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OP1 N| ON

This appeal is made pursuant to Section 25 of the Bank
and Corporation Franchise Tax Act (now Section 25667 of the
. - Revenue and Taxation Code) fromthe action of the Franchise
Tax Conmi ssi oner #now succeeded by the Franchise Tax Board)
on 'the protest of Dohrmann Commercial Conpany to a proposed
assessnent of additional tax in the anount of §6,099,28 for
the income year ended January 31, 1941.

Appel lant is a California corporation with jts principa
place of business in this State, t 1s engaged in the sale
at retail of crockery, glassware, silverware and related house-
hold goods. It owns 70of the stock of the Dorhmann Hot el
Supply Conmpany (hereinafter referred to as Supply Conpany), a
Nevada corporation, which also has its PrlnC|paI pl ace of
business in this State, The business of the latter consists
of selling crockery, glassware, silverware and related
supplies to the hotel and restaurant trade and the designing
and nmanufacturing of hotel and restaurant equipnent. During
the year in question both firms did business within and with-
out the State,

The two coerratlons occupy common executive offices.
The principal officers and sone of the enployees serve both
corporations. Appellant sublets |eased premses to Supply
Conpany at the sane rental paid bK Appel [ ant under its

| eases, Appel | ant does the purchasing for Supply Compan

and transfers merchandise to the latter at cost plus 3%.
The 3% differential has been in effect for nany ¥ear$ and is
aPparent!y intended only to reinburse Appellant for its cost
of handling, Although the facts relating thereto are neager,
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Appeal of Dohrmann Conmmerci al Conpany

It appears that accounting and advertising services are
furnished to Supply Conpang by Appellant wthout charge.
Financing is furniShed to Supply Conpany by way of [|oans
from Appel lant at unspecified rates of interest. During
the year in question Appellant received from Supply Com
pany  dividends in the anount of $63,000,

For the income year ended January 31, 1941, pel | ant
and Supgl Conpany filed separate franchise tax returns in
whi ch 95.752 percent of Appellant's net income and 76.86 per-
cent of Suppl Oonpan&/' s net income were allocated to sources
within this State, Acting under Section 8(h) of the Bank and
Corporation Franchise Tax Act, Appellant deducted from gross
income 76,86 percent of dividends in the amount of $63,000
received from Supply Company, on the basis that the Inconme
from which that proportionate share of the dividends had
been declared had been included in the neasure of the tax
paid to this State by Supply Conpany, The remaining portion
of the dividends was included as income of Appellant wholly
allocable to California.

The Franchise Tax Comm ssioner redetermned the incone
of each corporation from sources within this State on the
basis of a conbined report. lifter elimnati ng I nt er conpany
charggs and the interconpany dividends received by Appellant,
the Comm ssioner conputed the conbined net income subject to
al location to be the sum of $306,101,97. By the use of the
usual three factor fornula of property, r11)ayroll and sal es,
the Comm ssioner allocated 86.85% of Such incone, or the sum
of $265,849.56, to California. The Conm ssioner then appor-
tioned 57,91% of the conbined income from California sources
to Appellant and the remainder to supply Conpany. The Com
m ssioner next determned that &4,542% of the interconpany
di vidends received by el lant were deductible under the
rovisions of Section 8(h), supra, as having been declared
rom income which had been included in the neasure of the
franchise tax, The remainder of the dividends, in the
amount of $9,738,54, was included as income of Appellant
whol |y attributable to California.

Wth other adjustments not material to this a?peal, t he
reconstruction of income by the Conm ssioner resulted in a
determnation that Supply Conpany had overpaid its tax in
the amount of 5,273.83 and that Appellant had underassessed
its tax in the amount of $6,099,.28, The Franchise Tax Board
now concedes, however, that 86,85%, rather than 84,542%, of
the dividends received by Appellant” should have been deducted
from income under Section &(h),

pel | ant does not dispute the nmathenmatical correctness
of the conputation nade by the Franchise Tax Conmm ssioner but
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contends that there is no basis for conbining the income of
the two corporations. In the alternative, it contends that
I f the conbining of incone is Proper, the entire anount of
the dividends received by Appellant nust necessarily be
excluded from incone,

_Appellant's contention that the Conm ssioner erred in
conbining and reapportioning the entire incone of the two
corporations appears to be based upon three mgjor points:

(1) there was no attenpt by Appellant and its subsidiary to
shift income inproperly from one corporation to another,

(2) the two corporations are not engaged in a wholly unitary
busi ness enterprise and (3) the itenms of income reflecting
unitary operations are small in number and definite in amount.

Nei ther the inproper shifting of income nor the evasion
of taxes is a factor ich must be present to justify the
apportionnent of income by the fornula nmethod. ~ Were a
business is an integral part of a larger and unitary system
separate accounting is inadequate to ascertain the true
result of the activities and values attributable to that
business. Thus it has been held that the use by the Comm s-
sioner of the formula nethod of apportioning incone between
units of a single enterprise is authorized under the Act
even though each unit of the systemis organized as a corpo-
ration. en the unitary nature of the business has been
establ i shed, the burden of producing evidence to show that
the use of a fornula reaches an arbitrary and unreasonable
result is on the taxpayer, Edison California Stores. Inc.
v. McColgan, 30 C. 2d 472,

_ Present in the nulti-state operations of Appellant and
its subsidiary are all of the elenents of a unitary business
-- unity of ownership, -unity of operations by centialized
pur chasi ng, management, advertising and accounting, and unity
of use in the centralized executive force and general system
of operation. If any of the operations of Appellant or its
subS|d|arY are not unitary in character, it Is incunbent

qun Appel I ant to establish both the nature and extent of
the nonunitary operations and the anount of income derived

t herefrom e only evidence presented by Appellant, how
ever, is the statement, supported by its separate account-
ing, that during the year in question it had received from
its subsidiary paymenfs in the amount of $94,118,57, repre-
senting the 3% differential between the price paid for

mer chandi se and the price at which the property was trans-
ferred to the affiliate, rentals in the amount of §89,886,10
and interest paynents aggregatlng $2,049,.42, That these
itenms of incone,” which under separate ‘accounting were
designed merely to reinburse Appellant for certain costs, do
not adequately reflect the true benefits and values flow ng
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to it fromthe integrated operations of the two corporations
I S obvious..

