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California and Illinois Courts Set Limits on Taxpayers Regarding 
Inclusion of Gains from Short-Term Securities Investments in 
Their Sales Factors

Introduction
One of the more contentious issues in many state 
income tax audits is the question of whether a non-
domiciliary corporation should be able to include 
the gross receipts—or just the net gains—from its 
short-term investments in securities in the denomina-
tor of the sales factor that the corporation utilizes to 
apportion business income within and without the 
taxing state.  The treasury departments of large cor-
porations often invest excess cash in marketable debt 
or equity securities that the corporation may hold for 
less than a month so that this capital will be available 
for use in the corporation’s business operations, as 
needed.  Because these short-term investments turn 
over so often in the tax year, they can generate an 
enormous amount of gross receipts compared with 
the sales revenue that the corporation earns from its 
core business operations.

Based on a plain reading of the apportionment 
statutes, many corporations include the gross 
receipts from their short-term securities invest-
ments in the denominator of the sales factor.  This 
reporting position can be quite benefi cial to the 
corporation because it will signifi cantly reduce 
the sales factor—and the amount of taxable in-
come—that the corporation reports on the tax 
returns that it fi les with the states where it does not 
conduct its investment activities.  State tax auditors 
who review those tax returns often will attempt to 
mitigate the dilution of the corporation’s sales fac-
tor by limiting the corporation to including only the 
net gains from its short-term securities investments 
in the sales factor.
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Over the past 20 years, two lines of cases have de-
veloped on this issue.  The fi rst line of cases has held 
that taxpayers are entitled under the literal wording of 
the sales factor statute to include gross receipts from 
their short-term securities investments in the sales 
factor even if it results in a signifi cant reduction of 
the sales factor.1  The other line of cases has allowed 
the state tax administrator to limit the corporation to 
including net gains from short-term securities invest-
ments in the sales factor in order to avoid distortion 
of the sales factor.2

Because the courts have been evenly divided on 
this issue, the state tax community has been keenly 
watching two California Supreme Court cases to see 
how that infl uential court would decide the issue.  
The California Supreme Court has now weighed in 
on the issue in the Microsoft3 and General Motors4 
decisions discussed be-
low.  In these two cases, 
the California Supreme 
Court held that while the 
wording of the Califor-
nia sales factor statute 
would allow Microsoft 
and General Motors to 
include the gross receipts 
from short-term securi-
ties investments held to 
redemption in their sales factors, the California 
Franchise Tax Board (FTB) could limit the compa-
nies to including net gains in the sales factor under 
the “alternative relief” provision of the California 
franchise tax statutes if the FTB could show that 
the companies were distorting their sales factors.  
The California Supreme Court found the requisite 
distortion in the Microsoft case and remanded the 
General Motors case to give the FTB the opportunity 
to present its distortion argument.

The Illinois Appellate Court recently reached a simi-
lar conclusion in the Mead5 case discussed below.  
Although not as thoroughly reasoned as the Microsoft 
decision, the Mead decision will lend additional sup-
port to state auditors who object to nondomiciliary 
corporations including gross receipts from short-term 
securities investments in their sales factors.

The Microsoft Case
Microsoft Corporation is an international computer 
software company headquartered in the State of 
Washington.6  In order to earn additional income, 

Microsoft’s treasury department in Washington State 
invested the company’s excess cash in various short-
term marketable securities, including commercial 
paper, corporate bonds, United States Treasury bills 
and notes, discount notes, United States money 
market preferred securities, United Kingdom money 
market preferred securities, fixed rate auction 
preferred securities, fl oating rate notes, loan par-
ticipations, municipal bonds and loan repurchase 
agreements.7  Microsoft generally held these securi-
ties to maturity, which, in the case of approximately 
80 percent of these securities investments, meant a 
period of 30 days or less.8

In the 1991 tax year at issue in the case, Mi-
crosoft earned $10.7 million of income and 
generated $5.7 billion of revenue—or a 0.2 percent 
margin—from its short-term securities transac-

tions.9  In comparison, 
Microsoft’s sales of soft-
ware products generated 
$659 million of income 
and gross receipts of $2.1 
billion, for a margin of 
roughly 31 percent.10  In 
overall percentage terms, 
the short-term securities 
investments produced 
less than 2 percent of 

