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- IN THE SUPREME COURT
of the
STATE OF UTAH

[ KENNECOTT COPPER CORPORA.-
TION, a corporation, and

BINGHAM AND GARFIELD RAIL-

Case. No. WAY COMPANY, a corporation,
8091 ) » A Plaintiffs,
VS.
THE STATE TAX COMMISSION,
Defendand.

PLAINTIFFS’ BRIEF

JURISDICTION.

~ The decision of the defendant, which is here

the subject of review, was rendered on the 23rd day

- of July, 1953. On the 18th day of August, 1953,
 plaintiffs filed in this Court their Petition for Writ
of Certiorari to review and annul that deecision.
Writ of certiorari issued out of this Court on the

1
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18th day of August, 1953, and was served upon the
defendant on that day. Pursuant to that writ,
defendant certified and filed with this Court the
proceedings and evidence taken in the case. The
jurisdictidn of this Court is invoked under Section
59-13-46, Utah Code 1953.

QUESTIONS PRESENTED.

The questions presented are:

1. Whether in determining plaintiffs’ State

* Franchise Tax under Section 80-13-21(6)(c), Utah
Code 1943 (Sec. 59-13-20(6) (c), Utah Code 1953)
defendant may attribute to Utah, as the amount
of plaintiffs’ gross receipts from business assign-
able to Utah, the gross receipts from sales of copper,
molybdenum, platinum and palladium produced by
its Utah Copper Division and sold outside of Utah.

2. Whether said State franchise taxes as im-
posed by the defendant, tax income from activities
beyond the jurisdiction of this State and thus de-
prive plaintiffs of due process of law within the

- meaning of Section 7 of Article I of the Constitu-
tion of Utah and Section 1 of the Fourteenth Amend-
ment to the Constitution of the United States and

2
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unduly burdens interstate commerce in violation of
Article I, Section 8, Clause 3, and Article I, Section
10, Clause 2 of the Constitution of the United
States; and whether the defendant’s attempt to
impose and to exact payment thereof as a condition
to the continued conduct of plaintiffs’ interstate
business within the State of Utah pursuant to the
prohibition of Sections 59-13-61 and 59-13-62, Utah
Code 1953, would burden interstate commerce.

3. Whether under Section 80-13-8(9)(a)(b),
Utah Code 1943, (Seec. 53-13-7(9)(a) (b), Utah Code
1953), for the purpose of the depletion deduection,
the term “net income from the property” means the
net income derived from the sale of the mineral
production obtained from the property less all costs
and expenses incurred in the production and sale

of such produects.

4. Whether, for the calendar year 1942, the
defendant has either jurisdiction or authority but
to obey the mandate of this Court in its Case No.
7298 and whether the defendant’s attempt to change
the allocation of Kennecott’s net income within and
without the State of Utah for purpose of the State
franchise tax for that year, or otherwise to exceed
or elaborate upon that mandate, is beyond its power
and void.

3
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5. Whether in the hight of the facts disclosed
by this record the defendant is empowered to assess
interest on deficiencies, should any such be found.

STATEMENT

This swit 1s one to review the decision of the
defendant and its assessments thereunder of the
corporation franchise tax against these plaintiffs
for the years 1942 to 1950, both inclusive. The
plaintiff Bingham and Garfield Railway Company
was a wholly-owned subsidiary of the plaintiff Ken-
necott Copper Corporation (hereinafter sometimes
called “Kennecott”), and plaintiffs’ return was a
joint return for each of the years 1942 to 1948,
inclusive; in each of 1949 and 1950 the return was
that of Kennecott Copper Corporation alone. Bing-
ham and Garfield Railway Company ceased opera-
tion April 30, 1948, and was dissolved June 30,
1951, Kennecott Copper Corporation succeeding to
all the Railway Company’s assets and agreeing to
Fulfill and discharge all contractural obligations of
the Railway Company. Whatever obligation, if any,
there be by reason of the corporate franchise tax
assessments here the subject of review will be Ken-
necott Copper Corporation’s obligation solely.
Furthermore the matter here in issue pertains exclu-
sively to the operation of Kennecott Copper cor-
poration; therefore, the plaintiffs hereafter will be
referred to in the singular as Kennecott.
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The 1ssue i~ one of power or authority in the
defendant to proceed as by its decision below, under
the statutes and Constitution of the State of Utah
and the stated provisions of the Constitution of the
United States. The defendant State Tax Cominission
(hereafter sometimes called the “Commission”) is
created by statute and has only such powers as the
statute confers upon it. Such powers must be exer-
cised in accordance with the statute. 1. C. Olsen Co.
vs. State Tax Commission, 109 Utah 563 at 570, 168
P. 2d 324.

