas itex funds occurred eerly in

the enforcement of the federal act, but negotistions ceatinued until 1941. As far

88 can be determined, no penalty has been inflicted undar this provision of federal

lew since that date, (Information supplied by Federation of Tax Administrators).




The Commissioner of Fublic Roads apparently was not too confident in the
reasoning which the Attorney General depended upon in his opinion precluding
diversions becasuse in 1938, when testifying on federsl highway aid sppropriations,
he recommended the appliceble section of fedsral law to be amended so as specifi-
celly to preclude any State diversions for non-highway use, cher than where
Pledged for such purposes prior to the 1934 effective date of the law, In hils
testimony, he stated there was a ", ., , certain ambiguity in the existing law
which has made it difficult to prevent additional diversions subsequent to June 18,
1934, . . " (Idem.).

Dats compiled by the Bureau of Public Roeds indicates that in 1949 more than
$166,000,000 collected from State highway user taXes were used for non-highway
purposes, This included diversion to the State's general fund or for educational

purposes (PACH Release No, 4 for Thursdsy, January 4, 1951). The dsta reported

for caelendar 1951 by the U, S. Buresu of FPublic Roads indicates that by 1951 this
total hed reached almost 267 million dollars, or nearly one-tenth of the total
highway user tax collections for that year (Jurcsu of Public Roads, Highway Sta-
tisties 1951, p. 35).
This ssme source notes:
"The amounts shown do not necessarily constitute diver-

slons from highway use requiring a penalty under the terms of

the Hayden-Cartwright Act of 1934. Such diversions can be

determined only after analysis in the light of State laws in

force in 1934. ., .*

The net result is that diversions for non-highway purposes are occurring, but
apparently nc pensliy has been imposed under the federal anti-diversion law for
over a decads, The federsl law is ambiguous, The U, S5, Attorney General's ruling
thet it includes all highway user tex revenues is not being enforced. If it were,

a court decision would be necessary to construe the federal provisions applicable,

Although Congressional debate cited by the Attorney Genersl in his ruling may have
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tended to indicete the language used in the federal gtatute was inclusive of gll
tax revenues, failure of Congress to amend the law sfter being edvised of the
smbiguity end long administrative usage sdopting the lesst restrictive interpreta~
tion would tend to indicats similar faderal judicial interpretation if suit were

brought to construe the law.

VI. Interstste Commerce ILimitations.

The grant to the federal government of the power to regulste commerce among
the several states operates as a limitation upon state taxing power, However, the
principle hss been firmly established that interstate commerce must psy its fair

share of the local tax burden (McGoldrick v. Berwind-White Coal Mining Co. - 1940 -

309 U.S. 33). Similarly, if the subject of taxation can be separsted so as to
distinguish between commerce within and without the state, the commerce within the
state is texsble without regard to interstate commerce limitations (East Ohio Gas
Co. v. Ohio - 1931 - 283 U,S. 465).

A state tex violates ths interstate commerce clause only when it burdens or
regulates such commerce, i.e., when the tax tends to prohibit interstate commerce
or to dlscriminate against it by placing it at a disedvantage with intrastate com-
merce, A tax becomes an undue burden when it is imposed upon the privilege of

trensacting a purely interstate business (Aloha Portland Cement Co. v. Massachu-

setts - 1925 - 268 U,S, 203), On the other hand, where local activity, such as
protection or msintensnce, is also the basis of a franchise tax, it msy be imposed

upon an exclusively interstate business (Memphis Natural Gas Co. v. Stone - 1948 -

335 U.S. 80). There is also an undue burden, as well as discrimination, on inter-

state commerce by a state tex where the possibility exists that two or more taxes




may be imposed on such commerce by different states while intrastate business

besrs but one tax (Gwin, White & Prince, Ingc, v. Hemneford - 1939 - 305 U.S. 434).

However, no undue burden is imposed where taxation by more than ons stete is im-
possible or too remote as was determined in the case of & privilege tex on gross
receipts of a publishing company whose circulstion wes partly interstate (Western

Live Stock v. Buresu of Revenue - 1938 - 303 U.S. 250).