Microsoft’s income, but as much as 73 percent of 
its gross receipts.11

Microsoft fi led an amended 1991 California fran-
chise tax return that included the entire $5.7 billion 
of gross receipts from its sales and redemptions of 
marketable securities in the denominator of its Cali-
fornia sales factor.12  Microsoft did not include any 
portion of the $5.7 billion of short-term investment 
receipts in the numerator of the California sales 
factor because these investment receipts had been 
generated in Washington State, where Microsoft’s 
treasury function was located.  Including the gross 
receipts in the denominator of the sales factor 
reduced Microsoft’s 1991 California sales factor 
from approximately 11 percent to 3 percent and 
cut Microsoft’s California franchise tax liability 
nearly in half.13

When the California FTB audited Microsoft’s 1991 
amended tax return, the auditor agreed with Micro-
soft’s inclusion of the gross receipts from its sales of 
securities in the denominator of the California sales 
factor.  The auditor took the position, however, that 
in situations in which Microsoft had held a secu-
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rity to maturity, Microsoft could only include the 
net gain from the short-term securities redemption 
(i.e., the difference between the redemption price 
and the purchase price) in the denominator of the 
California sales factor.  The auditor viewed the ex-
cluded portion of the gross receipts as the return of 
capital on Microsoft’s securities redemptions.14  The 
FTB assessed more than $1 million of California 
franchise tax and interest against Microsoft, largely 
as a result of increasing the company’s sales factor 
back to 11 percent.

Microsoft exhausted its administrative remedies 
and then fi led a refund suit to recover its payment 
of the California franchise tax assessment.  After a 
bench trial, the California Superior Court for the 
City and County of San Francisco entered judg-
ment in Microsoft’s favor, holding that the entire 
amount of receipts that Microsoft had received 
from redeeming securities at maturity was includ-
ible in the California sales factor and that the FTB 
had not demonstrated that distortion of the sales 
factor would result if Microsoft were permitted to 
include more than the net gain from its securities 
redemptions in the sales factor.15

The California Court of Appeals reversed the 
trial court’s decision, however, concluding that 
Microsoft’s inclusion of the gross receipts from 
its securities redemptions in the denominator of 
its California sales factor had seriously diluted 
the sales factor.  Based on this factual fi nding, the 
Court of Appeals allowed the FTB to invoke the 
“alternative relief” provision of Section 25137 of 
the California franchise tax statutes16 to exclude 
the return of capital portion of Microsoft’s invest-
ment receipts from its sales factor.17  The California 
Supreme Court agreed to review the Court of Ap-
peals decision.

The California Supreme Court turned fi rst to the 
question of what the California sales factor statute 
itself provides as the measure of the securities re-
demption proceeds to be included in the sales factor.  
Under the California franchise tax statutes, the sales 
factor is a ratio of the taxpayer’s “sales” in a given 
state to its total sales everywhere.18  The term “sales” 
is then defi ned in the California franchise tax stat-
utes to mean “all gross receipts of the taxpayer not 
allocated [as nonbusiness income] under Sections 
25123 through 25127 of this code.”19  Unfortunately 
the critical term “gross receipts” is not defi ned ei-
ther in the California franchise tax statutes or in the 
Uniform Division of Income for Tax Purposes Act 

(“UDITPA”)20 on which the California franchise tax 
statutes are based.