The defendant had before it some 700 pages of
oral testimony and a multitude of voluminous
exhibits. Numerous witnesses appeared for the
plaintiff. In not a single instance was their testi-
money contradicted. The facts as presented by
the plaintiff’s witnesses are established without eon-
tradiction. The defendant was required to make
and should have made its finding of fact and have
rendered its decision upon the evidence before it. No
new or additional evidence may now be introduced,
but the cause is to be heard on the record before the
Commission as certified to by it. The decision of
the Commission may be reviewed by this Court both
upon the law and the facts. Section 59-13-46, UTtah
Code 1953.

Because of the voluminous nature of the record,
we do not desire to hurden this Court by pointing out
the many instances where the findings of fact by the

5
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Trans.
defendant are not supported by the testimony and

evidence presented before it. Consequently, this
brief is based upon facts that are not in dispute
between the Commission and Kennecott because, on
the basis of such facts alone, Kennecott believes its

contentions are amply sustained.

F. 4, Ex. IKennecott 1s a New York State corporation
49 (2), which, since its incorporation in 1915, has always
Tr. 164 had its principal office and place of business in New
Ex. York City. During all years here under considera-
24(2) - tion this office was located at 120 Broadway, New
42(2) York City. These were the principal executive,
Tr.571 administrative and financial offices of the Corpora-
et seq., tion, where the Corporation’s president and other
574  prineipal officers had their offices, where the Board
45,46, of Directors regularly held its meetings and where
48,341 there was located a large force of executives, admin-
istrative, accounting and clerical personnel. It was

from these offices in New York that Kennecott con-

ducted and administered its extensive operations,
including its several directly-owned mining proper-

146  ties located in the State of Utah and in other parts
et seq., of the United States, and the affairs of its various
149  subsidiaries located in the United States and in
et seq. foreign countries. It was from these offices that
Kennecott conducted and controlled the sales of its
mineral produets, including sales made by Kenne-

cott Sales Corporation (a wholly-owned subsidiary

of Kennecott organized under the laws of New

6
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Trans.
155,169 York), as agent for Kennccott. It was in a part of
Ex.  the space rented by Kennecott for its offices at 120
41(2), Broadway that the Kennecott Sales Corporation
42(2) (hereinafter sometimes called the “Sales Corpora-

975  tion”) had its office and place of business.

Kennecott followed a divisional method of ac-
342  counting for its various operations and affairs. One
of these divisions was the so-called Utah Copper
Division which covered the operations of Kennecott
with respect to its Utah properties and the further
processing and ultimate sale of the products of such
properties. The Utah Copper Division thus covered
the activities conducted by or in connection with
Kennecott’s properties, offices and business within
the State of Utah, and those in relation thereto con-
ducted by or in connection with its head office in
New York. The Commission has held, and Kennecott
in this case does not dispute, that the tax returns
of Kennecott for the Utah corporation franchise tax
and the tax determinations to be mmade for purposes
of that tax relate only to such part of the activities

and income of Kennecott as is represented by its
Utah Copper Division, excluding from such tax
returns and such determinations the income or
affairs of other divisions of Kennecott. Accordingly,
in this case, it is understood that unless clearly
indicated to the contrary, reference to Kennecott
and its operations and affairs relate solely to those

7
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Trans. ) ) ) )
included under the broad designation set out in this

paragraph as the Utah Copper Division.

In Utah, Kennecott is the owner of and operates
the Utah Copper Mine and a precipitating plant in
Bingham Canyon, in Salt Lake County, Utah, and
is the owner of and operates two ore concentrators
at Magna and Arthur, respectively, both being in
the vicinity of the settlement of Magna, also in Salt
Liake County. Kennecott is also the owner of and

F. 10, 12 operates certain transportation facilities between its
Tr.43, mine and concentrators and between the concen-
131-2 trators and the smelter of the American Smelting

and Refining Company at Garfield, in Salt Lake
County, Utah.

Ex. To recover the metals, most precipitates and all
iii (2), copper concentrates must he smelted, the metals
18(2), being thus converted into what is known as blister
19(2) copper. Kennccott delivered its precipitates and
Tr. 44, concentrates to various smelters at various locations,
163, 267 some within the State of Utah and some in states
other than the State of Utah, and for a negotiated

fee those smelters performed their operation as a

bailee for Kennecott’s account. Almost all of the

copper concentrate during the taxable years in-

volved was shipped to and smelted at the nearby
(arfield, Utah smelter of American Smelting and
Refining Company (hereinafter sometimes ecalled

“A. 8. &R.”).

8

Digitized by the Howard W. Hunter Law Library, J. Reuben Clark Law School, BY U.
Machine-generated OCR, may contain errors.



Trans.

166, 208

Ex.
i (2),
Tr. 43,
138, 166,
216, 268

F. 11,
Tr. 44-5,
53, 146,
179, 186,
207, 213,
336, 339,
620

45, 180

The blister copper resulting from the smelting
operation contains the copper and other metals,
which, to produce a commercially marketable prod-
uct, must be refined so that the refined metals will
be separated one from the other. There heing no
refinery within the State of Utah,* refining was
performed in states other than Utah, for the most
part by A. S. & R. at its eastern refineriex located
at Baltimore, Maryland and Perth Amboy, New
Jersey, always for a negotiated fee and as a bailee
for Kennecott’s account. Transportation from the
smelters to the refineries was by Kennecott as the
shipper and over the trans-continental railroads at
published tariff rates. After refining, the refined
metals were delivered to Kennecott in states other
than Utah.

