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While each tax return involves an understanding of a unique set of rules, a miscalculation 

on a return will typically only effect that individual filing.  An apportionment error or 

misinterpretation of an apportionment rule can make every state and city tax return 

incorrect. As we approach the beginning of yet another tax season, it is perhaps a perfect 

time to stop and review the basic apportionment concepts.     

APPORTIONMENT
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is the method used by states to divide the income of businesses 

operating in more than one state.  All states that currently impose an 

income tax have varying sets of apportionment rules that have all slowly 

evolved throughout the 1900s and continue to do so today.  In 1957, 

the Uniform Division of Income for Tax Purposes Act (UDITPA) was 

adopted in an attempt to create a set of rules that states could follow in order to fairly apportion and tax the income of 

multistate businesses.  It was not well received by most states, so in 1967 state representatives adopted a second, more 

comprehensive body of laws, called the Multistate Tax Compact (MTC).  The MTC was widely adopted and included the 

entire text of UDITPA. This body of rules forms the basis of how business income is apportioned today. 

UDITPA is based on the unitary business principal, which proposes that each interstate business really functions as one 

(“unitary”) unit of operation.  That principal allows for the division of income of multistate businesses so each jurisdiction 

can fairly and legally tax their portion of income generated by a business’s operations.  

Formulary 
apportionment

The basic (original) UDITPA model for formulary apportionment is shown below with each “factor” receiving equal 

weight in the apportionment calculation. Note that one of the vital contributions both UDITPA and the MTC have 

made is to provide a basic definition of what each numerator and denominator consists of.

payroll Factor equals

PAYROLL WITHIN divided by  PAYROLL EVERYWHERE

property Factor equals

[AVERAGE PROPERTY WITHIN plus (RENT WITHIN multiplied by 8)]

divided by

[AVERAGE PROPERTY EVERYWHERE plus (RENT EVERYWHERE multiplied by 8)]

sales Factor equals

SALES WITHIN divided by SALES EVERYWHERE

sum oF Factors/3 equals

STANDARD APPORTIONMENT RATE 

A new client with no employees located outside of New Jersey was planning to file a single state return again in 2011, 

apportioning 100% to the state.  They were not made aware by their former advisors that beginning in 2011, calendar 

year filers could now apportion out of the state.  As a result, this client was able to reduce their effective tax rate and will 

begin paying substantially less in state income taxes. 

SUCCESS STORY
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THE 

FACTOR

Both UDITPA (Section 1(g)) and the MTC (Regulation IV.15(b)) define sales 

as, “all gross receipts of the taxpayer not allocated.”  The broad reach of this 

wording includes all “business” revenue, such as the sales of tangible personal 

property, services, rental income, royalties, receipts and net gains from sales 

of business assets and certain interest and dividends. Since the income 

generated by business activities is what actually gets apportioned to states, it 

is critical to understand exactly what business receipts consist of and where 

and how they are earned.  Because of the complexity inherent in this process, 

sourcing of sales is the single most important and challenging component of 

any state’s apportionment formula.  

When apportioning sales of tangible personal property (TPP), most states use “gross receipts,” while some states 

“require” that net receipts (gross sales less returns and allowances) be used.  TPP is ordinarily the goods which are 

manufactured and sold or purchased and resold.  These are the items includable in inventory and their sales are 

sourced to the address where the goods are ultimately shipped.  This “destination sourcing” locates the sale to where 

the purchaser, or the purchaser’s agent, takes control of the purchased goods.  Shipping terms (e.g. “FOB point”) are of 

no consequence here.  While tracking an item to its “ultimate destination” can sometimes be complicated, most states 

accept the invoice ship to address as the sourcing location. 