The California Supreme Court agreed, however, 
with Microsoft’s argument that “the meaning of ‘gross 
receipts’ in the UDITPA more naturally includes the 
entire redemption prices of marketable securities.  
‘Gross’ implies the whole amount received, not 
just the amount received in excess of the purchase 
price.  To only consider the net price difference as 
‘gross receipts’ is an awkward fi t with the statutory 
language, at best.”21

The California Supreme Court rejected the FTB’s 
argument that notwithstanding the generally ac-
cepted meaning of “gross receipts,” the California 
franchise tax meaning of the term should only 
include amounts that the taxpayer received as con-
sideration for an income-producing transaction.  
The FTB contended that amounts that Microsoft 
had received as a return of principal or capital on 
its securities investments were not consideration 
received for making the investment.  However, the 
California Supreme Court considered the example of 
a 28-day Treasury bill transaction in which the inves-
tor exchanges $9,900 now for the right to receive a 
$10,000 payment from the federal government in 
28 days and concluded that:

The Federal Reserve’s consideration is the entire 
amount it receives now; the investor’s consider-
ation is the entire larger, but deferred, amount 
it receives upon redemption.  The transaction 
occurs because the Federal Reserve views the 
money it receives now as more valuable than 
the money it must pay later, while the investor 
views the money it will receive later as more 
valuable than the money it has now.  The dif-
ference between the purchase and redemption 
price is a measure of either gross income or net 
receipts, not a measure of consideration.  (Cf. 
Gray v. Franchise Tax Board (1991), 235 Cal. 
App. 3d 36, 42 [286 Cal. Rptr. 453] (gross in-
come is ‘the excess of the sales price over the 
cost of goods sold’); MCA, Inc. v. Franchise Tax 
Board (1981), 115 Cal. App. 3d 185, 197-198 
[171 Cal. Rptr. 242] (gross receipts differs from 
gross income in that the latter subtracts the cost 
of goods sold).)22

The California Supreme Court determined that the 
legislative history of UDITPA supported a broad 
measure of the term “gross receipts.”  An early draft 
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of UDITPA had defi ned the term “sales” as “all in-
come of the taxpayer” not otherwise allocated, but 
this “sales” defi nition was later revised to read “all 
gross receipts of the taxpayer” not otherwise allo-
cated.23  The California Supreme Court concluded 
that the drafters of UDITPA had intentionally defi ned 
the term “sales” in terms of “gross receipts” instead 
of “income,” with the result that “the drafters had in 
mind a defi nition of ‘sales’ that encompassed more 
than just gross income.”24

The California Supreme Court drew additional 
support for its statutory construction of the term 
“gross receipts” from decisions of the California 
State Board of Equalization (SBE), the administra-
tive tribunal that decides California franchise tax 
cases.  In Appeal of Pacifi c Telephone & Telegraph,25 
the taxpayer’s treasury department had invested 
idle cash in short-term securities such as Treasury 
bills, certifi cates of deposit, and commercial pa-
per.  Pacifi c Telephone and Telegraph held most 
of these investments to maturity, just as Microsoft 
had done.  The California Supreme Court noted 
that the SBE had held that “the gross receipts from 
these activities come within the literal defi nition 
of ‘sales’ that are includible in the sales factor, and 
allowed Pacifi c Telephone and Telegraph to include 
all of the gross receipts in the determination of its 
California sales factor.”26

The California Supreme Court also rejected the 
FTB’s reliance on certain court decisions in other 
states that had limited the term “gross receipts” to net 
gains from short-term securities investments.  In fact, 
one line of these out-of-state cases had interpreted 
“gross receipts” the same way that the California 
Supreme Court was doing in its Microsoft decision.27  
The other line of out-of-state cases had found that 
interpreting the term “gross receipts” to include the 
gross receipts from short-term securities investments 
would produce “absurd results.”28  However, the 
California Supreme Court observed that:

There are two problems with these ‘absurd 
results’ cases.  First, they do violence to the 
language of the statutes they interpret.  In each 
case, the same language governs both sales of 
off-the-shelf products and sales of securities.  
AT&T and its progeny offer no explanation why 
in one instance that language should require 
inclusion of gross proceeds and in the other 
require inclusion of only net proceeds.  Sec-
ond, they overlook the fact no absurd result is 

required.  As the Tennessee Court of Appeals 
has explained: ‘With deference to sister jurisdic-
tions, this court is reluctant to apply the same 
‘absurd result standard.’  An absurd result is 
not necessary for, in spite of the plain language 
of [the sales factor statute], the commissioner 
may opt for a different scheme of assessment 
whenever the resulting apportionment does not 
fairly represent the taxpayer’s business in this 
state.’  Sherwin-Williams Co. v. Johnson, supra, 
989 S.W.2d at p. 715.  The UDITPA contains an 
equitable relief provision so that, in cases where 
application of the statutory sales defi nition re-
sults in excessive distortion, an ‘absurd result’ 
may be avoided.  (See §25137.)29