There was no market in the State of Utah for
any part of Kennecott’s production, either unrefined
or refined; Kennecott in fact produced no com-
mercial product in Utah other than molybdenite con-
centrates and a relatively small quantity of precipi-
tates, all of which, however, were sold by the Sales
Corporation, as agent for-Kennecott, in states other
than Utah for delivery to buyers located outside
Utah. Net income heing the end and necessary result

* Kennecott’s refinery in Utah began operations in
October 1950, but since its production was insig-
nificant in the period here involved the parties
have mutually disregarded it.

9

Digitized by the Howard W. Hunter Law Library, J. Reuben Clark Law School, BY U.

Machine-generated OCR, may contain errors.




Trans.
of its operation, Kennecott was required to find and

develop in states other than Utah the required mar-
ket for its production, and Kennecott did find and
develop such market in states other than Utah and
in those states sold and distributed its production
on the open market and completed its operation by
converting its production into money or income in
those states other than Utah.

Kennecott’s operation in and out of the State
of Utah was one continuous, indivisible, closely inte-
grated operating unit, the single ultimate purpose of
which was the production and sale of mineral prod-

51 wuets. Only the mining of the crude ores, concentra-
et seq. tion and smelting, if smelted in Utah, were acecom-
plished within the State of Utah; but the necessary
processes of smelting, where smelted outside Utah,
and refining and the sale, distribution and delivery
of all refined metals wherever refined, were accom-
plished wholly outside Utah. The operation was
indivisible, continuous and uninterrupted from the
mining of the crude ores within the State of Utah,
to and including the realization of the first com-
mercially marketable product and the sale, distri-
bution and delivery thereof outside of and beyond

339  Utah.

Kennecott’s operation within and outside Utah
was an unitary business for which the ‘“Massachu-
setts” formula as embodied in Section 80-13-21(6),

256, 259 Utah Code 1943, (Sec. 59-13-20 (6), Utah Code 1953),

10
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51(2),
164

630

was devised and, as in many others of the states, was
adopted by Utah. The parties are here in agreement
that this statutory formula is to be applied in this
case. They are also in agreement upon the manner
of calculating and applying the first and second
factors of that formula — (6) (a) and (b) — with
respect to property and payroll. The only question
between the parties relating to the application of
this statutory formula is regarding the manner of
determining the third factor — (6) (c¢) and (6) (e)
(1st) — with respect to gross receipts and the man-
ner in which sales made without the State of Utah
are to be assigned in computing that factor; which
is Question 1 here presented. Question 3 here pre-
sented with respect to depletion affects determina-
tion of the total net income subject to allocation but
does not affect determination of the third factor (6)
(c) assigning gross receipts to business transacted.

Kennecott Sales Corporation was and is a cor-
poration of the State of New York, a wholly-owned
subsidiary of Kennecott, created by Kennecott to
perform the funection of selling Kennecott’s produc-
tion. The only business office of the Sales Corpora-
tion was located at, was embraced within and was
actually included in and was a part of the premises
rented by Kennecott, constituting Kennecott’s princi-
pal place of business, being that in the Kquitable
Building at No. 120 Broadway in New York City.
The Sales Corporation at all the times herein in-
volved acted as Kennecott’s agent in negotiating

11
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- o-and effecting sales of the copper and molyhdenite

- produced by Kennecott' from its Copper Mine in

‘Utah and performed that funetion in accord with

- : policies determined by Kenneeott and obedient to

v the direction and instructions given to it by Kenne-

615-6 cott from. its principal office in New York. No title

- Ex. to these products ever passed to the Sales Corpora-

QQQ tion; on the contrary title remained at all times in

(2), Kennecott until delivery of the product to pur-

F. 49, chasers. The product was never consigned to the

171, 172, Sales Corporation, nor was the Sales Corporation

175, 219, ever in possession of the produet it sold.. The Sales

216,609 Corporation was not engaged in any manner of busi-
o ness within the State of Utah.

. Until delivery of the refined copper to buyers
outside of Utah, the refined metal was held for
Kennecott by the refineries located outside of this
State, Kennecott’s shipment heing made of specified

*.tonnages in specific shapes to partieular points as

--170 . directed by the Sales Corporation upon the authority

of Kennecott and on Kennecott’s behalf. Molybde-

nite was produced in Utah and delivered therefrom

.. to buyers in states other than Utah on instruction

179, 187 from the Sales Corporation, again for and on behalf
' - of Kennecott and by Kennecott’s authority.

iii(2), .~ .Platinmn and palladium were sold by A. S. & R.

