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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of )
DOUGLAS Al RCRAFT COVPANY, I NC. )

Appear ances:
For Appel | ant: Robert Hunter, Attorney at Law

For Respondent: Burl D. Lack, Chief Counsel;
Mark Scholtz, Associ ate Tax
Counsel

OP1 NI ON

This appeal is made pursuant to Section 26077 of
t he Revenue and Taxation Code, formerly Section 27 of
the Bank and Corporation Franchise Tax Act) from the
action of the Franchise Tax Comm ssioner (now succeed-
ed by the Franchise Tax Board) in denying the clains
of Douglas Aircraft Conpany, Inc., for refunds of tax
in the amounts of $190,994.48, $394,533.09,
$305,687.25 -and $202,728,35 for the income years ended
Novenber 30, 1942, 1943, 1944, and 1945, respectively.

~ Appellant is a Delaware corporation with its
Prlnplpal pl ace of business in Santa Mnica, Cali-

ornia, During the years in question it was primarily
engaged in the production of mlitary aircraft for the
United States Covernnment under cost-plus-a-fixed-fee
contracts. It operated three manufacturing plants
without this State which were constructed and owned by
the United States Government and three manufacturing
plants and a "modification center” W thin California.
O the California property, the Government owned the
modi fication center, one of the Plants and portions of
the other two. Those portions of the California plants
not owned by the Governnent were owned by Appellant.
Its central managenent and engineering divisions were
| ocated in California. No rent was paid for the use of
the Government-owned facilities and all expenses incur-
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red by Appellant in maintenance, alteratipn,, or re-
pair of the plants were reinbursed to it by the
Gover nnent ,

Under the cost-plus-a-fixed-fee contracts Ap-
pel l ant purchased materials, hired |abor and generally
Incurred costs which were necessary for performance,
such expenses being reinbursed to Appellant on a direct
cost basis. As consideration for such perfornance the
Government paid to Appellant a fee which was negoti at ed
and fixed for each contract. Although the contract did
not recite the location at which it was to be perform

ed, the place of performance of each contract was
limted by the Governnent's previous direction as to
which nodel s of airplane were to be nmanufactured in
each plant and by specification in each contract of the
pl ant of delivery.

_ During the years in controversy each plant kept
Its own books of account for contracts being perform
ed at that location and fees earned were credited to
the plant which produced the item upon which the fee
was paid,

Appel I ant, acting under Section 10 of the Bank
and Corporation Franchise Tax Act, allocated a portion
of its incone to California by use of a three-factor
fornula consisting of sales, payroll and property; It
included in the proEer%£ factor all property used
thereby including the Governnent-owned property.
Respondent re-allocated the incone, using the same
formula but imting the property factor to property
owned by Appell ant.

Appel I ant contends that the use of property rather
than its ownership is the inportant elenent in the
production of income and that the exclusion of the
Povernnﬁnt-omned property from the formula, according-

y, resulted in a distortion of the income attributable
to California. As an alternative to inclusion of the
CGovernment - owned proporty, it suggests that property
be omtted as a factor in the allocation fornula.

~In attacking the Commissioner's formul a Appel | ant
relies in part on seParate accounting and in part on
several alternative fornulae. |nasnmuch as the alterna-
tive formulae either include all of the property used
or omt property entirely as a factor, such fornul ae
give no consideration to invested capital as a source
of incone.
_ Separate accounting was reﬂected_as a neans of
I npeaching a formula used for allocating incone of a
unitary business in Edison California Stores v,
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MeCouignnh,30 Cal. 2d 472. Simlarly, conputations
which exclude invested capital as a source of in-
cone do not, in our opinion, rreetB t?e b%rden

| nposed gfon t he taxpayer under Butler Bros. v,
McCoh@iﬁ}, 15 U S 501; Edison Cattformra—Stores
V. McColgan, supra;«s, and JONN, Deere P ow Co., v,
Franchise Tax Boar&ﬁ%ﬁ_, aro2 U—establ | sh-
I Ng Dy Clear and cogent evidence that extra-
territorial values have been taxed. vég we said in
our Opinion in Appeal Oof 4rt Rattan Wrks, dated
August 24, 1944 T W T We SuStaimed the ac%lon
of the Franchise Tax Conmm ssioner in excludlnﬁ
rented property fromthe property factor of the
allocation fornula there invol ved:

O

" .While 'Section 10 is silent as to

the necessity of ownership of the prop-
erty to be included, we believe that

the theory involved in the use of the
PrOPerty factor, together with other
actors, requires, at Igast in the
absence of sone extraordinary factua
situation, that only property owned

by the taxpayer is consideréd. Prop-
erty is employed in the allocation
conputation because it is considered to
be a factor in the production of.incume,
the income of a business being attribut-
able in part to the ownership of prop-

erty.

"Capital is invested in property in the
expectation of a return thereon. that is
in the expectation that incone ;11 have'
Its source in or will be derlvedv%ron1¥ﬁe
ownershi p and use of the property.

"In the case of rented property, however,
there has been no investnent of capita
In property from which income may be de-
rived,"

The rule thus applied is in accord with the
general practice of the:various states-employing
?Ii?cathon fggyu#ae and, in particular, w'th that

orlrowed In rrornia, ee Altman and K inot

"Lllocation Of Income-in State Tglggtion," elefg.d.ng °
edi tion, pp. 111, 134 138 Ve are of the opinion
that it is equally applicable in this e, eyen
t hough we are not” here concerned Wi t rented Prop-

erty, since non-ownership of property or lack of
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capital invested is the pivot on which the rule
turns. W believe, accordingly, that the Comm s-
sioner did not act inproperlyin excluding the
Gover nnent - owned property from his forml a.

ORDER

Pursuant to the views expressed in the Opinion
of the Board on file in this proceeding, and good
cause appearing therefor,

XT 1S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to Section 26077 of the Revenue and Tax-
ation Code, that the action of the Franchise Tax
Comm ssi oner (now succeeded by the Franchise Tax
Board), In denying the clainms of Douglas Aircraft
Company, !nc.., for refunds of tax in the anpunts
of $190, 29448, $394 533.09, %RN5 ,687.25 and
$202,722.35 for ' the income years ended Novenber
30, 1942, 1943, 1944, and 1945, respectively, be
and the same IS hereby sustained.

Done at Sacramento, California, this 18 day
oft.Decen‘oer, 1952, Dby the State Board of Equali-
zation.

Wn G _Bonelli , Chai rman
J. H_Quinn , Menber
G0. R Reilly , Menber
,  Menber
,  Menber
ATTEST: F. S. Whrhaftig , éagégg?ary
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