For all of these reasons, the California Supreme Court 
concluded, as an initial matter, that the meaning of 
the term “gross receipts” in the California and UDIT-
PA sales factor statutes included the entire amount of 
proceeds that Microsoft had received from redemp-
tions of short-term securities at maturity.

However, the Supreme Court then went on to ex-
plain that “[o]ur conclusion that the full redemption 
price constitutes gross receipts does not end matters.  
The UDITPA includes a relief provision for dealing 
with any unreasonable calculations rote application 
of the three-factor formula may yield.”30  The Supreme 
Court was referring to Section 25137, the “alterna-
tive relief” provision of the California franchise tax 
statutes, which provides:

If the allocation and apportionment provisions of 
this act do not fairly represent the extent of the 
taxpayer’s business activity in this state, the tax-
payer may petition for or the Franchise Tax Board 
may require, in respect of all or any part of the 
taxpayer’s business activity, if reasonable:

(a) Separate accounting;
(b) The exclusion of any one or more of the 

factors;
(c) The inclusion of one or more additional fac-

tors which will fairly represent the taxpayer’s 
business activity in this state; or

(d) The employment of any other method to 
effectuate an equitable allocation or ap-
portionment of the taxpayer’s income.31

As the party seeking alternative relief under Section 
25137, the FTB bore the burden to demonstrate, by 
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clear and convincing evidence, that apportioning 
Microsoft’s business income with a sales factor that 
included the gross receipts (instead of the net gain) 
from Microsoft’s redemptions of short-term securities 
investments would “not fairly represent the extent 
of the taxpayer’s business activity [in California].”32  
The California Supreme Court rejected Microsoft’s 
contention, based on certain language in the United 
States Supreme Court’s Container Corporation deci-
sion,33 that the FTB needed to show that “the income 
attributed to [California] is in fact ‘out of all appropri-
ate proportions to the business transacted . . . in that 
State,’ or has ‘led to a grossly distorted result.”34  The 
California Supreme Court explained that Microsoft 
was attempting to hold the state to the constitutional 
standard that a taxpayer must meet to persuade a 
court to strike down a tax under the Due Process 
Clause or Commerce Clause of the United States Con-
stitution.  The California Supreme Court determined 
that the FTB only needed 
to meet the statutory stan-
dard described in Section 
25137 in order to utilize 
an alternative method for 
computing Microsoft’s 
sales factor.

Having decided the bur-
den of proof that the FTB 
was required to meet, the 
California Supreme Court 
determined that apportioning Microsoft’s business 
income with a sales factor diluted by the gross 
receipts from the company’s short-term securities 
investments would indeed distort the computation 
of Microsoft’s California taxable income by reduc-
ing income attributable to California by more than 
50 percent.  In determining whether Section 25137 
could be applied in the treasury operations context, 
the California Supreme Court discussed the Califor-
nia SBE’s decision in Appeal of Pacifi c Telephone & 
Telegraph,35 in which:

 [A]s here, the taxpayer corporate group main-
tained an out-of-state treasury department 
that invested in short-term securities.  These 
investments produced less than 2 percent of the 
company’s business income, but 36 percent of 
its gross receipts.  The SBE described the sales 
factor as intended to ‘refl ect the markets for 
the taxpayer’s goods and services’ and asked 
whether inclusion of all investment receipts 

would serve that function.  Id. at p. 14,907-43.  
It answered in the negative: ‘The inclusion of 
this enormous volume of investment receipts 
substantially overloads the sales factor in favor 
of New York, and thereby inadequately refl ects 
the contributions made in all other states, in-
cluding California, which supply the markets 
for the . . . services provided by [taxpayer].  
Moreover, we are unable to accept, even 
for a moment, the notion that more than 11 
percent of [taxpayer’s] entire unitary business 
activities should be attributed to any single 
state solely because it is the center of working 
capital investment activities that are clearly 
only an incidental part of one of America’s 
largest, and most widespread, businesses.  We 
conclude, therefore, that UDITPA’s normal 
provisions “do not fairly represent the extent 
of the taxpayer’s business activity in this state,” 

and that [the Board] is 
authorized, under Sec-
tion 25137, to require 
a deviation from the 
normal rules.36