Art. 10, . for-Kennecott’s account and as Kennecott’s agent.
p.14& .
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Gold and silver were sold from Kennecott’s
principal place of business in New York City directly
546-565 by Kennecott to and were purchased by the refin-
eries.

The relative importance of the sales of the
mineral products is indicated by the following sum-
mary of the percentages of the total dollar sales
during the years 1942 to 1950, inclusive:

(a) Sales by Kennecott Sales
Corporation as agent for
Kennecott:
Copper - 79.79%
Molybdenite ..o 8.00:
Total for copper and
molybdenite ................. : 87.79%

(b) Sales direetly by Kennecott
to A.S. & R.:
Gold ol 10.18%
ST 770 2.02
Total for gold and silver 12.20

(e¢) Sales by A.S. & R. as agent
for Kennecott: ,
Platinum and palladiam.... , .01

—

Total sales ................ 100%

The Commission’s decision attributed to busi-
ness assigned outside Utah, receipts from sales of
. .. gold and silver, and these sales are.not in issue in

13

Digitized by the Howard W. Hunter Law Library, J. Reuben Clark Law School, BY U.
Machine-generated OCR, may contain errors.




this case. Since sales of platinum and palladium
constituted only a small fraction of 1% of total sales
(approximately $96,000 in the aggregate) during
the taxable years involved, our discussion of the
third or gross receipts factor, will primarily relate
to the sales of copper and molyhdenite.

Yarying Positions Taken by the Commission

For an understanding of this case and its rec-
ord as it now comes before this Court, it seems
necessary to note the various and inconsistent posi-
tions which the Commission has taken with Kenne-
cott over a period of years with respect to

(a) the allocation of net income within and with-
out the State for the purpose of this tax,
and

(b) the determination of depletion allowable.

1. For 1941 and prior years (before the years
1942 to 1950, inclusive, which are involved in the
present controversy), the Commission had consis-
tently applied the statutory formula for allocation
and in determining the sales factor of such statutory
formula had recognized that all sales of the mineral
products were without the State of Utah and were
not to be brought into the numerator in determining
the allocation fraction. Depletion, as a deduction
from total net income before allocation within and
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without the State, had also been consistently deter-
mined by the Commission at 3314 % of the entire net
income from the sales of the mineral products with-
out use of any algebraic formula or otherwise
excluding any part of the income from such mineral
products as not subject to percentage depletion.

The returns filed by Kennecott for 1942 and
subsequent years followed in these particulars the
same standards as before for allocation of income
in accordance with the statutory formula and for
computing depletion on the entire net income from
the mineral product.

2. The Commission in its March 10, 1945 pro-
posed adjustments with respect to the 1942 tax first
applied an algebraic formula for determination of

the net income from the property as the basis for

the depletion computation. (This formula will be
discussed in Point IT of this brief.) However, the
allocation of net income to the State of Utah was
made on the basis of the statutory formula attribu-

ting all sales of mineral products outside the State
of Utah.

This was the basis for the determination of the
1942 tax as that case was then brought before this
Court. Kennecott Copper Corporation v. State Tax
Commission, 221 P. 2d 857 (1950).
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A particular issue in that case was whether
Federal income and excess profits taxes should be
deducted in computing net income for purposes of
depletion. This Court decided that they should be
80 deducted and that issue was definitely deter-
mined and so is not an issue now pending before
this Court. Such taxes have been so deducted in
the determinations for the years 1942 to 1950 which
are now before this Court and Kennecott raises no
contrary contention in this respect.

This Court did not in that case pass on the
question of the use of the algebraic formula and
method for determining depletion but remanded the
case to the Commission for further determination.
No question was there raised by Kennecott, the
Commission or the Court as to the use of the statu-
tory formula for allocation of income within and
without the State, nor as to the computation thereof.

3. The Commission in 1951 presented in a
series of amended reports its revised determinations
for 1942 and for all subsequent years to 1950 inclu-
sive. In such determinations, it continued to apply
the algebraie formula for the depletion computation.
However, for the first time instead of applying the
statutory formula, it substituted its algebraic
formula to determine that portion of the Utah Cop-

- per Division’s net income from mineral production
to be allocated within the State of Utah for taxation,
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- It was 1n respect to these reports for the years
1942 to 1950, inclusive, and the computations thus
made as to depletion allowable and income allocable
to the State of Utah, that Kennecott filed its several
petitions for redetermination of deficiencies and
thus instituted the Commission’s hearings below.

4. The hearings with respect to such deter-
minations were opened December 4, 1951 and pro-
ceeded on this basis until April 2, 1952. At that
time, the Commission again changed its position
and presented its new determinations in its Kxhibit
PPP(2) (Tr. 432). In these revised determinations,
the Commission acknowledged that the statutory
allocation formula was to be applied in the alloca-
tion of income In place of a determination based on
its algebraic formula which it had applied in its
1951 determinations and which had theretofore been
the subject of the hearings. It, however, still ad-
hered to the use of the algebraic formula in deter-
mining depletion. This explains the reason for con-
siderable testimony and argument in the record of l
the hearings directed to the use of the algebraic ;
formula for determining income allocation which

is now no longer pertinent to the issues, under the
changed position of the Commission.