As with the sales of TPP, apportioning revenue from services can also present challenges.  Many states have adopted 

the UDITPA “Cost of Performance” (COP) rules to source service revenue.  This general rule is used by states like 

Arizona, Massachusetts, and Pennsylvania.  It reads as follows:

“Sales, other than sales of tangible personal property, are in this state if:

the income-producing activity is performed in this state; or 

the income-producing activity is performed both in and outside this state and a greater proportion of the 

income-producing activity is performed in this state than in any other state, based on costs of performance.”

 

This rule is only straight forward when, as indicated in part a, the actual service performance takes place in one state.  

When a service provided for a customer  is performed in more than one state, UDITPA takes an all or nothing approach 

by sourcing the revenue to the state where the greatest proportion of direct costs were incurred.  History has shown 

WHAT ARE SALES?  

a.
b.
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that states where the majority of direct costs have not been incurred, often view this outcome as inequitable.  States 

have slowly been moving away from this pure form of COP towards either a performance based approach or a market 

state approach.  

Performance based sourcing seeks to attribute revenue generated from services performed in multiple states to 

individual states, based on some relative measure of costs incurred in each state. An MTC regulation uses “time” to 

apportion sales of services performed in more than one state.  As the regulation reads, it divides sales, “by the ratio 

which the time spent in performing such services in this state bears to the total time spent in performing such services 

everywhere.”  Examples of states that have adopted this method are Florida, North Carolina, Rhode Island and South 

Carolina.  Others, like New Jersey, New York, and Texas have taken a slightly different path. New Jersey allocates the 

sale of a service performed in multiple jurisdictions by, “the costs of performance or amount of time spent…. or some 

other reasonable method.”  A similar New York regulation purports to use “time spent” and “relative values,” while the 

Texas code uses the wording, ”fair value of the services… rendered.” Each of these methods is designed with the goal 

of sourcing service revenue to the multiple locations where performance occurs.  

 

Another solution to UDITPA’s all or nothing method is “market based” apportionment.  This method sources the 

service receipt to the location of the customer, as if TPP was being sold.  In this modern age of advanced technology 

where individuals can work without geographic boundaries, perhaps this approach makes more sense.  Market 

sourcing has an added benefit of making it possible for service vendors to have “nowhere sales.”  For example, when 

the home state is a market state and the customer is located in a performance based state, this inconsistency creates 

a potential opportunity.

Many businesses, regardless of the type of product or service they offer, also have income from activities like rent, 

interest, dividends or sales of property.  When this revenue is considered non business income, it is removed from the 

apportionable income calculation, and “allocated” to the taxpayer’s state of domicile.  When these various types of 

receipts are considered business income however, states source them in a variety of ways.  Rental income and gains 

generated by either real or tangible personal property are sourced to the location of the property.  Royalty revenue 

is either sourced according to UDITPA COP rules, or to the state where the related property (copyrights, trademarks, 

patents, etc.) is used, or to the location of the license holder.  Royalties from intangible property can be difficult to 

match to a particular jurisdiction.  Interest and dividends are often placed in the numerator of a business’s state of 

domicile, or they are removed from the entire apportionment calculation, or are allocated based on state specific 

rules.   

There are many industries that cannot use the “basic” sales apportionment methods outlined above.  Examples are 

companies involved in, publishing, construction, telecommunications, radio and television broadcasting, etc.   Most 

states have incorporated specific rules in their statutes and regulations to address how the companies in these 

industries should apportion.  It is incumbent upon each multistate taxpayer to make sure they understand and 

properly apply these rules.  