The California Supreme 
Court found that the facts 
of the Microsoft case 
presented even greater 
distortion than the Pacifi c 

Telephone case did because Microsoft’s short-term 
securities investments were producing less than 
two percent of the company’s overall income, but 
73 percent of its gross receipts.37  Moreover, the 
inclusion of the gross receipts from Microsoft’s 
short-term securities investment activity in the 
numerator and denominator of the Washington 
State sales factor would result in 24 percent of 
Microsoft’s business income being apportioned to 
Washington State solely as a result of Microsoft’s 
corporate treasury department being located in 
that state.  This distortion was produced, in the 
California Supreme Court’s view, by the signifi cant 
difference in the profi t margins of Microsoft’s in-
vestment function and its core business of selling 
computer software products:

When a short-term marketable security is sold 
or redeemed, the margin will often be, in 
absolute terms, quite small (though of course 
the annualized returns may well be perfectly 

The California Supreme Court 
cautioned, however, that it was not 

giving the FTB a free hand 
to limit taxpayers’ sales factors 

to net gains from short-term 
securities investments.



24

respectable).  Microsoft’s treasury activities 
provide a perfect illustration.  Its 1991 redemp-
tions totaled $5.7 billion, while its income from 
those investments totaled only $10.7 million—a 
less than 0.2 percent margin.  In contrast, its 
nontreasury activities produced income of 
$659 million and gross receipts of $2.1 billion, 
for a margin of more than 31 percent, roughly 
170 times greater.38

Of course, disparities between the profi t margins of 
a taxpayer’s different lines of business arise in count-
less numbers of unitary business cases, yet the courts 
have allowed states (and taxpayers) to apportion the 
combined business income of the unitary group with 
the group’s apportionment fraction.  However, the 
California Supreme Court clearly was more troubled 
by a corporate treasury department contributing to the 
disparity in the profi t margins and gross receipts of 
the business segments involved in the apportionment 
computation and determined that Section 25137 
could be applied.

Relying on the more-than-50-percent reduction 
in income attributable to California resulting from 
inclusion of Microsoft’s gross receipts from treasury 
operations, the California Supreme Court held that 
the “stipulated evidence establishes that mixing the 
gross receipts from Microsoft’s short-term investments 
with the gross receipts from its other business activity 
seriously distorts the standard formula’s attribution 
of income to each state . . . .  The distortion that the 
Board has shown here is of both a type and size 
properly addressed through invocation of Section 
25137.”39  The California Supreme Court cautioned, 
however, that it was not giving the FTB a free hand 
to limit taxpayers’ sales factors to net gains from 
short-term securities investments.  This is a facts and 
circumstances issue and:

in other cases the Board’s approach may go too 
far in the opposite direction and fail the test of 
reasonableness.  By mixing net receipts for a par-
ticular set of out-of-state transactions with gross 
receipts for all other transactions, it minimizes 
the contribution of those out-of-state transactions 
to the taxpayer’s income and exaggerates the 
resulting California tax.  If, unlike here, treasury 
operations provide a substantial portion of a 
taxpayer’s income, this exaggeration may result 
in an apportionment that does not fairly represent 
California business activity.40

The General Motors Case

On the same day that the California Supreme Court 
decided the Microsoft case, the court dealt with 
similar apportionment factor issues in the companion 
case of General Motors Corp. v. Franchise Tax Board.41  
General Motors’ treasury department in New York 
invested the company’s idle cash in short-term mar-
ketable securities.42  The General Motors investments 
included U.S. Treasury bonds, notes and bills, and 
bank certifi cates of deposit, which typically turned 
over every 3.25 days.43  During the 1986-1988 audit 
period, the gross proceeds from the treasury depart-
ment’s short-term securities investments amounted to 
almost $1 trillion, producing $550 million of General 
Motors’ total $7 billion of net income for those three 
tax years.44  General Motors derived about 90 percent 
of its short-term investment proceeds from repurchase 
agreements, commonly referred to as “repos.”45