The Commission, however, in applying the
statutory formula for alloeating income to the State
of Utah adopted a new theory, never before applied
or suggested by it since enactment of the franchise
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tax, under which 1t ascribed gross receipts from all
sales of metallic products, even though made by or
in connection with the principal office of the corpo-
ration in the State of New York, as being gross
receipts attributable to business carried on within
the State of Utah. It was this point which was
particularly dealt with in the hearings as they there-

after continued before the Commission.

5. The Commission in its decision below some-
what modified the position taken in its revised
demand presented during the course of the hearings
and attributed gross receipts from sales of gold and
silver to business carried on without the State of
Utah. However, it continued to hold that gross
receipts from sales of the other mineral produects
were to be attributed to business carried on within
Utah, even though there was no question but that
such sales were made entirely without the State of
Utah and that none of such sales were to customers
located in the State of Utah. The major question
relative to such other products involved the sales
of copper and molybdenite. These sales were made
on behalf of Kennecott by the Sales Corporation, its
wholly-owned subsidiary, as sales agent of Kenne-
cott from or in connection with the principal office
of Kennecott in the State of New York., A minor

question involved was as to sales of platinum and
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palladium sold by A. S. & R. as agent for Kennecott
pursuant to agreement made in and supervised
from New York and connected with the principal
office of Kennecott in the State of New York.

After this long extended history and frequent
and material changes by the Commission of its posi-
tion, the questions which now come before this Court,
as to these matters are with respect to the propriety
of::

1. The Commission’s determination of the sales
factor to be applied in allocation of the total
net income in accordance with the statutory
formula; and,

2. The Commission’s method of determining
depletion deduectible in computing such total
net income, including its use of the algebraic
formula for that purpose.

ARGUMENT

I
Point

Receipts from sales of products produced by Ken-
necott’s Utah Copper Division were not gross receipts
from business done in Utah and cannot be attributed
to business carried on within Utah nor included in the
numerator of the gross receipts factor as from business
assignable to Utah; and, if the franchise tax statute
were to be interpreted and applied as determined by
the Commission, it would be unconstitutional.
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*The question discussed 1n this' portion of the
brief involves the proper construction, as applied to
the facts in this case, of Section 80-13-21 of the Utah
Code of 1943, (Sec. 59-13-20," Utah Code 1953)
(originally enacted in 1931 and in effeet during all
of the years in question) and.the constitutionality
of that section if construed as the Cominission has

- construed 1it.

The Franchise Tax Act imposes an annual
franchise tax for the privilege of doing business in
this State in any year in an amount equal to 3% of
the net income of the corporation for the preceding
year “computed and allocated to this State in the
manner hereinafter provided.” Laws of Utah 1931,
Ch. 39, Section 4, as amended by Laws of Utah 1935,

Ch. 89, Section 80-13-3 (Sec. 59-13-3, Utah Code
1953). '

Section 80-13-21, Utah Code 1943, (Sec. 59-13-

20, Utah Code 1953) sets forth the rules for deter-
mining the portion of net income assignable to busi-
ness done within Utah, upon which the tax is based.
The statute first specifies rules relating to alloca-
tion within or without the State of certain items
such as rents, interest, dividends, and gains and
losses from sale of capital assets. Then subsection
6 specifies the statutory ‘“three-factor” allocation
formula applicable to the remainder of its net in-
come if the corporation carries on any business out-
- side of Utah. In the formula equal weight is given
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" of this-State. As a. result,.the. Commission arrived

‘to three separate-factors, (a): fangible property
within the State, (b) payroll assignable to the State,
and (c) gross receipts from business assignable to
the State. The specific Ianguage of the g1 0S8 recelptb
factor is as follows: :

(e) The amount of the corporation’s gross
receipts from business assignable to this State
shall be the amount of Itq gross IGCGIptS for the
taxable year from S SRR

_ (Ist) Sales, except those neﬂotlated or
effected in behalf of the corporation by agents
. or agencies chiefly situated at, connected with
- or sent out from premises for the transaction
= of business owned or rented by the corporation
outside this state, and sales otherwise deter-
mined by the tax commission to be attributable
to the business conducted on such premises.

In determining that portion of the net income of
Kennecott’s Utah Copper Division assignable to
business done within this State, the Commission by
its decision below attributed to business carried on
within Utah, in purported compliance with the above
“gross receipts” factor of the allocation formula, all

~of the gross receipts from all of the sales of copper,
molybdenite, platinum and palladium of the Utah
Copper Division, although all of such sales were
made outside of Utah to buyers located outside of
" this. State by agents operating. from offices outside

“&its-ain ~allocation. to Xtah .ef./such gross..receipts
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ranging from approximately 83% to 89% for such
years. When combined with the other allocation
factors prescribed by the statute, this resulted in an
allocation to Utah of from approximately 90% to
94% of the total net income of the Utah Copper
Division.