BECAUSE OF THE COMPLEXITY INHERENT IN THIS PROCESS, SOURCING OF SALES 

IS THE SINGLE MOST IMPORTANT AND CHALLENGING COMPONENT OF ANY STATE’S 

APPORTIONMENT FORMULA.
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The rent portion of the factor is capitalized by multiplying rent 

expense times 8.  This calculation assigns a value to rented assets 

that can then be appropriately averaged with owned property.  Rent 

equals the amount actually paid, under the terms of a lease.  It may 

include items such as interest or insurance, as long as those items are 

identified in the lease as part of the rent.  Many states (not all) require 

that sublease rental income be deducted from rent expense prior to 

inclusion in the factor. 

the 
property 
Factor

equals

[AVERAGE VALUE OF 

PROPERTY LOCATED IN 

STATE DURING TAX PERIOD]

divided by

[AVERAGE VALUE OF ALL 

PROPERTY DURING TAX 

PERIOD]

the rent portion 

oF the Factor

RENT EXPENSE

multiplied by

EIGHT

The term property typically includes real and tangible personal property 

owned or rented which is used in the production of income that is to 

be apportioned. Not all states rely on the same principals to determine 

the numerator and denominator. For example, some states use property 

valued at original cost, while other states may use book value or 

adjusted tax basis. Most states require an annual average using the 

property value at the beginning and ending of the tax period. 

A common issue with rent apportionment occurs when rent is charged by an affiliate or a 

favored customer.  Often, rent charged by affiliates is below market value, or free.  Customers, 

who a business may have a good relationship with, will also sometimes under charge rent.  

States can and will recalculate rent in instances such as these by assigning new amounts based 

on fair market value.
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Wages are included in a state’s numerator according to the 

following criteria as identified in both UDITPA and the MTC:  

the individuals’ service is performed entirely within the state; or

the individual’s service is performed both within and without the state, but 

the service performed without the state is incidental to the individual’s 

service within the state; or

some of the service is performed in the state and (1) the base of operations 

or, if there is no base of operations, the place from which the service is 

directed or controlled is in the state, or (2) the base of operations or the 

place from which the service is directed or controlled is not in any state in 

which some part of the service is performed, but the individual’s residence 

is in the state.

UDITPA stipulates in section 1(c) that “wages, salaries, commissions and any other 

form of remuneration paid to employees for personal services” are deemed to be 

“compensation.”  Employee compensation related to the production of business 

income is what flows to the numerators and denominators of a payroll factor. 

Many states include only employee compensation in apportionment. Individuals 

are  deemed to be employees for apportionment purposes if they are considered 

employees for payroll tax purposes under the Federal Insurance Contributions 

Act (FICA).  Over half of the states, including New Jersey and Pennsylvania do 

count leased employees in the calculation of the payroll apportionment factor. 

the 
payroll 
Factor

payroll Factir 

equals 

PAYROLL WITHIN 

divided by  PAYROLL 

EVERYWHERE

a.
b.

c.

FOR MORE INFORMATION ON APPORTIONMENT OR ANY TOPICS DISCUSSED, 

PLEASE CONTACT A MEMBER OF THE SALT TEAM GROUP LISTED ON THE BACK. 
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The State And Local Tax Newsletter is published by WithumSmith+Brown, PC, Certified Public Accountants and Consultants. The 
information contained in this publication is for informational purposes and should not be acted upon without professional advice. To 
ensure compliance with U.S. Treasury rules, unless expressly stated otherwise, any U.S. tax advice contained in this communication is 
not intended or written to be used, and cannot be used, by the recipient for the purpose of avoiding penalties that may be imposed 
under the Internal Revenue Code. Please contact a member of our National Tax Service Group with your inquiries. 
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David is a Senior Manager in the Somerville office of WithumSmith+Brown.  David 

has fifteen years of experience in public accounting specializing in tax planning and 

compliance for C-Corporations, S-Corporations and Partnerships.  He concentrates 

his efforts on special projects such as tax law research, tax audit representation and 

working with multi-state clients.  David has industry expertise in manufacturing, 

restaurant services, mortgage banking and with aviation FBO/charter operators. 

David received his Bachelor of Science in Accounting from Roger Williams University and his Masters of Science in 

Taxation from Seton Hall University.  He is a Certified Public Accountant in the state of New Jersey and New York. In 

addition to being a member of the American Institute of Certified Public Accountants and the New Jersey Society of 

Certified Public Accountants, he is the Council President for his church. 
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