Arizona Adminigtrative Register

Notices of Proposed Rulemaking

NOTICES OF PROPOSED RULEMAKING

Unless exempted by A.R.S. § 41-1005, each agency shall begin the rulemaking process by first submitting to the Sec-
retary of State’s Office a Notice of Rulemaking Docket Opening followed by a Notice of Proposed Rulemaking that
contains the preamble and the full text of the rules. The Secretary of State's Office publishes each Notice in the next
available issue of the Register according to the schedule of deadlines for Register publication. Due to time restraints,
the Secretary of State’s Office will no longer edit the text of proposed rules. We will continue to make numbering and
labeling changes as necessary.

Under the Administrative Procedure Act (A.R.S. § 41-1001 et seq.), an agency must allow at least 30 days to elapse
after the publication of the Notice of Proposed Rulemaking in the Register before beginning any proceedings for
adoption, amendment, or repeal of any rule. A.R.S. 88§ 41-1013 and 41-1022.

NOTICE OF PROPOSED RULEMAKING

TITLE 15. REVENUE

CHAPTER 2. DEPARTMENT OF REVENUE
INCOME AND WITHHOLDING TAX SECTION
SUBCHAPTER D. CORPORATIONS

PREAMBLE
1. Sections Affected Rulemaking Action
R15-2D-101 Amend
R15-2D-401 Amend
R15-2D-403 Amend
R15-2D-404 Amend
R15-2D-405 Amend
R15-2D-501 Amend
R15-2D-502 Amend
R15-2D-503 Amend
R15-2D-504 Amend
R15-2D-505 Amend
R15-2D-506 Amend
R15-2D-507 Amend
R15-2D-508 Amend
R15-2D-601 Amend
R15-2D-602 Amend
R15-2D-603 Amend
R15-2D-604 Amend
R15-2D-605 Amend
R15-2D-606 Amend
R15-2D-607 Amend
R15-2D-701 Amend
R15-2D-702 Amend
R15-2D-703 Amend
R15-2D-704 Amend
R15-2D-705 Amend
R15-2D-801 Amend
R15-2D-803 Amend
R15-2D-804 Amend
R15-2D-805 Amend
R15-2D-806 Amend
R15-2D-807 Amend
R15-2D-901 Amend

Volume 6, Issue #50 Page 4552 December 8, 2000



Arizona Adminigtrative Register

N>

[«

>

[©

I~

[

Notices of Proposed Rulemaking

R15-2D-902 Amend
R15-2D-903 Amend

The specific authority for the rulemaking. including both the authorizing statute (general) and the statutes the

rules are implementing (specific):

Authorizing statute: A.R.S. § 42-1005
Implementing statutes: A.R.S. 88 43-941, 43-942, 43-947, 43-1131 through 43-1150

List of all previousnoticesappearing in the Register addressing the proposed rules:

Notice of Rulemaking Docket Opening: 6 A.A.R. 3118, August 18, 2000

The name and address of agency personnel with whom persons may communicate regarding the rulemaking:

Name: James Bilski, Tax Analyst

Address: Tax Research & Analysis Section
Arizona Department of Revenue
1600 West Monroe
Phoenix, Arizona 85007

Telephone: (602) 542-4672
Fax: (602) 542-4680
E-Mail: bilskij@revenue.state.az.us

An explanation of therule, including the agency’sreasons for_initiating the rule:

These rules deal with the division of income by multistate businesses for corporate income tax purposes. Asaresult
of legidative changes and the 5-year review of Title 15, Chapter 2, the Department is proposing to amend the rulesto
conform to current statutes, remove language that is obsolete or that is repetitive of statute, rearrange the rulesin a
more logical manner and conform to current rulemaking guidelines.

In addition, R15-2D-403 and a substantial portion of the rulesin Articles 5 through 9 were originally taken from uni-
form regulations prepared by the Multi-State Tax Commission (MTC). The MTC was the originator of the Uniform
Division of Income for Tax Purposes Act (UDITPA). MTC designed the regulations so that any UDITPA state could
adopt the proposal with minimal change. A.R.S. § 43-1149 requires that UDITPA be construed to effectuate its gen-
eral purpose to make uniform the law of those states that enact it. The mgjority of the changesto R15-2D-403 and the
rulesin Articles 5 through 9 are to conform the rules to the current MTC regulations and to add MTC examples that
were not included in the rules when they were originally adopted by the Department in 1986. Dueto A.R.S. § 43-
1149 and in order to avoid confusion, the Department is keeping changes to the actual language that was taken from
the MTC to aminimum.

Reference to any study that the agency proposesto rely on and its evaluation of or justification for the proposed

rule and wherethe public may obtain or review the study. all data underlying each study. any analysis of the study

and other supporting material:

None

A showing of good cause why the rule is necessary to promote a statewide interest if the rule will diminish a
previousgrant of authority of a political subdivision of this state:

Not applicable

Thepreliminary summary of the economic. small business, and consumer impact:

It is expected that the benefits of the rules will be greater than the costs. The amendment of these rules will benefit
the public by making the rules conform to current statute, removing language that is obsolete or that is repetitive of
statute, rearranging the rules in a more logical manner and conforming to current rulemaking guidelines, which will
make the rules more accurate as well as clearer and easier to understand. In addition, the MTC exampleswill provide
additional guidance for taxpayers and will help to insure that whenever possible Arizona's method for apportioning
or allocating multistate income will be similar to that used by other states that have adopted UDITPA. The Depart-
ment will incur the costs associated with the rulemaking process. Taxpayers are not expected to incur any expensein
the amendment of these rules.
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9. The name and address of agency personnel with whom persons may communicate regarding the accur acy of the

economic, small business, and consumer impact statement:
Name: James Bilski, Tax Analyst

Address: Tax Research & Analysis Section
Arizona Department of Revenue
1600 West Monroe
Phoenix, Arizona 85007

Telephone: (602) 542-4672
Fax: (602) 542-4680
E-Mail: bilskij@revenue.state.az.us

10. The time place, and nature of the proceedings for the adoption. amendment. or repeal of the rule or, if no
proceeding is scheduled, where, when, and how persons may reguest an oral proceeding on the proposed rule:
The Department has not scheduled any oral proceedings. Written comments on the proposed rules or preliminary
economic, small business, and consumer impact statements may be submitted to the person listed in paragraphs #4
and #9. Pursuant to A.R.S. § 41-1023(C), the Department will schedule oral proceedings if 1 or more individuals file
written requests for oral proceedings within 30 days after the publication of this notice.

A person may submit written comments regarding the proposed rules by submitting the comments no later than 5:00
p.m., January 8, 2001, to the person listed in paragraphs #4 and #9.

11. Any other mattersprescribed by statutethat are applicable to the specific agency or to any specific rule or class of
rules:

Not applicable

12. Incorporationsby reference and their location in therules:
None

13. Thefull text of therulesfollows:

TITLE 15. REVENUE

CHAPTER 2. DEPARTMENT OF REVENUE
INCOME AND WITHHOLDING TAX SECTION
SUBCHAPTER D. CORPORATIONS

ARTICLE 1. GENERAL

R15-2D-101. Definitions
ARTICLE 4. MULTISTATE DIVISION OF INCOME

R15-2D-401. Unitary Business and Combined Returns
R15-2D-403. Taxable in Another State:+a-Generat
R15-2D-404. Apportionment Formula

R15-2D-405. Intercompany Eliminations

ARTICLE 5. BUSINESSAND NONBUSINESSINCOME

R15-2D-501. General

R15-2D-502. Rents From Real and Tangible Persona Property
R15-2D-503. Gains or Losses From Sales of Assets
R15-2D-504. Interest

R15-2D-505. Dividends

R15-2D-506. Royalties

R15-2D-507. Proration of Deductions

R15-2D-508. Consistency and Uniformity in Reporting
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ARTICLE 6. PROPERTY FACTOR

R15-2D-601. General
R15-2D-602. Property Used for the Production of Business Income
R15-2D-603. Property Factor Numerator
R15-2D-604. Valuation of Owned Property
R15-2D-605. Valuation of Rented Property
R15-2D-606. Averaging of Monthly Property Values
R15-2D-607. Consistency in Reporting