Kennecott contends that none of such gross
receipts from sales outside of this State should be
attributed to business carried on within Utah in
applying the gross receipts factor; such gross re-
ceipts are the result of business carried on in a
state other than Utah. As a result the numerator
of the gross receipts factor should be substantially
zero and the resulting percentages of net income
allocated to Utah would range from approximately
63% to 65%.

The Commission attributed all of the gross
receipts from sales of gold and silver to business
done outside of Utah, and with this Kennecott is in
agreement. As indicated above, the sales of platimun
and pallidium are but an infinitesimal part of the
total gross receipts here involved. Accordingly, the
statements made hereafter in this Brief will relate
only to the sales of copper and molybdenite, except
where otherwise indicated, and the argument will
be addressed primarily to those sales.

As we believe the argument which follows
clearly demonstrates, the Commission in so apply-
ing the formula prescribed by the statute dis-
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regarded both the purpose and the letter of the
statute and, if the statute is to be applied in the
manner in which the Commission has applied it, the
“resulting tax on Kennecott would be in violation of
the Federal and State constitutions as a denial of
due process of law and an undue burden on inter-
state commerce.

A. In the case of a corporation doing business both
within and outside the State of Utah, the franchise
tax statute is designed to tax only the portion of
the corporation’s net income fairly and reasonably
attributable to the business done by it within the
State of Utah. The decision of the Commission
produces a result obviously at variance with this
cardinal purpose of the law.

The Utah franchise tax statute, like that in a
number of other states, is one embodying the so-
called Massachusetts formula — a three-factor
formula — for the purpose of determining the por-
tion of the net income of a corporation engaged in
business both within and without Utah to be taxed
under the statute. Before discussing the specific
wording of the statutory formula and showing how
the Commisgion’s decision is contrary thereto, it is
appropriate at the outset to consider the purpose of
the statute and to show how the decision of the Com-
mission is at variance with this purpose.

The purpose of the Utah statute, as with all
such apportionment laws, is to impose the State
Franchise Tax on only so much of the net income of
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. Trans. . - . — .
a corporalion as is fairly and reasonably attribut-

able to business done within the state. Such a

standard is nccessary to meet constitutional con-

siderations. It is also desirable in the enlightened

self-interest of this State so as not to discourage

domestic corporations from extending their activi-

ties beyond the boundaries of the state, nor to dis-

248 courage foreign corporations from prosecuting their

' activities within the state. To accord with that pur-

pose, orderly administration and fairness to tax-

- payers require the establishment of reasonable rules

or methods of allocating income. from activities
 within and activities without the state.

The State of Massachusetts had faced this prob-
lem earlier than did Utah and in order to meet such
purpose in 1920 adopted a three-factor formula for
allocation of total net income on the basis of prop-
erty, of payroll and of sales or other gross receipts

253  within and without the state. This was done in
recognition of the fact that no single factor could
be generally applied to give a fair allocation of
business incomes which arose under many varied

261  circumstances and conditions; and in the helief that
those three factors would give a reasonable stand-
ard of measurement generally applicable to meet
the purpose and intent of the statute. The experi-

~ence of Massachusetts with this formula and the
- further consideration of the problem in other states
- had led many states to adopt this so-called “Massa-
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‘chusetts formula” as the basis for their taxation,
—with some differences in its specifications in one
state or another, and with some states writing their
specifications directly into the law and some few
other states leaving the specifications to he pre-
scribed by administrative authority. The Utah
statute, adopted in 1931, included the specific pro-
visions which we shall later discuss, but not intend-
ing these as arbitrary rules which, contrary to the
purpose and intent of the statute, would allocate to
the state income which was not fairly and reason-
ably attributable to business carried on within the
state. ‘

It is clear from the statute itself, from its legis-
109 lative history, and also from the opinions of this
et seq. Court construing it that the purpose of the Utah
Legislature in adopting the franchise statute was
to tax only such income as is reasonably attributable
to business done in Utah. Thus, Section 80-13-3
Utah Code 1943 (Seec. 59-13-3, Utah Code 1953) im-
poses a franchise tax upon net income “computed
and allocated to this state,” and Seetion 80-13-21
Utah Code 1943 (See. 59-13-20 Utah Code 1953)
which prescribes the specific statutory apportion-
ment formula, begins as follows:

“The portion of net mmcome assignable to busi-
ness done within this State, and which shall be
the basis and measure of the tax imposed by this
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chapter, may be determined by an allocation upon

the basis of the following rules: .. .” (Italics sup-

plied.)
The Utah statute provides in Paragraph (6) for an
allocation based on the three factors of property,
payroll and gross receipts, each of which is given
equal weight in the final result. In addition, it pro-
vides in Paragraph (8) for a different method of
allocation when, in a particular case, even this broad
formula does not give a fair and proper result in
that it allocates to Utah more or less than “the pro-
portion of net income fairly and equitably attribut-
able to this State” or when necessary to avoid
“double taxation”.