Repo transactions are fi nancing arrangements in 
which one party provides funds to another party for 
a short period of time, using marketable securities as 
collateral.  The repurchase agreement describes two 
interrelated transactions.  First, the seller-borrower 
agrees to transfer securities shares to the buyer-lender 
in exchange for an amount of cash.  Shortly thereaf-
ter, or upon demand, the seller-borrower agrees to 
repurchase the securities from the buyer-lender at the 
original price plus an agreed amount of “interest.”46  
General Motors principally engaged in “reverse 
repos,” which means that it was the party that pro-
vided the cash in the transaction and agreed to sell 
the securities back to the seller-borrower on the date 
specifi ed in the repurchase agreement.47

As in Microsoft, the California Supreme Court 
had to determine what portion of the proceeds that 
General Motors received from its repo transactions 
was includible in the denominator of General Mo-
tors’ California sales factor.  General Motors and the 
FTB agreed that in a transaction involving an actual 
sale of a marketable security, the entire sales price 
would constitute the “gross receipts” that belonged 
in the sales factor.  The parties also agreed that in a 
loan transaction, only the interest proceeds would 
be treated as “gross receipts” that were includible 
in the sales factor (i.e., the lender’s recovery of the 
capital it had loaned to the borrower was not a gross 
receipt).48  The question was where repo transactions 
fi t within these parameters.

The FTB contended that General Motors’ repo 
transactions were really secured loans, citing the 
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United States Supreme Court’s statement in Nebraska 
Department of Revenue v. Loewenstein49 that “in 
economic reality, the [buyer-lenders] receive inter-
est on cash they have lent to the Seller-Borrowers.”50  
The U.S. Supreme Court concluded in Loewenstein 
that because this interest was paid by the seller-
borrower rather than the federal government, the 
interest was not exempt from the Nebraska income 
tax.  Several months after the Loewenstein case was 
decided, the California Supreme Court reached the 
same conclusion in Bewley v. Franchise Tax Board,51 
characterizing repos as secured loans for California 
personal income tax purposes.

General Motors argued, on the other hand, that its 
repo transactions involved sales of securities, with 
title passing, fi rst, from the lender-borrower to Gen-
eral Motors, and then back to the lender-borrower 
on the date specifi ed in the repurchase agreement.  
General Motors cited a number of federal cases that 
had characterized a repo as a purchase and sale of 
a security, although it does not appear any of these 
were tax cases.52

The California Supreme Court observed that there 
was some merit to both parties’ arguments:

In some circumstances, [a repo transaction] is 
properly characterized as a secured loan; in oth-
ers circumstances, it is properly characterized as 
a purchase and sale of a security.  Which charac-
terization fi ts depends mainly on context; those 
features of a repo salient in its characterization for 
bankruptcy purposes, or securities law purposes, 
or UCC purposes, or even federal tax purposes, 
are not necessarily the features that will be most 
salient in characterizing it under UDITPA.53

The California Supreme Court concluded that in a 
true sale of securities, the amount of money that the 
taxpayer pays for the securities and receives from the 
redemption of the securities would depend on the 
changing value of the securities.  From this perspec-
tive, the Supreme Court concluded that:

 [F]or gross receipts purposes, a repo has the 
characteristics of a loan, not a sale of a commod-
ity.  In a repo, the amount paid depends not on 
the value of the surrendered security, but on the 
amount of money the repo buyer paid the repo 
seller in the front end of the transaction . . . .  This 
means, in a repo, the seller is ‘buying’ cash (i.e., 
receiving a loan), while in a sale or redemption, 

the buyer/issuer is paying for a commodity.  Thus, 
a repo is properly characterized as a secured loan 
for gross receipts purposes.54

Having found that General Motors’ repo transactions 
had the characteristics, for California tax purposes 
anyway, of a secured loan, the California Supreme 
Court held that only the interest that General Mo-
tors received from the repo sellers-borrowers was a 
gross receipt includible in General Motors’ California 
sales factor.55  Therefore, the FTB auditor had cor-
rectly handled the repos in the franchise tax audit of 
General Motors.