ARTICLE 7. PAYROLL FACTOR
R15-2D-701. General
R15-2D-702. Payroll Factor Denominator
R15-2D-703. Payroll Factor Numerator
R15-2D-704. Compensation Paid in this State: Definitions
R15-2D-705. Consistency in Reporting

ARTICLE 8. SALESFACTOR

R15-2D-801. General
R15-2D-803. Sales Factor Numerator
R15-2D-804. Sales-efFangiblePersonal Property Delivered or Shipped to a Purchaser in this State
R15-2D-805. Sales of Tangible Personal Property to the United States Government
R15-2D-806. Sales Other Than Sales of Tangible Persona Property in This State
R15-2D-807. Consistency in Reporting

ARTICLE 9. DEPARTURE FROM STANDARD APPORTIONMENT AND ALLOCATION PROVISIONS

R15-2D-901. General
R15-2D-902. Special Provisions for the Property Factor
R15-2D-903. Special Provisions for the Sales Factor
ARTICLE 1. GENERAL
R15-2D-101. Definitions

In addition to the definitions provided in A.R.S. 88 43-104, 43-1101, and 43-1131, the following definitions apply to this Sub-

“AI Iocatlon” means the ass qnment of nonbus Ness income to a Dartlcul ar state

B- “Apportionment” means Feferste the d|V|5|on of business income between states by the use of a formula contal nlng
apportlonment factors SS-aetivity . Ry > A A

“Arizona affiliated group”_has the same meaning as prescribed in A.R.S. § 43-947(1).
B- “Business activity” means referste-the transactions and activity occurring in the regular course of a particular taxpayers
Hﬂ+taFy trade or busu ness of ataxpayer
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‘Combined return” means a return filed by a group of commonly owned corporations or businesses that constitute a uni-
tary business. However, a combined return shall not include either a foreign corporation that is not itself subject to a tax

imposed by A.R.S. Title 43, or an insurance company that is exempt under A.R.S. § 43-1201. The group’s business
income is combined together and apportioned to Arizona by means of one combined apportionment formula

“Consolidated return” means a corporate income tax return filed by an Arizona affiliated group pursuant to A.R.S. § 43-
947. The return includes the same corporations that are included in the consolidated federal income tax return.

‘Employee” means any officer of a corporation; or any individual who, under the usual common-law rules applicable in
determining the employer-employee relationship, has the status of an employee.

“Sales” means all gross receipts derived by the taxpayer from transactions and activity in the regular course of the trade or
business and includes all gross receipts of the taxpayer not allocated under A.R.S. 88§ 43-1134 through 43-1138.

“Unitary business’ means an entity, group of entities, or component parts of an entity whose basic operations are substan-
tially integrated and interdependent. The determination of whether an entity, group of entities, or component parts of an
entity constitute a unitary business is made under R15-2D-401.

ARTICLE 4. MULTISTATE DIVISION OF INCOME

R15-2D-401. Unitary Businessand Combined Returns

A.

1

An entity or group of entitiesis not a unitary business for apportionment purposes unless there is actual substantial inter-
dependence and integration of the basic operations of the business carried on in more than 1 taxrnq |ur|sd|ct|on The
Dotentlal to ooerate acomoonent as oart of the unltarv busmess is not dlsoosrtlve

- The determination of whether the activities of the taxpayer consti-

tute as ngI e trade or busr ness or more than 1 trade or busr ness wHHurnenthetaetsmeaeneaee—mgeneral,—theaewm&

based on economic substance and not form. Therefore aunitary busr ness may consist of nart of acornoratron 1 corpora—
tion, or many corporations. If the unitary business consists of more than 1 corporation, the Department shall require a

combined return repert by the entltles compnsrng the unltary business rsrequtred—bﬁhe@epartment eempenentsef—the

The main furdamental reason for defl ning abusiness as unitary isthat its components in various states are so tied together
at the basic operational level that it istruly difficult to determine the state in which profits are actually earned. Centralized
top-level management, financing, accounting, insurance and benefit programs, or overhead functions by ahome office are
not sufficient characteristics in themselves for a business to be unitary without further analysis of the basic operations of
component businesses.
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Thefollowmg Ahi i MMOR-T o ‘
necessary threshold characterlsncsfor comnonent parts of an entity, an entity, or group of entltlesier—&baaﬂ&es to be con-

sidered a single unitary business the;:

1. Theentities comprising the unitary business shall be united by abond of direct or indirect ownership or control by the
same interests of more than 50% of the voting stock.

2. The entities or component parts shall share common management.

3. Theentities or component parts shall have reconciled accounting systems.

The presence of the these 3 characteristics listed in subsection (D) is not sufficient for a business to be considered unitary

without evidence of substantial operational integration. Some of the factors of a single unitary business which indicate

basic operational integration are:

The same or similar business conducted by components;

Vertical development of a product by components, such as -e:, manufacturing, distribution, and sales;

Horizontal development of a product by components, such as i-e:, sales, service, and repair, and financing;

Transfer of materials, goods, products, and technological data and processes; between components,

Sharing of assets by components;

Sharing or exchanging of operational employees by components;

Centralized training of employees;

Centralized mass purchasing of inventory, materials, equipment, and technology;-ete:;

Centralized development and distribution of technology relating to the on-going day-to-day operations of the compo-

nents;

Use of common trademark or logo at the basic operational level, centralized advertising with impact at the basic oper-

ational level;

11. Exclusive saes-purchase agreements between components;

12. Price differentials between components as compared to unrel ated businesses;

13. Saesor leases between components; and

14. Other contributions between components at the basic operational level.

All of the abeve factors listed in subsection (E) need not be present in every unitary business, but factors indicating sub-

stantia integration at the basic operational level should be evident.

In the manufacturing, producing, or mercantile type of business, a substantial transfer of material, products, goods, tech-

nological data and processes, or machinery and equipment between the branches, divisions, subsidiaries, or affiliates is

required for an entity or group of entities to be defined as a unitary business.

1. A transfer of 20% of the total goods annually manufactured, produced or purchased as inventory for processing or
sale, or both, by the transferor, or 20% of the total goods annually acquired for processing or sale, or both, by the
transferee would be presumptive evidence of a unitary business.

2. A smaller percentage of goods transferred may be indicative of a unitary business depending upon the presence of
other characteristics indicating operational integration.

In a unitary service business, the operations of the various component parts or entities of the business are integrated and

interrelated by their involvement with the central office or parent in delivering substantially the same service. The day-to-

day operations of these components use the same procedures and technologies that are devel oped, organized, purchased,

or prescribed by the central office or parent. There usually is an exchange of employees among the component parts and
centralized training of employees.

A taxpayer may have more than 1 unitary trade or business. In such cases, it is necessary to determine the businessincome
attributable to each separate unitary trade or business. The income of each business is then apportioned using an appor-
tionment formula that considers the in-state and out-of -state factors of the business.

Generally, a conglomerate composed of diverse businesses is not a single unitary business. However, a line or lines of
business within the conglomerate may be a unitary business if the operations of the components of the line are integrated
and interrelated. The cost of centralized services and functions performed by the parent corporation for diverse subsidiar-
ies may be specifically alocated to the respective subsidiaries.

K.B-All members of a combined return shall determine income using the same accounting period. Yritary-busiess-gredp:

Im

5 ©exNoohwhE

[T

(@

I~

I~

membershaving-diferent-aceauntingpertods:
1. If the members of a combl ned return have d|fferent accountlnq nerlods the H%%aﬂeﬁﬂf—theee#med—methed—ef
A 5 3 e accounting period to

be used by the #er—al—l members shaII be determl ned asfol Iows <

a If the combined return includes the common parent corporation, WWhere-the-members—aeeounting-periods-differ;
the parent’s accounting period is used wi-be-utiized.
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b. If the combined return does not |ncl ude the Wheretherer&ne common parent corporation, the ireeme-ef-the
he accountlng period of athe member that hasa

presence in #th—anAnzonashall beused : o eeHte g 5 greater{o
greatest)y-HabHityfor-Arizona-theeme-tax. The same group member S accountr ng perlod shall be used consis-

tently from year to year.
Each member of the combined return that uses an accounting period that is different from the common accounting
period determined in subsection (K)(1), shall use one of the following methods to determine the income to be

N>

included in the common accountl ng perlod

i Hg-p income and reI ated deductlons using asrmay—(er—may
aeta—beaHeeabteteAH%eaamaeeerdaﬂeewrththe actual book or accounting entries for the relevant period.
Determine Onthe-other-hand-the-membermay-determine income based on the number of months falling within

the required common accounting period. For example, if 1 member utilizes a calendar year, and the common
accounting period ends October 31, 1981, the member will include 2/12 of the income for the year ended Decem-
ber 31, 1980, and 10/12 of the income for the year ended December 31, 1981. Estimates may be necessary where
this proration method involves a member’s year that whieh ends subsequent to the common accounting period.