The Report of the Tax Revision Commission of
the State of Utah in the year 1929 with respect to
the State franchise tax then in the process of formu-
lation, contains the following statement at pages
67 and (S under the heading, “The Allocation of Net

~ Income:”

“Since the basis of this tax is to be the net
income from the business done within the State,
it becomes necessary to provide for a distribution
or allocation of the net income of any business
concern among the several states in which it does
business. No state has the right to tax the capital
employed or the business done beyond its bor-
ders.” (Italies supplied.) (Tr. 109)

The legislative intent to tax only income reason-
ably attributable to business done in Utah has been
specifically recognized by this Court. In California
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Packing Corp. v. State Tax Commission, 97 Utah
367, 93 P. 2d 463 (1939), this Court stated (93 P.
2d at 465 and 467-68) :

“. .. In providing for the determination of the
amount of the net income to be used as the basis
for computation of the franchise tax, the Legis-
lature carefully distinguished between business
done within the state and business done outside
the state, so as to confine the operation of the
tax to business done within the State.”

“. .. The language of the statute throughout
evidences an intent only to determine the fran-
chise tax from income from husines done under
the franchise from the state, that is business done
within the state. The various methods of alloca-
tion are designed to restrict the tax to business
done within the state and to assign to the state
for taxation that portion of the business reason-
ably attributable to the state. There is also
apparent a purpose to avoid double taxation.”

A fair and reasonable apportionment of the net
income- was thus intended by the statute and is
required by it.

However, as we feel is indicated by the Com-
mission’s repeated change in position during the
course of these proceedings (see pp. 14-19, supra)
and by the more detailed discussion of its present
position which follows, the Commission has appar-
ently not been concerned with arriving at a fair
and reasonable apportionment to Utah of Kenne-
cott’s net income from the product of its Utah mines.
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"On the:contrary, the Commission has seemingly

. .attempted, in derogation of the fundamental purpose

of the statute and by recourse to a tortured and, we

believe, entirely unjustified construction of its lan-

- guage, to allocate to Utah the largest possible
‘ amount. of net income.

- The Commission made no attempt to determine

"'w'hether' the result it reached was a fair one. In
Finding No. 69, page 163, it said: “It is not the
funetion or prerogative of the Commission to
attempt to evaluate, by its own judgment, the rela-
tive significance to the production of income of the
Utah Division of mining and other operations in
Utah as against the executive operations in New
York. It is the Commission’s function only to deter-
mine the facts; the statute then determines the por-
tion of net income assignable to business done within
the State.” |

The apportionment formula contained in the
Utah statute is premised on the prineiple that where
a single or unitary business is conducted across state
lines, a fair and reasonable apportionment of the
net income of the entire operation can be obtained
only by giving weight to three factors carefully
selected to reflect the property ownership and the

_aetivities which produce such.income-—namely prop-
erty, payroll and gross receipts. Three factors are
used since.each factor operates as a .check and bal-

" ance to the .others to prevent an extreme or unfair
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result which might occur if only one or two factors
were used. Accordingly, unless all such factors are
fairly applied and given full effect the whole basis
of the three-factor formula is negated. '

In this case, the Commission attributed to Utah
substantially all of the property (approximately
94% over the years in question) and payroll (ap-
proximately 97%), as to which no objection is made
by Kennecott. It also attributed to business carried
on within Utah all of the gross receipts from the
sales of the products of the Utah Copper Division
“(other than gold and silver) although admittedly
none of such sales were negotiated or made within
this State, none of the persons concerned with sales
worked out of offices within this State, none of such
produects were delivered to customers within this
State, and, in fact, no sales activities of any charac-
ter were carried on within this State. The effect of
such allocation is an overall apportionment of net
income to Utah ranging from 90% to 94% during '

~ the taxable years involved. Such a result patently ‘

violates the intent of the apportionment statute
when viewed in relation to the very substantial
activities oceurring outside of Utah in connection
with the production of the net income from the Utah
Copper Division. i

As evidence of such out-of-Utah activities, we
need cite only a few of the Commission’s own find-
ings as follows: ) -
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(a) Kennecott direets its industrial enter-
prise, including the operation of the Utah Copper
Division, from its permanent executive head-

F. 23 quarters in New York.

(b) Such executive offices in New York keep
constantly in touch with and coordinate all opera-
tional matters relating to mining, smelting, refin-
ing and selling to the end that Kennecott’s far-
flung industrial enterprises throughout the Uni-
ted States and the world will move forward as one
united cohesive venture, the ultimate goal of which
is to mine and treat the ore and sell the products

F. 24 at a profit.

(¢) The duties and function of Kennecott’s
headquarters in New York are many and varied
both in respect to relations with operators in the
field, relations within itself and general relations

F. 24 with the public and the outside world.

(d) The activities of Kennecott’s head-
quarters in New York relate generally to opera-
tional, development, purchasing and selling mat-

F. 24 ters.

(e) All of the refining of copper, resulting
in the production of marketable copper, gold,
silver, platinum and palladium, oceurred outside

F. 16 of Utah. .

(f) Al sales and deliveries to purchasers
F.11, of copper and molybdenite by the Sales Corpora-

Tr. 28, tion on behalf of Kennecott were made outside of
51,52 TUtah.