1. Tax upon Property in Interstate Commerss:

A state maey impose nondiseriminatory property taxes on personal property
permanently located within its borders, although such property is used in inter-
state commerce (Fargo v. Hart - 1904 - 193 U.S. 490, Cudshy Packing Co., v. Minne-
sots - 1918 - 246 U,S, 450). It is well settled that property while in motion in

interstate commerce is not taxable by the states (Kelley v. Rhosdes - 1903 - 188

U.S. 1). Such property is deemed to be still in trensit while at e helt which is
a necessary incident to reaching its ultimate destination (Carson Petroleum Co. V.
Viel - 1929 - 279 U.S, 95), However, the property loses it immunity from taxation
if there is a stop to enjoy what is called an "independent locsl sdvantage" (State
of Minnesots v. Blesius - 1933 - 290 U.S. 1), Similarly, goods held for over a
year, being stored in a warehouse for that period, are not in interstate commerce,
although destined for reshipment to another state (Independent Werehouses Inc, v,
Scheele - 1947 ~ 331 U.S. 70),

Property used in transporting goods. A tax may be imposed on property used
to carry goods in interstate commerce if the tax is levied only upon the propor-
tionate part of the total of such transporting property coming into the state and

commonly used within its borders during the taxable yeer (Pullman's Palace~Csr Co.

v, Commonwealth of Pennsylvanias - 1891 - 141 U,S, 18; Pullman Co. v. Richardson

- 1922 - 261 U,S, 320), Further power to tax may be enjoyed if the state imposing
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the tax is the domiciliary state of the taxpayer. A state was allowed to tex the
full value of all airplanes of a corporation where such planes were outside the
state on flights but always returned to the home port within the stete sometime
during the year (Northwest Airlines v, State of Minnesota - 1944 - 322 U.S. 292),
(The United States Supreme Court in the case cited did not consider whether or
not other states could impose a tax on a proportionate part of these seme planes.

It would sppear that such a tax remains valid.)

2. Grogs Receipts Taxeg:
A tax levied directly on gross receipts from interstate activity is & tax

upon the privilege of carrying on interstate commerce (Freemsn v. Hewit - 1946 -

329 U,S. 249), or a burden on interstate commerce if the entire proceeds are

texed without apportionment (Adems Mfg, Co. v. Storem - 1938 - 304 U.S. 307), and
the tax 1s invalid, However, gross receipts from interstate transasctions may be
the measure of a tax so long as the tax is not one on gross receipts as such, but
instead is in essence a tax on property the value of which is computed with refer-
ence to gross receipts only as a means of determining the real value of the prop-
erty (Pullmen Co. v. Righardson - 1923 - 261 U.S. 330), Similarly derived gross
recelpts may be the measure of a franchise tax, If in view of other facts a tax
is cleerly imposed by a stete on the privilege of operating a business ﬁithin the
texing stete, the tax is valid (Southern Ges Corp. v. Alabame - 1937 - 301 U.S.
148).

Apportionment of a gross receipts tax must be fair and reasonable (Illinois

Cent, R, v. Minnesota - 1940 - 309 U,S. 157; Fullman's Palace Car v. Commonwealth
of Pennsylvania - 1891 - 141 U.S. 18), Whers it is not fairly apportioned, the

gross receipts tex wlll be held invalid (Qklshoma v. Wells Fargo.Co, - 1912 - 223
U'St 298) Y
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In the past, taxes have been invalidated as not being apportioned so as to
be limited to activities carried on within a state in cases where the business or
activity was engaged substantislly in interstaste commerce: a radio broadcasting

station (Figher's Blend Ststion v. State Tex Comm, - 1936 - 297 U.S. 650), a rail-

road organization {Galveston Ry, Co. v. Texas - 1908 - 210 U,S. 217), a telephone

company (New Jersey Bell Tel. Co. v. Stats Board - 1930 - 280 U,S. 338), and a
wholesaler-exporter (Crew Levick Co. v. Penngylvenia - 1917 - 245 U.S. 292).

Where there is a "local incidence", a3 upon the local delivery of goods upon
their purchase for consumption, the activity is subject to tax and a gross sales
tax upon the sale of goods is valid (}MaGoldrick v. Barwind-White Coal Mining Co,

- 1940 - 309 U.S. 33). All the cssential elements of the transaction must occur
within the texing state, Therefore, en out-of-state seller, who only solicits
business within the texing state with the pals completed elsewhere, is not subject

to a gross receipts tax (Ifzlend v. J. . Dilworth - 1944 ~ 322 U.S. 327).