R15-2D-403. Taxablein Another State—tr-Gereral

A. The taxpayer is shalbe subject to the allocation and apportionment provisions of A.R.S. 88§ 43-1131 through 43-1148
Fitle-43,-Atticle4-of-the- ArizonaRevised-Statutes if it has income from business activity that is taxable both within and
without this state. A taxpayer’ s income from business actrvrty is taxable without this state if the sueh taxpayer by reason
of such business activity {tha vity r r
ness}, istaxable in another state
1. A taxpayer |sshaH—betaxabIeW|th|n another state if it meets either 1 of the2 testsspecrfred inA.R.S. § 43- 1133—

=

2. A taxpayer is not taxable in another state with r&spect toa partl cular trade or business merely because the taxpayer
conducts activities in that other state pertaining to the production of nonbusiness ren-busiress income or business
actrvrtl es relati ng to a separate trade or busr ness

al Py p: A taxpayer is “subject to” 1 of the taxes specified in

A. R S § 43- 1133(1) subseetteﬂ{—A—)éla{a} if it carries on busrne$ activities in a state and that state imposes such a tax

thereon. Any taxpayer that whieh assertsthat it is subject to 1 of the taxes specified in A.R.S. § 43-1133(1) in another state

shall furnish to the Department ef-this-state upon its request evidence to support that assertion. The Department ef-this
state may request that the evidence include proof that the taxpayer has filed the requisite tax return in the other state and
has paid any taxes imposed under the laws of the other state; the taxpayer’s failure to produce such proof may be taken
into account in determining whether the taxpayer in fact is subject irthe-etherstate to 1 of the taxes specifiedin A.R.S. §

43-1133(1) in the other state thisregulation.

1. A Hthetaxpayer that voluntarily files and pays 1 or more of the sueh taxes specifiedin A.R.S. § 43-1133(1) when not
required to do so by the laws of the other state or pays a minimal fee for qualification, fer organization, or fer the
privilege of doing businessin that state is not “ subject to” 1 of the taxes specified in A.R.S. § 43-1133(1) if:

a. Thetaxpayer does Bees not actuaHy engage in business activity in that state, or
b. Thetaxpayer engages Bees-actualhy-engage in some business activity, not sufficient for nexus, and the minimum

tax bears no relation to the taxpayer’s business activity within that state-the-taxpayerisnet-sdbjeette™1-of the
spectied-taxes-withifrthe-meaning-ef-thisregulatien.

2. The concept of taxability in another state is based upon the premise that every state in which the taxpayer is engaged
in business activity may impose an income tax even though every state does not do so. In states that whieh do not
impose an income tax, other types of taxes may be imposed as a substitute feran-treometax. Therefore, only those
taxes enumerated which may be considered as basically revenue raising rather than regulatory measures shall be con-
sidered in determining whether the taxpayer is “subject to” 1 of the taxes in another state.
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Example 1: State A requires all nonresident corporations that qualify or register in State A to pay to the Secretary of
State an annual license fee or tax for the privilege of doing business in the state regardiess of whether the privilegeis
in fact exercised. The amount paid is determined according to the total authorized capital stock of the corporation; the
rates are progressively higher by bracketed amounts. The statute sets a minimum fee of $50 and a maximum fee of
$500. Failure to pay the tax bars a corporation from utilizing the state courts for enforcement of itsrights. State A also
imposes a corporation income tax. Nonresident Corporation X is qualified in State A and pays the required fee to the
Secretary of State but does not carry on any business activity in State A (although it may utilize the courts of State A).
Corporation X isnot “taxable” in State A.

Example 2: The facts are the same as example 1 except that Corporation X is subject to and pays the corporation
income tax. Payment is prima facie evidence that Corporation X is “subject to” the net income tax of State A and is
“taxable” in State A.

Example 3. State B requires all nonresident corporations qualified or registered in State B to pay to the Secretary of
State an annual permit fee or tax for doing business in the state. The base of the fee or tax is the sum of outstanding
capital stock, and surplus and undivided profits. The fee or tax base attributable to State B is determined by a three
factor apportionment formula. Nonresident Corporation X, which operates a plant in State B, pays the required fee or
tax to the Secretary of State. Corporation X is “taxabl€” in State B.

Example 4: State A has a corporation franchise tax measured by net income for the privilege of doing businessin that
state. Corporation X files a return based on its business activity in the state but the amount of computed liability is
less than the minimum tax. Corporation X pays the minimum tax. Corporation X is subject to State A’s corporation

franchise tax.

forrsaiet f y et-Haeon - The2nd test in A.R.S. §
43 1133 subseetieﬂ{—Aa(—la{—b) appl ies |f the taxpayer S bua ness act|V|ty is suffl Ci ent to glve the state jurisdiction to impose
a net income tax by reason of such business activity. Jurisdiction to tax is not present where the state is prohibited from
imposing the tax by reason of the provisions of Public Law 86-272, 15 U.S.C.A. §8 381-384.

R15-2D-404.  Apportionment Formula

A. All businessincome of each trade or business of the taxpayer shall be apportioned to this state by use of the apportionment
formulaset forthin A.R.S. § 43-1139. The elements of the apportionment formula are the property factor, the payroll fac-

tor and the sales factor of the trade or business of the taxpayer.

A unitary business that files a combined return shall use an apportionment formula that combines the property, payroll,

and sales figures of all of the unitary group members before calculating the factors.

An Arizona affiliated group that files a consolidated return shall use an apportionment formula that combines the prop-
erty, payroll, and salesfigures of al of the members of the Arizona affiliated group before calculating the factors.

This Section does not apply to a taxpayer engaged in air commerce that apportions its income in accordance with A.R.S. §

43-1139(B).

|

1

1©

R15-2D-405. I ntercompany Eliminations

Members of a combined or consolidated group shall ehmmate mtercomoanv amounts included in the group’s income,
exoense and apoortlonment factorswhen g y v

ARTICLE 5. BUSINESSAND NONBUSINESSINCOME

R15-2D-501. General

HGH—bHSI—H&GS Income
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& The classification of income by the labels eeeasienalhy-dsed, such as manufacturing income, compensation for services,
sales income, interest, dividends, rents, royalties, gains, operating income, or nonoperating income, ete; is of no aid in
determining whether income is business or nonbusiness rer-busiess income. Income of any type or class and from any
source is business income if it arises from transactions and activity occurrlng in the regular course of atrade or business.
Accordingly, the critical element in determining whether income is “business income” or “nonbusiness income” “Renr-
busiresstcome™ is the identification of the transactions and activity which are the elements of a particular trade or busi-
ness. In general, all transactions and activities of the taxpayer WhICh are dependent upon or contrl bute to the operatlons of
a particular trade or business of the taxpayer the-ta , H Yy
busiress-and shall be transactions and activity arising in the regular course of and shaII constltute i ntegral parts of, atrade

or business.

R15-2D-502. Rents From Real and Tangible Personal Property

Rents-from+eal-and-tangible-personal-preperty- Rental income from real and tangible personal property is business income if
the property with respect to which the rental income was received is used in the taxpayer’s trade or business or is incidental
attendant thereto and therefore isincludable tretudible in the property factor underR15-2-1140.

Example 1: The taxpayer operates a multistate car rental business. The income from the car rentals is business income.
Example 2: The taxpayer is engaged in the heavy construction business in which it uses equipment such as cranes, tractors,
and earth-moving vehicles. The taxpayer makes short-term leases of the equipment when particular pieces of equipment are
not needed on any particular project. The rental income is business income.

Example 3: The taxpayer operates a multistate chain of men’s clothing stores. The taxpayer purchases a 5-story office building
for use in connection with its trade or business. It usesthe street floor as 1 of its retail stores and the 2nd and 3rd floorsfor its
general corporate headquarters. The remaining 2 floors are leased to others. Therental of the 2 floorsisincidental to the oper-
ation of the taxpayer’s trade or business. The rental income is business income.