However, citing the Microsoft case, the California 
Supreme Court reversed the Court of Appeals’ de-
termination that only the net proceeds that General 
Motors received from securities held to redemption 
were includible in General Motors’ sales factor.  The 
California Supreme Court remanded this issue to the 
trial court to allow the FTB to present its argument 
that including the gross receipts from securities re-
demption transactions in General Motors’ sales factor 
would distort the apportionment of its income within 
and without California.56

The Mead Corp. Case
In Mead Corp. v. Illinois Department of Revenue,57 the 
Illinois Appellate Court recently limited the taxpayer 
to including the net gains from its sales of investments 
in the denominator of its Illinois sales factor.  Mead 
Corporation sold the stock of its Mead Data Central, 
Inc., Lexis, Inc. and Nexis, Inc. subsidiaries (collec-
tively, “Lexis/Nexis”) in 1994 for a gain of more than 
$1 billion.58  Mead excluded this $1 billion gain on 
its 1994 Illinois corporate income tax return, taking 
the position that the gain was nonbusiness income 
that was allocable to Ohio where Mead’s commercial 
domicile was located.  Mead further reduced its 1994 
Illinois taxable income by including $4,846,382,229 
of gross receipts from its sales of interest-bearing fi -
nancial instruments in the denominator of its Illinois 
sales factor.  Again, Mead took the position that none 
of this $4.8 billion of gross receipts from the sales of 
fi nancial instruments belonged in the numerator of 
the Illinois sales factor because Mead’s investment 
activities occurred outside Illinois.59

The Illinois Department of Revenue reclassifi ed 
the $1 billion gain from the sale of the stock of the 
Lexis/Nexis subsidiaries as apportionable business 
income.60  The Department also concluded that Mead 
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should only be including the net gain rather than the 
gross receipts from the sales of the fi nancial instru-
ments in its sales factor, citing an Illinois income tax 
regulation providing that “[i]n the case of sales of 
business intangibles . . . gross receipts shall be dis-
regarded and only the net gain (loss) therefrom shall 
be included in the sales factor.”61  As a result of these 
audit adjustments, the Department assessed more 
than $4 million of Illinois income tax and interest 
against Mead for its 1994 tax year.62

The Illinois Appellate Court held that the gain from 
Mead’s sale of the stock of the Lexis/Nexis subsidiar-
ies was subject to formulary apportionment under 
the “operational function test” of the United States 
Supreme Court’s Allied-Signal decision.63  The Illinois 
circuit court had found that Mead had spent consider-
able resources developing the Lexis/Nexis businesses 
since 1968.64  Indeed, Mead had repeatedly converted 
the Lexis/Nexis’ business from a corporate division 
to a corporate subsidiary and back, depending on 
which structure was more benefi cial to Mead.65  Mead 
had also retained tax ben-
efi ts and control over the 
excess cash of the Lexis/
Nexis businesses.  Based 
on these fi ndings, the Ap-
pellate Court upheld the 
circuit court’s conclusion 
that Lexis/Nexis served 
an operational purpose 
within Mead’s business 
operations, thereby allow-
ing Illinois to apportion the gain from Mead’s sale of 
Lexis/Nexis under Illinois’ statutory defi nition of “busi-
ness income,” which incorporates the “operational 
function test” of Allied-Signal.66

As for the sales factor issue, the Appellate Court 
held that although the Illinois Income Tax Act (the 
“IITA”) defi nes “sales” to mean “gross receipts,”67 
this statutory defi nition had been modifi ed by the 
Department’s regulation providing that “[i]n the case 
of sales of business intangibles . . . gross receipts shall 
be disregarded and only the net gain (loss) therefrom 
shall be included in the sales factor.”68  The Appellate 
Court explained that this regulation had the “force 
and effect of law.”  Perhaps more signifi cant to the 
outcome of the issue, however, was the Appellate 
Court’s fi nding that:

The inclusion of the gross receipts from the sale 
of fi nancial instruments in Mead’s sales factor 

denominator would not have resulted in a fair 
representation of its business activity; the gross 
receipts add approximately $4.8 billion to Mead’s 
sales factor denominator when it actually earned 
only about $1.9 million on those investments.  
Accordingly, we believe summary judgment was 
properly granted in favor of the Department on 
this issue.69

Consequently, the Appellate Court held that, even 
if the Department’s regulation did not limit Mead to 
including the net gains from its sales of business in-
tangibles in the sales factor, the Department was still 
authorized to take this position under the “alternative 
relief” provision of Section 304(f) of the IITA.70

Conclusion
There are a number of important points in the Cali-
fornia Supreme Court’s Microsoft and General Motors 
opinions that should not be lost on taxpayers and 

state income tax audi-
tors.  First, the parties and 
the California Supreme 
Court agreed that if tax-
payers sell marketable 
securities—as opposed to 
holding those securities to 
maturity—UDITPA allows 
the taxpayer to include 
the gross receipts from 
these sale transactions in 

the taxpayer’s sales factor.  When corporate treasury 
departments engage in long-term investments in se-
curities, it is likely that the treasury department will 
sell securities from time to time.  Under the holding 
of the Microsoft case, the gross receipts from such 
securities sale transactions would be includible in 
the corporation’s California sales factor as long as the 
state cannot show that distortion of the apportion-
ment computation will result.

Second, it is signifi cant that even in situations where 
short-term securities investments are held to maturity, 
the California Supreme Court correctly determined 
that the UDITPA statutes provide for the inclusion of 
the gross receipts from those investment transactions 
in the denominator of the sales factor.  Companies 
may be able to continue to include the gross receipts 
from their short-term securities transactions in the sales 
factor in California and other states if their short-term 
securities investment activity is not comparable to that 

[T]he Illinois Appellate Court 
recently limited the taxpayer 

to including the net gains 
from its sales of investments 

in the denominator of its 
Illinois sales factor.
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of Microsoft.  After all, Microsoft derived 73 percent of 
its gross receipts, but only two percent of it net income 
from its treasury department function.

The state tax agency bears the burden to prove that 
distortion of the apportionment formula will result if a 
taxpayer is allowed to include gross receipts instead 
of net gains from short-term securities investments 
in the denominator of the sales factor.  The Califor-
nia Supreme Court cautioned in Microsoft that the 
California FTB cannot refl exively limit taxpayers to 
including net gains from short-term securities transac-
tions in the sales factor because that administrative 
position might distort the apportioned computation 
in favor of the state in certain cases.  California FTB 
auditors undoubtedly will pressure taxpayers to agree 
to modify their California sales factors so that they 
only include net gains from short-term securities held 
to maturity, but taxpayers should carefully analyze 
their facts before conceding this issue.

The Illinois Appellate Court did not see any problems 
in the Mead case with how the Illinois Department of 

Revenue had issued a broad regulation providing that 
only net gains from sales of business intangibles are 
includible in the Illinois sales factor.  This regulation is 
arguably contrary to the IITA’s “sales” defi nition, which 
is identical to the UDITPA provision that the California 
Supreme Court interpreted in Microsoft and General 
Motors.  Depending on the facts, companies may be 
able to argue that the application of this “one size fi ts 
all” approach to this apportionment issue in Illinois 
results in over-taxation of multistate taxpayers.

Taxpayers that do have short-term securities invest-
ment activity comparable to Microsoft and Mead are 
going to have to decide whether to amend the sales 
factor in their corporate income tax returns for open 
tax years in California, Illinois and any other states 
that follow the Microsoft and Mead decisions.  This 
will not be an easy decision in California and Illinois 
because both of these states may impose signifi cant 
amounts of penalties and interest if the open tax 
years were eligible for the California and Illinois tax 
amnesty programs.
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