{g) All sales and deliveries to purchasers
of platinum and palladium by A. S. & R. in behalf
F. 53 of Kennecott were made outside of Utah.
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(h) All sales and deliveries to A. S. & R. of
gold and silver by Kennecott were made outside
F. 54 of Utah.

It is perfectly apparent from the foregoing and

Tr.45 from the undisputed testimony in the proceeding,

ot seq., that the activities of Kennecott outside of the State

146  of Utah were both necessary and substantial and but

et seq. for them the operation of the Utah Copper Division

would not have been carried on sucecessfully over

the years involved. Although more detailed facts

could readily be adduced from the record, the above

findings of the Commission suffice to reveal, we

believe, how unreasonable and unrealistic is the deci-

sion of the Commission in attributing to Utah ap-

proximately 93% of net income from the sales of
mineral products.

The error of the Commission lies in the fact
‘that, in disregard of the legislative intent, it has
inequitably attributed to Utah sales in no way
related thereto. Consequently, the primary purpose
and intent of the statutory formula is defeated. In
the present case all of the products are sold outside
of Utah, whereas the property and payroll were for
almost all of the years 94% and 97%, respectively,
attributed to Utah. The factual circumstances thus
present a typical example of the necessity of a fair
application of all factors of the three-factor formula,
in order that thereby the gross receipts or sales
factor may operate to alleviate an otherwise unrea-
sonable attribution of net income to one jurisdiction.
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As if they were talking about the present case,
Altman and Keesling, Allocation of Income in State
Taxation (2d ed. 1950), explain the purpose of the
sales factor in the Massachusetts formula as follows
(p. 129):

113

. . it is believed that a fairly satisfactory
apportionment can be made if the purpose of the
use of the sales factor is kept in mind, namely, to
balance the property and payroll factors by giv-
ing weight to the elements not reflected by those
factors and thereby to assist in making a reason-
able apportionment of the entire income among
the states in which the business is conducted.”

The Commission in its decision, contrary to the
above quoted principles, has achieved an inequitable
and unsupportable result by attributing the gross
receipts from the sales to business carried on in
Utah in which, admittedly, none of the sales were
made and none of the selling activities in relation
thereto took place.

An example of the inequity resulting from the
failure to obtain a fair balance by the use of dif-
ferent factors is the case of Hans Rees’ Sons, Inec.
v. North Carolina, 283 U. 8. 123, 51 S. Ct. 385, 75
L. ed. 879 (1931). In that case the Supreme Court
held unconstitutional a state tax based upon net
income because the apportionment formula, as
applied to the particular facts, operated to tax
profits not attributable to transactions within the

- Jurisdiction. This case will be discussed subse-
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quently from its constitutional aspect. The impor-
tant point here is that the North Carolina statute
utilized only a property factor which resulted for
most of the years involved in an allocation of over
80% of net income to that state. The sales office
was located in New York and sales were made
throughout the United States (including North
Carolina) and abroad. The Supreme Court held it
unnecessary to review the evidence in detail, hold-
ing that, in any aspect of the evidence, the statu-
tory method unreasonably and arbitrarily attributed
to North Carolina a percentage of income out of all
‘appropriate proportion to the business transacted
there.

In general, in the case of a manufacturing or
_mining corporation, such as Kennecott, the payroll
factor tends to follow the property factor with re-

~ spect to allocation to the state of income from
manufacture or mining. Ilence, if any substantial
portion of such a corporation’s income is to be
attributed to another state or states in which the
vital and important selling, executive and manage-
ment activities are carried on, it is necessary to
employ and give weight to a sales factor. The use
of such factor was, obviously, the lacking element
in the Hans Rees’ case, which caused the statute to
reach an unconscionable result. '

The misuse of the sales factor by the Commis-
sion in the present case has achieved substantially
the same result as if it had applied only a two-factor
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formula of property and payroll. Altman and Kees-
ling, supra, after summarizing the necessity of
utilizing a sales factor, state the proper basis for its
application as follows (pp. 126-27) :

“The reasons for the use of the sales factor
afford a clue to the solution of the problem of
how sales should be apportioned. If the reason
for the use of the factor is to balance the other
two factors, then obviously the sales should be
apportioned in such a manner as to offset rather
than aggravate the effects of the property and
the payroll factors. This consideration rules out
the use of a number of the possible methods of
apportioning sales.

“Thus, apportionment of sales to the state
where the goods are manufactured or prod