Example 4: The taxpayer operates a multistate chain of grocery stores. It purchases as an investment an office building in
another state with surplus funds and leases the entire building to others. The net rental income is not business income of the
grocery store trade or business. Therefore, the net rental income is nonbusiness income.

Example 5: The taxpayer operates a multistate chain of men'’s clothing stores. The taxpayer invests in a 20-story office build-
ing and uses the street floor as 1 of its retail stores and the 2nd floor for its general corporate headquarters. The remaining 18
floors are leased to others. The rental of the 18 floors is not incidental to but rather is separate from the operation of the tax-
payer’s trade or business. The net rental income is not business income of the clothing store trade or business. Therefore, the
net rental income is nonbusiness income.

Example 6: The taxpayer constructed a plant for use in its multistate manufacturing business and 20 years later the plant was
closed and put up for sale. The plant was rented for atemporary period from the time it was closed by the taxpayer until it was
sold 18 months later. The rental income is business income and the gain on the sale of the plant is business income.

Example 7: The taxpayer operates a multistate chain of grocery stores. It owned an office building which it occupied asiits cor-
porate headquarters. Because of inadequate space, taxpayer acquired a new and larger building elsewhere for its corporate
headquarters. The old building was rented to an investment company under a 5-year lease. Upon expiration of the lease, tax-
payer sold the building at a gain (or 10ss). The net rental income received over the lease period is nonbusiness income and the
gain (or loss) on the sale of the building is nonbusiness income.

R15-2D-503. Gainsor Losses From Sales of Assets

Gain Gairs-ortessesfrem-sales-of-assets—gair or loss from the sale, exchange, or other disposition of real or tangible or intan-
gible personal property constitutes business income if the property while owned by the taxpayer was used in the taxpayer’s
trade or business. However, if such property was utilized for the production of nonbusiness rer-busiess income or otherwise
was removed from the property factor, in accordance with Article 6, fer-a-substantial-period-of-thme before the-year-ef its sale,
exchange, or other disposition, the gain or loss will constitute nonbusiness rer-busiiess income. Five-years-or-more-shal-be
Example 1: In conducting its multistate manufacturing business, the taxpayer systematically replaces automaobiles, machines,
and other equipment used in the business. The gains or losses resulting from those sales constitute business income.

Example 2: The taxpayer constructed a plant for use in its multistate manufacturing business and 20 years later sold the prop-
erty at again while it wasin operation by the taxpayer. The gain is business income.

Example 3: Same as example 2 except that the plant was closed and put up for sale but was not in fact sold until a buyer was
found 18 months later. The gain is business income.

Example 4: Same as example 2 except that the plant was rented while being held for sale. The rental income is business
income and the gain on the sale of the plant is business income.
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Example 5: The taxpayer operates a multistate chain of grocery stores. It owned an office building which it occupied asits cor-
porate headquarters. Because of inadequate space, the taxpayer acquired a new and larger building elsewhere for its corporate
headquarters. The old building was rented to an unrelated investment company under a 5-year lease. Upon expiration of the
lease, taxpayer sold the building at a gain (or loss). The gain (or |0ss) on the sale is nonbusiness income and the rental income
received over the lease period is nonbusiness income.

R15-2D-504. Interest

Hrterest: Interest income is business income where the intangible with respect to which the interest was is received arises out of
or is created in the regular course of the taxpayer’s trade or business operations or where the purpose for acquiring and holding
the intangible isrelated to or incidental to such thetaxpayer-s trade or business operations.

Example 1. The taxpayer operates a multistate chain of department stores, selling for cash and on credit. Service charges,
interest, or time-price differentials and the like are received with respect to installment sales and revolving charge accounts.
These amounts are business income.

Example 2: The taxpayer conducts a multistate manufacturing business. During the year the taxpayer receives a federa
income tax refund and collects a judgment against a debtor of the business. Both the tax refund and the judgment bear interest.
The interest income is business income.

Example 3: The taxpayer is engaged in a multistate manufacturing and wholesaling business. In connection with that business,
the taxpayer maintains special accounts to cover such items as workmen's compensation claims, rain and storm damage,
machinery replacement, etc. The moneys in those accounts are invested at interest. Similarly, the taxpayer temporarily invests
funds intended for payment of federal, state and local tax obligations. The interest income is business income.

Example 4: The taxpayer is engaged in a multistate money order and traveler’s check business. In addition to the fees received
in connection with the sale of the money orders and traveler’s checks, the taxpayer earns interest income by the investment of
the funds pending their redemption. The interest income is business income.

Example 5: Thetaxpayer is engaged in a multistate manufacturing and selling business. The taxpayer usually has working cap-
ital and extra cash totaling $200,000 which it regularly invests in short-term interest bearing securities. The interest incomeis
business income.

Example 6: In January. the taxpayer sold all of the stock of a subsidiary for $20.000,000. The funds are placed in an interest-
bearing account pending a decision by management as to how the funds are to be utilized. The interest income is nonbusiness
income.

R15-2D-505. Dividends

Bividends: Dividends are shat-be businessincome where the stock with respect to which the dividends are received arises out
of or was acquired in the regular course of the taxpayer’s trade or business operations or where the purpose for acquiring and
holding the stock isrelated to or incidental to such trade or business operations.

Example 1: The taxpayer operates a multistate chain of stock brokerage houses. During the year, the taxpayer receives divi-
dends on stock that it owns. The dividends are business income.

Example 2: The taxpayer is engaged in a multistate manufacturing and wholesaling business. In connection with that business,
the taxpayer maintains special accounts to cover such items as workmen's compensation claims, etc. A portion of the moneys
in those accounts is invested in interest-bearing bonds. The remainder is invested in various common stocks listed on national
stock exchanges. Both the interest income and any dividends are business income.

Example 3: The taxpayer and several unrelated corporations own all of the stock of a corporation whose business operations
consist solely of acquiring and processing materials for delivery to the corporate owners. The taxpayer acquired the stock in
order to obtain a source of supply of materials used in its manufacturing business. The dividends are business income.
Example 4: The taxpayer is engaged in a multistate heavy construction business. Much of its construction work is performed
for agencies of the federal government and various state governments. Under state and federal laws applicable to contracts for
those agencies, a contractor must have adequate bonding capacity, as measured by the ratio of its current assets (cash and mar-
ketable securities) to current liabilities. In order to maintain an adequate bonding capacity the taxpayer holds various stocks
and interest-bearing securities. Both the interest income and any dividends received are business income.

Example 5: The taxpayer receives dividends from the stock of its subsidiary or affiliate which acts as the marketing agency for
products manufactured by the taxpayer. The dividends are business income.

Example 6: The taxpayer is engaged in a multistate glass manufacturing business. It also holds a portfolio of stock and inter-
est-bearing securities, the acquisition and holding of which are unrelated to the manufacturing business. The dividends and
interest income received are nonbusiness income.
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R15-2D-506. Royalties

Reyalties: Patent and copyright royalties and-etherroyalties-and-HeensirgFfees are business income where the patent or copy-

right with respect to which the royalties and-etherroyatiesandteensngfees were received arose out of or was created in the
regular course of the taxpayer’s trade or business operations or where the purpose for acquiring and holding the patent or

copyright is related to such trade or business operations. Other royalties and licensing fees are business income if the property
or licensing agreements that generated the income arose out of or was created in the regular course of the taxpayer’s trade or
business operations or the purpose for acquiring and holding the property or license agreement is related to or incidental to
such trade or business operations.

Example 1: The taxpayer is engaged in the multistate business of manufacturing and selling industrial chemicals. In connec-
tion with that business the taxpayer obtained patents on certain of its products. The taxpayer licensed the production of the
chemicalsin foreign countries, in return for which the taxpayer receives royalties. The royalties received by the taxpayer are
business income.

Example 2: The taxpayer is engaged in the music publishing business and holds copyrights on numerous songs. The taxpayer
acquires the assets of a smaller publishing company, including music copyrights. These acquired copyrights are thereafter used
by the taxpayer in its business. Any royalties received on these copyrights are business income.

Example 3: The same as example 2, except that the acquired company also held the patent on a type of phonograph needle.
The taxpayer does not manufacture or sell phonographs or phonograph equipment. Any royalties received on the patent would
be nonbusiness income.