3. Use Tax:
A use tax is generally valid for it is not considered as being upon opera-
tions in interstate commerce, but upon the privilege of use after commerce is at

an end (Henneford v. Silag Meson €o., Ine, - 1936 - 300 U.S, 577). Furthermore,

despite an intended subsequent activity or transsction in interstate cormerce, a
use tax may be levied if there 13 a local use, such as storage (Southern Pac. Co.
V. Gallagher - 1939 - 306 U.S. 167)., An out-of-gtate seller may be masde to col-
lect the use tax imposed upon ths buyer, although the seller merely solicits or-

ders by travelling salesmen in the taxing state (Genersl Trade Co. v. St. Tax Comm,
= 194 - 322 U,8, 335).
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4e Net Income:

A tex may be levied directly upon net income or as an excise tax measured by
net income. In either event, the net income may be derived from interstate com-
merce, States have adopted taxes imposed directly on net income arising from
interstate activities, and also have imposed franchise taxes based on such net
income. At least two states, California and Pennsylvania, have both forms of
taxes and in these states, where a corporation may not be reached by one tax, it
may be subjected to texation under the other ("Presto! Pennaylvania Taxes Inter-
state Commerce," Taxes, the Tax Magszine, September 1953). |

Tax on Net Income. A tex on net income derived from interstate commerce is
to be distinguished from a tax on the privilege of engaging in business, the lat-
ter tax being based on net income arising from interstate commerce. A tax on net
income, including that derived from interstate commerce, is not repugnant, per se,
to the interstate commerce clause (U. S, Glue Co. v. Osk Creek - 1918 - 247 U.S.
321), A resident may be taxed on his entire net income, obteined from interstate
as well as intrastste commerce, but a non-resident may only be taxed upon net in-
come which is earned within or derived from sources within the taxing state (Good-
rich: "Conflict of Laws", Sec. 65), Although the net income of a non-resident is
wholly from interstate commesrce, if it is determined to be due to sources within
a state, the state may tax such net income (Wegt FPublishing Co. v. McCoglen -

1946 - 27 Cal. 24 705; 166 P, 24 861; 328 U.S, 823)., Where it is difficult or
impossible to determine the exact portion of the net income of & non-resident
which is derived from sources within the taxing state, a fair method of allocation
which reasonably determines the portion of net income to be taxed may be adopted
(Idem.), but upon a showing thst the method is arbitrary end the results of the
determination are unreasonable, the net income tex will not be upheld (Haps Rees'
Song v. North Carolina - 1931 - 283 U.3, 123),
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Franchise Tax meggured by Net Income. The privilege of carrying on inter-
state commerce does not depend upon state authorization, end a state may not exact
g franchige tax therefor. The fact that such a franchise tax is based upon net
income does not save it nor prevent it from being decleared invelid., Thus, where
the business engaged in is exclusively interstate, such business cannot be sub-

jected to e franchise tax based on net income (Spector Motor Service Inc, v.

0'Conner - 1951 - 340 U.S. 602). However, if both interstate and intrastate
business is engaged in, the interstste commerce clause is not violated by a fran-
chise tex measured by that portion of total net income justly attributable to
business done within the state, even if part of the income so attributable is from

interstate commerce {Matson Navigation Co. v, State Board of Equalization -~ 1936 ~

297 U.S. 441). Interstate and intrastate business being conducted, the franchise

tax may be validly imposed on that portion of total net income which is allocated
by a fair and reasonable formula to the doing of business in the taxing state
(8. _S. Kresge Co. v. Bennett - 1931 - 287 U.S. 565). The method of allocation may

still be fair and reessonsble although the accounts of the office within the taxing

state show no net income (Butler Bros. v. McColgen - 1942 - 315 U.S. 501),

5. Tsx upon Solicitors:

A license tax may not be imposed upon drummers or solicitors who take orders

for goods to be shipped into the tasxing state (Cremshaw v. Arkensas - 1913 - 227

U.S. 389; Real Silk Hosiery Mills v. Portland ~ 268 U,S. 325), particularly when

the tex discriminates against interstate commerce in favor of intrastate busi- - -
nesses, as in the case whers only persons who are not regular retsil merchants in
the state are subject to a flat annual privilege tex (Best & Co. v, Maxwell -

1940 - 311 U.S. 454). In the case cited, the United States Supreme Cowrt declared

thet its duty was to determine whether the practical operation of the tax would




work discriminstion sgainst interstste commerce. Subsequently, the Court held
that a license tax could not apply to a soliclitor where there was no showing that
the solicitor carried on s continuous and regular course of business within the
state and where the fixed sum for the privilege of soliciting business beers no

relation to the volume of business cerried on (Nippert v. Richmond - 1946 - 327

U.8. 416), There was soms implication in this cese that a nondiseriminatory tex
on solicitors meassured by volurs of orders would be valid so long as it did not
relste solely to soliciting of orders for goods to be shipped in interstate com-

mexce,

VII, Dedvetion of Territorial Totng fo~ Tedaral Tncome Ta:r Purposes

In the computation of the federsl income tax, most taxes imposed by the
Territory are allowed as deductions from gross income, By fedasral law, estate,
inheritsnece, lopcey, succession, and gift tavtes sre spceifically declared not
deductible under any circumstances, as sre assessments for local benefits unless
made for the purpose of maintensnce or repzir or for meeting interest charges,
Further provision is made {or gasoline and reteil sales taxes to be deductible by

the congumer, even if they are imposed on the seller (26 U,S.C. 23(¢)).