R15-2D-507. Proration of Deductions

A= Preration-of-deduetions: In most cases an allowable deduction of ataxpayer will be applicable only to the businessincome
arising from a particular trade or business or to a particular item of nonbusiness Rer-busiress income. In some cases an
allowable deduction may be applicable to the business incomes of more than 1 trade or business or andfer to severa items
of nonbusiness ren-busiess income. In such cases the deduction shall be prorated among such trades or businesses and
such items of nonbusiness rer-busHess income in a manner which fairly distributes the deduction among the classes of
income to which it |s apphcable

R15-2D-508. Consistency and Uniformity in Reporting

Censisteney-and-unformity-Hrreperting:

A.3-Year-to-year-consisteney: In filing returns with this state, if the taxpayer departs from or modifies the manner in which
income has been classified as business income or nonbusiness aer-busihess income, or the manner of prorating any
related deduction, in returns for prior years, the taxpayer shall disclose in the return for the current year the nature and
extent of the modification.

B.2- State-to-state-uniformity- If the returns or reports filed by ataxpayer for all states to which the taxpayer reports under the
Uniform Division of Income for Tax Purposes Act are not uniform in the classification of income as business or nonbusi-
ness nen-busthess income, or_in the application or proration of any related deduction, the taxpayer shall disclose H-ts
return-to-thisstate the nature and extent of the variance upon request by the Department.

ARTICLE 6. PROPERTY FACTOR

R15-2D-601. General

A. Property-factor—n-General: The property factor, as defined in A.R.S. § 43-1140, of the-appertienmentformula for each
trade or business of the taxpayer shall include all real and tangible personal property owned or rented by the taxpayer and
used during the tax period in the regular course of the saeh trade or business. The term “real and tangible personal prop-
erty” includes land, buildings, machinery, stocks of goods, equipment, and other real and tangible persona property but
does not include coin or currency.

B. Property used in connection with the production of honbusiness rer-busiess income shall be excluded from the property
factor.

C. Property used both in the regular course of taxpayer’s trade or business and in the production of nonbusiness rer-busthess
income shall be included in the factor only to the extent the property is used in the regular course of taxpayer’s trade or
business. The method of determining that portion of the value to be included in the factor will depend upon the facts of
each case.

D. The property factor shal include the average value of property includable in the factor.
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R15-2D- 602 Property Used for the Productlon of Busme&alncome

|

1o

1©

me: Property shall beincluded in the property factor if it
is actually used oris avallablefor or capable of be| ng used dur| ng the tax period in the regular course of the trade or busi-
ness of the taxpayer.

Property held as reserves or standby facilities or property held as areserve source of materials shall be included in the fac-
tor. For example, a plant temporarily idle or raw material reserves not currently being processed are includable in the fac-
tor.

Property or equipment under construction during the tax period, (except inventoriable goods in process) shall be excluded
from the factor until such property is actually used in the regular course of the trade or business of the taxpayer. If the
property is partially used in the regular course of the trade or business of the taxpayer while under construction, the value
of the property to the extent used shall be included in the property factor.

Property used in the regular course of the trade or business of the taxpayer shall remain in the property factor until its per-
manent withdrawal is established by an identifiable event such as its conversion to the production of nonbusiness ren-
busthess income, its sale, or the lapse of an extended period of time (normally, 5 years) during which the property is held
for sale.

Example 1: Taxpayer closed its manufacturing plant in State X and held the property for sale. The property remained
vacant until its sale 1 year later. The value of the manufacturing plant is included in the property factor until the plant is
sold.

Example 2: Same as examplel except that the property was rented until the plant was sold. The plant is included in the
property factor until the plant is sold.

Example 3: Taxpayer closed its manufacturing plant and leased the building under a 5-year lease. The plant isincluded in
the property factor until the commencement of the lease.

Example 4: The taxpayer operates a chain of retail grocery stores. Taxpayer closed Store A, which was then remodeled
into 3 small retail stores such as a dress shop, dry cleaning, and barber shop, which were leased to unrelated parties. The
property is removed from the property factor on the date on which the remodeling of Store A commenced.

R15-2D-603. Property Factor Numerator

Property-factor—nudmerater- The numerator of the property factor shall include the average value of the real and tangible per-
sonal property owned or rented by the taxpayer and used in this state during the tax period in the regular course of the trade or
business of the taxpayer.

1. Property intransit between locations of the taxpayer to which it belongs shall be considered to be at its destination for
purposes of the property factor.

2. Property in transit between a buyer and seller which isincluded by ataxpayer in the denominator of its property fac-

tor in accordance with its regul ar accounting practices shall be included in the numerator according to the state of des-

tination.

3. Thevaue of mobile or movable property such as construction equipment, trucks or leased electronic equipment that
whieh are located within and without this state during the tax period shall be determined for purposes of the numera-
tor of the factor on the basis of total time within the state during the tax period.

4. Anautomobile assigned to a traveling employee shall be included in the numerator of the factor of the state to which

the employee's compensation is assigned under the payroll factor or in the numerator of the state in which the auto-
mobileis licensed.

R15-2D-604. Valuation of Owned Property

A.

Property owned by the taxpayer shall be valued at itsoriginal cost. Generally As-a-generardte, “original cost” is deemed
to be the basis of the property for federal income tax purposes (prior to any federal adjustments) at the time of acquisition
by the taxpayer and adjusted by subsequent capital additions or improvements thereto and partia disposition thereof, by
reason of sale, exchange, abandonment, or other similar event ete. However, capitalized intangible drilling and develop-
ment costs shall be included in the property factor whether or not they have been expensed for either federal or state tax
pUrposes.

Example 1: The taxpayer acquired a factory building in this state at a cost of $500,000 and, 18 months later, expended
$100,000 for major remodeling of the building. Taxpayer filed its return for the current taxable year on the calendar-year
basis. A depreciation deduction in the amount of $22,000 was claimed with respect to the building on the return for the
current taxable year. The value of the building includable in the numerator and the denominator of the property factor is
$600,000:; the depreciation deduction is not taken into account in determining the value of the building for purposes of the
factor.
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Example 2: During the current taxable year, Corporation X merged into Corporation Y in atax-free reorganization under
the Internal Revenue Code. At the time of the merger, Corporation X owned afactory that it built 5 years earlier at a cost
of $1.000,000. Corporation X has been depreciating the factory at the rate of 2% per year, and its basisin Corporation X's
hands, at the time of the merger was $900,000. Since the property is acquired by Corporation Y in a transaction in which,
under the Internal Revenue Code, its basisin Corporation Y’s hands is the same as its basis in Corporation X's, Corpora-
tion Y includes the property in its property factor at Corporation X’s original cost, without adjustment for depreciation,
that is $1,000,000.

Example 3: Corporation Y acquires the assets of Corporation X in aliquidation by which Corporation Y is entitled to use
its stock cost as the basis of the Corporation X assets under Internal Revenue Code 8§ 334(b)(2). Under these circum-
stances, Corporation Y's cost of the assets is the purchased price of the Corporation X stock, prorated over the Corpora-
tion X assets.

If the original cost of property is unascertainable, the property is included in the factor at its fair market value as of the
date of acquisition by the taxpayer.

Inventory of stock of goods shall be included in the factor in accordance with the valuation method used for federal
income tax purposes.

Property acquired by gift or inheritance shall be included in the factor at its basis for determining depreciation for federal
income tax purposes.

R15-2D-605. Valuation of Rented Property

A.

B.

C

Property-foetor—valuation-of rented-preperty- Property rented by the taxpayer is valued at 8 times its net annual rental
rate. The net annual rental rate for any item of rented property isthe annual rental rate paid by the taxpayer for such prop-
erty, less the aggregate annual subrental rates paid by subtenants of the taxpayer. Subrents are not deducted when the sub-
rents constitute business income because the property which produces the subrentsis used in the regular course of atrade
or business of the taxpayer when it is producing such income; accordingly, there is no reduction in its value. If the adjust-
ment for subrents produces a negative or clearly inaccurate value of rented property, see the specia provisionsin R15-2D-
902.

Example 1. The taxpayer receives subrents from a bakery concession in afood market operated by the taxpayer. Because
the subrents are business income they are not deducted from rent paid by the taxpayer for the food market.

Example 2: The taxpayer rents a 5-story office building primarily for use in its multistate business, uses 3 floors for its
offices and subleases 2 floors to various other businesses and persons such as professional people and shops. The rental of
the 2 floors is incidental to the operation of the taxpayer’s trade or business. Because the subrents are business income,
they are not deducted from the rent paid by the taxpayer.

Example 3: The taxpayer rents a 20-story office building and uses the lower 2 stories for its general corporation headquar-
ters. The remaining 18 floors are subleased to others. The rental of the 18 floors is not incidental to but rather is separate
from the operation of the taxpayer’s trade or business. Because the subrents are nonbusiness income they are to be
deducted from the rent paid by the taxpayer.

“Annual rental rate” is the amount paid as rental for property for a 12-month period {-e5-the-ameunt-of-the-annual-rent).

1. Where property isrented for less than a 12-month period, the rent paid for the actual period of rental shall constitute
the “annual rental rate” for the tax period.

2. Where Hewever-where a taxpayer has rented property for a term of 12 or more months and the current tax period
coversaperiod of lessthan 12 months (due, for example, to a reorganization or change of accounting period), the rent
paid for the short tax period shall be annualized. If the rental term is for less than 12 months, the rent shall not be
annualized beyond itsterm.

Example 1: Taxpayer A, that ordinarily files its returns based on a calendar year, is merged into Taxpayer B on April
30. The net rent paid under alease with 5 years remaining is $2,500 a month. The rent for the tax period January 1 to
April 30is$10,000. After the rent is annualized the net rent is $30,000 ($2,500 x 12).

Example 2: Same facts as in example 1 except that the |ease would have terminated on August 31. In this case, the
annualized rent is $20,000 ($2,500 x 8).

3. Rent shal not be annualized because of the uncertain duration when the rental term is on a month-to-month basis.

“Annual rent” is the actual sum of money or other consideration payable, directly or indirectly, by the taxpayer or for its

benefit for the use of the property and includes:

1. Any amount payable for the use of rea or tangible personal property, or any part thereof, whether designated as a
fixed sum of money or as a percentage of sales, profits or otherwise;.

Example: A taxpayer, pursuant to the terms of alease, pays alessor $1.000 per month as a base rental and &t the end
of year paysthe lessor 1% of its gross sales of $400,000. The annual rent is $16,000 ($12,000 plus 1% of $400,000 or
$4,000).
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2. Any amount payable as additiona rent or in lieu of rents, such as interest, taxes, insurance, repairs or any other items
which are required to be paid by the terms of the lease or other arrangement, not including amounts paid as service
charges, such as utilities or janitor services. |f a payment includes rent and other charges unsegregated, the amount of
rent shall be determined by consideration of the relative values of the rent and the other items.

Example 1: A taxpayer, pursuant to the terms of alease, pays the lessor $12.000 a year rent plus taxes in the amount
of $2,000 and interest on a mortgage in the amount of $1,000. The annual rent is $15,000.
Example 2: A taxpayer stores part of itsinventory in a public warehouse. The total charge for the year was $1,000 of
which $700 was for the use of storage space and $300 for inventory insurance, handling and shipping charges, and
C.0.D. collections. The annual rent is $700.

D.3:“Annual rent” does not include:

1. Incidental irerdental day-to-day expenses such as hotel or motel accommodations; and daily rental of automobiles;
ete:; and

2. Royalties based on extraction of natural resources, whether represented by delivery or purchase. For this purpose, a
royalty includes any consideration conveyed or credited to aholder of an interest in property that constitutes a sharing
of current or future production of natural resources from such property, irrespective of the method of payment or how
such consideration may be characterized, whether as a royalty, advance royalty, rental or otherwise.

E.B-Leasehold improvements shall, for the purposes of the property factor, be treated as property owned by the taxpayer
regardless of whether the taxpayer is entitled to remove the improvements or the improvements revert to the lessor upon
expiration of the lease. Hence, the original cost of leasehold improvements shall be included in the property factor.

R15-2D-606. Aver agrng of M onthly Property Values

e he Department may requrre or allow averagrng by monthly vaI ues if such
method of averagl ng is requi red to properly reflect the average value of the taxpayer’s property for the tax period.

1. Averaging by monthly values will generally be applied if substantial fluctuations in the vaues of the property exist
during the tax period or where property isacquired after the beginning of the tax period or disposed of before the end
of the tax period.

Example: The monthly value of the taxpayer’s property was as follows:

January $2,000 July $15,000
February 2,000 August 17,000
March 3.000 September 23,000
April 3.500 October 25,000
May 4,500 November 13,000
June 10,000 December 2,000
Subtotal $25,000 Subtotal 95,000
Total $120,000
The average monthly value of the taxpayer’s property includable in the property factor for the income year is $10,000
(120,000 divided by 12).

2. Averaging with respect to rented property is achieved automatically by the method of determining the net annual
renta rate of such property.

R15-2D-607. Consistency in Reporting
A : : . ot e
1. Year-to-year-eonsisteney: In filing returns with this state, if the taxpayer departs from or modifies the manner of val-
uing property, or of excluding or including property in the property factor, used in returns for prior years, the taxpayer
shall disclose in the return for the current year the nature and extent of the modification.
B.2- State-to-state-uniformity: If the returns or reports filed by the taxpayer with all states to which the taxpayer reports under
the Uniform Division of Income for Tax Purposes Act are not uniform in the valuation of property and in the exclusion or
inclusion of property in the property factor, the taxpayer shall disclose H-itsreturn-te-thisstate the nature and extent of the
variance upon request by the Department.

ARTICLE 7. PAYROLL FACTOR

R15-2D-701. General
A. The payroll factor, as defined in A.R.S. § 43-1143, ef-the-appertionment-formula for each trade or business of the tax-
payer shall include the total amount paid by the taxpayer in the regular course of its trade or business for compensation
during the tax period.
1. Thetota amount “paid” to employees shall be determined upon the basis of the taxpayer’s accounting method.
a If thetaxpayer has adopted the accrual method of accounting, all compensation properly accrued shall be deemed
to have been paid.
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Notwithstanding the taxpayer’s method of accounting, atthe-election—ef-the-taxpayer; compensation paid to
employees may, at the election of the taxpayer, be included in the payroll factor by use of the cash method if the
taxpayer is required to report such compensation under that sueh method for unemployment compensation pur-
poses.

The compensation of any employee for en-aceeunt-of activities that whieh are connected with the production of non-
business rer-business income shall be excluded from the factor.

Example 1: The taxpayer uses some of its employees in the construction of a storage building which, upon comple-
tion, is used in the regular course of the taxpayer’s trade or business. The wages paid to those employees are treated
as a capital expenditure by the taxpayer. The amount of those wages is included in the payroll factor.

Example 2: The taxpayer owns various securities that it holds as an investment separate and apart from its trade or
business. The management of the taxpayer’s investment portfalio is the only duty of Mr. X, an employee. The salary
paid to Mr. X is excluded from the payroll factor.

N>

Payments made to an mdependent contractor or any other person not properly clas-
sifiable as an employee are excluded.

4. Only amounts paid directly to employees are included in the payroll factor. Amounts considered paid directly include
the value of board, rent, housing, lodging, and other benefits or services furnished to employees by the taxpayer in
return for personal services provided that such amounts constitute income to the recipient under the federat Internal
Revenue Code. In the case of employees not subject to the Internal Revenue Code, such as those employed in foreign

countries, the determination of whether such benefits or services would constitute income to the employees shall be
made as though such employees were subject to the Internal Revenue Code.
37 “ 77 .

Generally, a person will be considered to be an employee if the person ke isincluded by the taxpayer as an employee for
purposes of the payroll taxes imposed by the Federal Insurance Contributions Act; except that, since certain individuals
are included within the term “employees” in the Federal Insurance Contributions Act who would not be employees under
the usual common-law rules, it may be established that a person who is included as an employee for purposes of the Fed-
eral Insurance Contributions Act is not an employee for the purposes of this Section regutatien.

|

R15-2D-702. Payroll Factor Denominator
PayreH—Faeter—eleneerHateF The denoml nator of the payroll factor is the totaI compensatlon paid everywhere duri ng the tax

o Therefore Aeeerelmglry compensatl on
paid to employees whose services are performed enti rer ina state where the taxpayer is immune from taxation rettaxableis

included in the denominator of the payroll factor.