1. Gascline ard Retsil Sales Taxes:

Gasoline and reoteil sales texes provide s svecial case, for while they are

deductible by those upon whom they are imposed (26 U.8.C, 23(e)}{(1)), they may

also be deducted by others, Thus, they are deductibls by the ssller when imposed
upon him, snd similerly, they sre deductible by consumers or purchasers when im-

posed upon them, Also, under certain prescribed conditions, a gascline or retail
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gales tex is deductible by the consumer, although imposed on the seller. The fect
that the incidence of the tax does not fsll on the consumer under the law imposing
it is immaterial (T. D. 5935, Internal Revenue Cum. Bul. 1952-2), but the tax must
be (1) a retail ssles tax or (ii) a gasolins tax within the meaning of the Inter-
nal Revenue Code, and be (iii) separately stated vhen paid by the consumer and not
peid in connection with the consumer's trade or business (26 U.8.C. 22(0)!3)).

A "retail sales tax," as used by the federal ststute, is a tax upon persons
selling tangible‘personal property at retail, which is measured by the gross sales
price or the gross receipts from the sele, or which is a stated sum per unit of
such property sold, It also includes & tox imposed upon persons engaged in fur-
nishing services at retail, which is measurecd by the grose receipts for furnishing

such services (26 C.F.R. 39.23(c)=-1-(b)).

A "gssoline tax" to be deductible by the consumer although imposed on another
is a tax imposed upon persons selling gasoline or other motor vehlcle fuels elther
at wholessle or retail, which is measured by the gross sales price or the gross
receipts from the sale, or which is a stated sum per unit of the gasoline or fuel
sold (Idem.).

The requirement that the emount be "separately stated" is complied with whers
it clearly appears that, at the time of the sale to the consumer, the tax was addec
to the ssles price and collected or charged as a separate item, Where the law im-
posing the sales or gasoline tex for which the taxpayer seeks a deduction contains
a prohibition against the seller asbsorbing the tax, or a provision requiring a
posted notice stating that the tsx will be added to the quoted price, or a require-
ment that the tax be separately shown in advertisements or separately shown on ell
bills or invoices, it is presumed that the emount of the sseles or gesoline tax was
separately steted when paid by the consumer (T. D. 5935, Internal Revenue Cum, Bul.

1952-2) . The tax is also considcred as appesring as a separate item where the




federal end territorial gasoline tex appears as a combined amount (I. T, 4063,
Internsl Revenue Cum, Bul, 1951-2),

In Hawali, the same gasoline tax may be deducted by the seller and by the
consumer, The gasoline tax is imposed upon the distributor who may deduct it
from gross income, provided that the gross receipts of the distributor have been
augmented by resson of the passing on of the tax which thus increased the sales
price, It is also deductible by the consumer since the amount is separately
gteted and the other requirements are metbto alléﬁ the consumer to deduct the tax,
even though it is imposed on the seller (I. T, 4059, Internal Revenue Cum, Bul,
1951-2) ,

2, The Territorial Genersl Excise Tax:

The tex on retail transactions under Hawali's general excise tax law may not
be teken as & deduction by the consumer in filing federal income tax returns, even
where the seller shows the tax separstely in billing the purchaser. The office of
the Director of Internal Ravenue, United States Treasury Department, does not re-
gard the gensral exclse tax as a retail sales tax within the meaning of Section
23(e)(3) of the Internal Revenue Code, but holds that it is & privilege tax which
is generally imposed upon all persons engaging in business, whether personal, pro-
fessional or corporate (letter to Legislative Reference Bureau, dated January 6,
1954). It is diffioult to reconcile this holding with the allowance of the deduc~-
tion in other states, such as Indiana. In the absence of a change in the ruling,
it would appear that the territorial law must be amended before the consumsr may
deduct the Territo;ial general excise tex 1n computing net income for federal tax

purposes,
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