Example: A taxpayer has employees in its state of legal domicile (State A) and is taxable in State B. In addition the taxpayer
has other employees whose services are performed entirely in State C where the taxpayer is immune from taxation under the
provisions of Public Law 86-272. As to these latter employees, the compensation will be assigned to State C where their ser-
vices are performed (that is, included in the denominator but not the numerator of the payroll factor) even though the taxpayer
is not taxable in State C.

R15-2D-703. Payroll Factor Numerator

PayreH-facter—numerator- The numerator of the payroll factor is the total amount paid in this state during the tax period by the
taxpayer for compensation. The tests in A.R.S. § 43-1144 to be applied in determining whether compensation is paid in this
state are derived from the Model Unemployment Compensation Act. Accordingly, if compensation paid to employees is
included in the payrall factor by use of the cash method of accounting or if the taxpayer is required to report such compensa-
tion under such method for unemployment compensation purposes, it shall be presumed that the total wages reported by the
taxpayer to this state for unemployment compensation purposes constitute compensation paid in this state except for compen-
sation excluded under this Article. The presumption may be overcome by satisfactory evidence that an employee’s compensa-
tion is not properly reportable to this state for unemployment compensation purposes.

R15-2D-704. Compensation Paid in this State: Definitions
A= For the purpose of determining whether comnensatlon Gempeﬂseﬂeﬁ is pald in thlsstate under A.R.S. §43-1144, thefol-
lowing definitions apply H-any esl :
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1. ‘“Incidental” Fhe-werd—reidental™ means any service which is temporary or transitory in nature, or which is ren-
dered in connectlon Wlth an isolated transaction.
37 y y i
B- 2. Fheterm” PI Place pLaee from WhICh the service is dlrected or controlled" means FefeFS—Ee the place from which the

power to direct or control is exercised by the taxpayer.

& 3. Fheterm “Base base of operations” is the place of more or less permanent nature from which the employee starts his
work and to which he customarily returnsin order to receive instructions from the taxpayer or communications from
his customers or other persons or to replenish stock or other materials, repair equipment, or perform any other func-
tions necessary to the exercise of his trade or profession at some other point or points.

R15-2D-705. Consistency in Reporting

L. Year-to-yearconsisteney- In filing returns with this state, if the taxpayer departs from or modifies the treatment of
compensation paid used in returns for prior years, the taxpayer shal disclose in the return for the current year the
nature and extent of the modification.

B.2- State-to-state-unifermity- If the returns or reports filed by the taxpayer with all states to which the taxpayer reports under
the Uniform Division of Income for Tax Purposes Act are not uniform in the treatment of compensation paid, the taxpayer
shall disclose Htsreturate-thisstate the nature and extent of the variance upon request by the Department.

ARTICLE 8. SALESFACTOR

R15-2D-801. Gener al

the+memal—Re\+enHeGede The fol I owing are prowslons FH'|'€S for determl ning “sale§’ in various stuatl ons:

1. Inthe case of ataxpayer engaged in manufacturing and selling or purchasing and reselling goods or products, “sales”
includes all gross receipts from the sales of such goods or products (or other property of a kind which would properly
be included in the inventory of the taxpayer if on hand at the close of the tax period) held by the taxpayer primarily
for sale to customers in the ordinary course of its trade or business. Gross receipts for this purpose means gross sales
less returns and alowances and includes all interest income, service charges, carrying charges, or time-price differen-
tial charges incidental to such sales. Federal and state excise taxes (including sales taxes) shall be included as part of
such receiptsif such taxes are passed on to the buyer or included as part of the selling price of the product.

2. In the case of cost-plus-fixed-fee contracts, such as the operation of government-owned plant for a fee, “sales
includes the entire reimbursed cost plus the fee.

3. Inthe case of ataxpayer engaged in providing services, such as the operation of an advertising agency, or the perfor-
mance of equipment service contracts or research and development contracts, “sales’ includes the gross receipts from
the performance of such servicesincluding fees, commissions eemission, and similar items.

4. In the case of ataxpayer engaged in renting real or tangible property, “sales’ includes the gross receipts from the
renta, lease, or licensing the use of the property.

5. Inthe case of ataxpayer engaged in the sale, assignment, or licensing of intangible personal property such as patents
and copyrights, “sales’ includes the gross recel pts therefrom.

6. If ataxpayer derives receipts from the sale of equipment used in its business, such receipts constitute “sales.” For
example, a truck express company owns a fleet of trucks and sells its trucks under a regular replacement program.
The gross receipts from the sales of the trucks are included in the sales factor.

B.7#1n some cases certain gross receipts should be disregarded in determining the sales factor in order that the apportionment
formulawill operate fairly to apportion to this state the income of the taxpayer’s trade or business. See R15-2D-903.

R15-2D-803. Sales Factor Numer ator

Sdlestacter—numerator- The numerator of the sales factor shall include gross receipts attributable to this state and derived by
the taxpayer from transactions and activity in the regular course of its trade or business. All interest income, service charges,
carrying charges, or time-price differential chargesincidental to such gross receipts shal be included regardless of the place
where the accounting records are maintained or the location of the contract or other evidence of indebtedness.
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R15-2D-804. Sal%ef—'Fangt-bt—e—Per—seHal—Property Delivered or Shipped to a Purchaser in this Sate

2. Property shall be deemed to be delivered or shipped to a purchaser within this state if the recipient is located in this
state, even though the property is ordered from outside this state.
Example: The taxpayer, with inventory in State A, sold $100,000 of its products to a purchaser having branch stores

in several states including this state. The order for the purchase was placed by the purchaser’s central purchasing
department located in State B. The taxpayer shipped $25,000 of the purchase order directly to purchaser’s branch
store in this state. The branch storein this state is the “ purchaser within this state” with respect to $25,000 of the tax-
payer’s sales.
B.3-Property is delivered or shipped to a purchaser within this state if the shipment terminates in this state, even though the
property is subsequently transferred by the purchaser to another state.
Example: The taxpayer makes a sale to a purchaser who maintains a central warehouse in this state at which all merchan-
dise purchases are received. The purchaser reships the goods to its branch stores in other states for sale. All of the tax-
payer’s products shipped to the purchaser’s warehouse in this state constitute property delivered or shipped to a purchaser
within this state.
C.4-Theterm “purchaser within this state” shall include the ultimate recipient of the property if the taxpayer in this state, at the
designation of the purchaser, delivers to or has the property shipped to the ultimate recipient within this state.
Example: A taxpayer in this state sold merchandise to a purchaser in State A. Taxpayer directed the manufacturer or sup-
plier of the merchandisein state B to ship the merchandise to the purchaser’s customer in this state pursuant to purchaser’s
instructions. The sale by the taxpayer is“in this state.”
D.5:When property being shipped by a seller from the state of origin to a consignee in another state is diverted while en route
to apurchaser in this state, the sales are in this state.
Example: The taxpayer, a produce grower in State A, begins shipment of perishable produce to the purchaser’s place of
business in State B. While en route, the produce is diverted to the purchaser’s place of business in this state in which the
taxpayer is subject to tax. The sale by the taxpayer is attributed to this state.

R15-2D-805. Sales of Tangible Personal Property to the United States Gover nment
Satesﬂfaeter— Sales of tangl bIe personal property to the United States Government are not included in the numerator of the sal es

? tate: For the purposes of this
Section regulratteh only sal esfor WhICh the Unlted States Government makes direct payment to the seller pursuant to the terms
of a contract constitute sales to the United States Government. Thus, as a general rule, sales by a subcontractor to the prime
contractor, the party to the contract with the United States Government, do not constitute sales to the United States Govern-
ment.

Example 1: A taxpayer contracts with General Services Administration to deliver X number of trucks that are paid for by the
United States Government. The saleis a sale to the United States Government.

Example 2: The taxpayer, as a subcontractor to a prime contractor with the National Aeronautics and Space Administration,
contracts to build a component of arocket for $1,000,000. The sale by the subcontractor to the prime contractor isnot a saleto
the United States Government.
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R15-2D-806. Sales Other Than Sales of Tangible Personal Property in This Sate

This Section provides for the inclusion in the numerator of the sales factor of gross receipts from transactions other than sales
of tangible personal property (including transactions with the United States Government); under this Section gross receipts are
attributed to this state if the income-producing activity which gave rise to the receipts is performed wholly within this state.
Also, gross receipts are attributed to this state if, with respect to a particular item of income, the income-producing activity is
performed within and without this state but the greater proportion of the income-producing activity is performed in this state
than in any other state, based on costs of performance.

1. hneome-producing-activity:—bBefined: The term “income-producing activity” applies shalapphy to each separate item
of income and means shal-mean the transactions and activity directly engaged in by the taxpayer in the regular course

of its trade or business for the ultimate purpose of obtaining gains or profit. Such activity shall not include transac-
tions and activities performed on behalf of ataxpayer, such as those conducted on its behalf by an independent con-
tractor. Accordingly, “income-producing activity” shall include but is not limited to the following:
a.  Therendering of personal services by employees or the utilization of tangible and intangible property by the tax-
payer in performing a service.
The sale, rental, leasing, licensing or other use of real property.
c. Therenta, leasing, licensing or other use of tangible personal property.
d. Thesde, licensing or other use of intangible personal property. The mere holding of intangible personal property
is not, of itself, an income-producing activity.
2. Cestsefperfermanece-Defined: The term “costs of performance” means direct costs determined in a manner consis-
tent with generally accepted accounting principles and in accordance with accepted conditions or practices in the
trade or busi ness of the taxpayer

4 Speemc—mkee The foI lowing are specmc prowaonsrules for determl nlng when receipts from the mcomeprodum ng
activities described below are in this state:

a Real—eiﬁepeﬁyL Gross receipts from the sale, lease, rental or licensing of real property are in this state if the real
property islocated in this state.

b. ¢ang+—ble1ee|tseﬁal—p¥epeny Gross receipts from the rental, lease or licensing of tangible personal property arein
this state if the property islocated in this state. The rental, lease, licensing or other use of tangible personal prop-
erty in this state is a separate income-producing activity from the rental, lease, licensing or other use of the same
property while located in another state; consequently, if property is within and without this state during the
rental, lease or licensing period, gross receipts attributable to this state shall be measured by the ratio which the
time the property was physically present or was used in this state bears to the total time or use of the property
everywhere during that sueh period.

Example: Taxpayer isthe owner of 10 railroad cars. During the year, the total of the days during which each rail-
road car was present in this state was 50 days. The receipts attributable to the use of each of the railroad carsin
this state are a separate item of income and shall be determined as follows:

[(10 x 50) + (10 x 365)] x Total Receipts
= Receipts Attributable to This state

c. Personal-services: Gross receipts for the performance of persona services are attributable to this state to the
extent such services are performed in this state. If services relating to a single item of income are performed
partly within and partly without this state, the gross receipts for the performance of such services shall be attrib-
utable to this state only if the a greater proportion of the services was performed in the state, based on costs of
performance. Usually, where services are performed partly within and partly without this state, the services per-
formed in each state will constitute a separate income-producing activity; in such case the gross receipts for the
performance of services attributable to this state shall be measured by the ratio which the time spent in perform-
ing the sueh services in this state bears to the total time spent in performing such services everywhere. Time
spent in performing services includes the amount of time expended in the performance of a contract or other obli-
gation which gives rise to such gross receipts. Personal service not directly connected with the performance of
the contract or other obligation, as for example time expended in negotiating the contract, is excluded from the
computations.

Example 1. Taxpayer, a road show, gave theatrical performances at various locations in State X and in this state
during the tax period. All gross receipts from performances given in this state are attributed to this state.
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Example 2: The taxpayer, a public opinion survey corporation, conducted a poll by means of its employees in
State X and in this state for the sum of $9,000. The project required 600 man-hours to obtain the basic data and
prepare the survey report. The taxpayer expended 200 of the 600 man-hours in this state. The receipts attribut-
able to this state are $3,000 [(200 + 600) x $9000].

R15-2D-807. Consistency in Reporting
A. Ceonsisteney-and-unifermity-Hreporting:

+ Year-to-yeareonsisteney- In filing returns with this state, if the taxpayer departs from or modifies the basis for
excluding or including gross receipts in the sales factor used in returns for prior years, the taxpayer shall disclose in
the return for the current year the nature and extent of the modification.

B.2- State-to-state-unifermity- If the returns or reports filed by the taxpayer with all states to which the taxpayer reports under
the Uniform Division of Income for Tax Purposes Act are not uniform in the inclusion or exclusion of gross receipts, the
taxpayer shall disclose Hitsreturate-thisstate the nature and extent of the variance upon request by the Department.

ARTICLE 9. DEPARTURE FROM STANDARD APPORTIONMENT AND ALLOCATION PROVISIONS

B- A.R.S. § 43-1148 Fhis-Section permits a departure from the allocation and apportionment provisions only in limited and
specific cases. A.R.S. § 43-1148 # may be invoked only in specific cases where unusual fact situations produce incongru-
ous results under the apportionment and allocation provisions contained in A.R.S. Title 43, Chapter 11, Article 4.

B. If the departure from the allocation and apportionment provisions referred to in subsection (A) includes a change in the
number of factors, the denominator of the apportionment ratio shall be adjusted to reflect the change.

Example 1: If two equally weighted factors are used, the denominator is two.
Example 2: If two factors are used and one of the factors is double weighted, the denominator is three.

R15-2D-902. Special Provisionsfor the Property Factor
Speciarules—property-faetor: The following special provisions rdtes are established in respect to the property factor of the
apportionment formula:

1. If the subrents taken into account in determining the net annual renta rate under R15-2D-605 produce a negative or
clearly inaccurate value for any item of property, another method which will properly reflect the value of rented prop-
erty may be required by the Department or requested by the taxpayer.

In no case, however, shall such value be less than an amount which bears the same ratio to the annual rental rate paid
by the taxpayer for such property asthe fair market value of that portion of the property used by the taxpayer bearsto
the total fair market value of the rented property.

Example: The taxpayer rents a 10-story building at an annual rental rate of $1,000,000. Taxpayer occupies 2 stories
and sublets 8 stories for $1,000,000 ayear. The net annual rental rate of the taxpayer shall not be less than 2/10ths of
the taxpayer’s annual rental rate for the entire year, or $200,000.

2. If property owned by othersis used by the taxpayer at no charge or rented by the taxpayer for a nominal rate, the net
annual rental rate for such property shall be determined on the basis of a reasonable market rental rate for such prop-
erty.

R15-2D-903. Special Provisionsfor the Sales Factor
Spectalrules—salesfacter- The following special provisions rutes are established in respect to the sales factor of the apportion-
ment formula
1. Where substantial amounts of gross receipts arise from an incidental or occasional sale of a fixed asset used in the
regular course of the taxpayer’s trade or business, such gross receipts shall be excluded from the sales factor. For
example, gross receipts from the sale of afactory or plant will be excluded.
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2. Insubstantial amounts of gross receipts arising from incidental or occasiona transactions or activities may be
excluded from the sales factor unless such exclusion would materially affect the amount of income apportioned to
this state. For example, the taxpayer ordinarily may include or exclude from the sales factor gross receipts from such
transactions as the sale of office furniture, business automobiles, or other similar items ete.

3.  Where the income-producing activity in respect to business income from intangible personal property can be readily

identified, such incomeisincluded in the denominator of the sales factor and, if the income-producing activity occurs
in this state, in the numerator of the sales factor as well. For example, usually the income-producing activity can be
readily identified in respect to interest income received on deferred payments on sales of tangible property and
income from the sale, licensing or other use of intangible persona property.
Where business income from intangible property cannot readily be attributed to any particular income-producing
activity of the taxpayer, such income cannot be assigned to the numerator of the sales factor for any state and shall be
excluded from the denominator of the sales factor. For example, where business income in the form of dividends
received on stock, royalties received on patents or copyrights, or interest received on bonds, debentures or govern-
ment securities results from the mere holding of the intangible persona property by the taxpayer, the sueh dividends
and interest shall be excluded from the denominator of the sales factor.

4. Items of income that whieh are not subject to taxation by A.R.S. Title 43 or judicia decision shall be excluded from
the sales factor. Examples of such itemsinclude controlled corporation dividends, gross-up dividends, Subpart F div-
idends and interest from federal obligations.
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	B. Property used in connection with the production of nonbusiness non-business income shall be ex...
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