\We have no doubt of the statutory authority of the
Franchi se Tax Board to allocate the unitary income of Appel-
lant and its subsidiary so as clearlz_to reflect the incone
of each corporation from sources within this State. Butler
Bros. v. McColgan, 17 C 2d 664, 315 u.,s, 501; Edison Cali-
fornia Stores v, McCol gan, supra, In the absence of evidence
show ng that specifrc nonunitary operations and income were
included in the allocation fornula, or that the fornula used
reached an arbitrary and unreasonable result, we conclude
that the method used to allocate the conbined income of the
two corporations was proper.

Since we have concluded that the allocation of income
b% the Conmmi ssioner was proper, it is necessary to consider
the status, for tax purposes, of the dividends received b
Appel [ ant from Supply Conpany. Agfellant contends that i
Its business and the business of Supply Conpany constitute
a unitary operation subject to allocation then (1) the in-
clusion in incone of any portion of the dividends is, pro
tanto, the taxation of the same income twice and (2) any
portion of the dividends not deductible under Section 8(h)
constitutes income attributable to sources without this
State and not taxable in California.

It is undoubtedly correct that interconpany dividends
must be entirely elimnated to avoid distortion of incone if
two or nore affiliated or related corporations are required
to file a consolidated return and are taxed as one entity.
That, however, is not the factual situation before us. The
conbi ned report of income requested by the Comm ssioner was
merely a neans'of obtaining information required for the
purpose of ascertaining the unitary incone from sources wth-
In this State. It did not constitute a true consolidated
return upon which a single tax would be based nor did the
Commissioner!s.method Of apportioning the conbined incone
disregard, for purposes of taxation, the separate corporate
entities of Appellant and its subsidiary. Edison California
'Stores, lnc. v. McColgan, supra. As reconstructed by the
Comm sSi oner, thé“ﬁéfi%ﬁcone of SupPIy Company renmined in
excess of the aggregate anmount of all dividends which it had
declared during the year, 13,15% of that income is attribut-
abl e to sources without the State and has been excluded from
the neasure of the tax, It is clear, therefore, that the
taxation in the hands of the recipient of only 13,15% of the
dividends could not result in the taxation twice of the sane
i ncome.

~95-
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Wth the exception contained in Section 8(h), the Bank
and Corporation Franchise Tax Act included in the neasure of
the tax all dividend income from shares of stock having a
situs in this State. Southern Pacific Co. v. McColgan, 68
Cal . App. 2d 48, UnleSs the situs of the stock Tnm question
was W thout the State, accordingly, the Conm ssioner was re-

uired to include gm income the dividends received by
%ppellant, subj ect ‘tothe deduction afforded by Section 8(h).
As we have denonstrated above, the inclusion in net incone of
t he nondeductible portion of the dividends did not result in
doubl e taxation,

~In support of its position that any portion of the

di vidends not deductible under Section 8(h) constitutes in-
come attributable to sources outside this State, Appellant
contends that the rule of nobilia sequuntur personam i S not
applicable to shares of stotk herd Dy a parent corporation

in a subsidiary engaged in the sane unitary business as that
of the parent. It argues, accordingly, that jncome and |oss
realized on the shares of stock are attributable to the place
or places where the subsidiary is doing business. |t js
stated in behalf of Aﬁfellant in this connection that %The
portion of the dividenas paid by the subsidiary to the parent
attributable to sources wthin this State is deductible under
Section 8(h)., The remmining portion, constituting, as it does,
income attributable Solely to sources outside the state, under
Section 10 of the Act is not taxable."

As we understand its position, Appellant conceives the
situs of shares of stock, in the case of related or affiliated
corporations engaged in the conduct of a nulti-state unitary
business, to be spread anong the various states in which the
I SSul ng corporation does busme&%, Ln precisely the sane pro-
portion as the unitary incone derived by the cgrporatlon S
spread among those states, Since the percentage of the
unitary income attributable to sources in each state Is
subject to fluctuation fromyear to year, the situs of the
shares of stock would apBarentIy shift fromone state to
another annually on the basis of income derived from each
state, without regard to the legal or comercial domcil of
ei ther the owning or ISSUInﬁ corporation, This concept of
situs is not supported by the authorities and is contrary to
well settled principles of |aw

By incorporation under the laws of this State Appellant
established its legal domcil here and all shares of stock
and other intangibles owned by it have a taxable situs here
(MlIler v, wétvrear, 17 Cal. 2d 432; Rainier Brewing Co. v,
McColgan, 9% Cal, App ?7..118), .at | ¢ast_in TNE absence oOf
fhe ac%$|3|t|on of & business situs el sewhere. |t is in this
State, -however, that Appellant and Supply Conpany naintain
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their principal places of business. It is fromthe comon
executive office in this State that the nulti-state unitary
busi ness conducted by the two corporations is managed and
controlled. It is here that the shares of stock in question
are used by Appellant to control the policies and operations
of the subsidiary as a unit in the single unitary enterprise.

_ pellant relies on three decisions as support for its
view that the situs of the shares of stock is spread among
the several states in which the subsidiary does business. In
Hol Iy Sugar Company v, Johnson, 18 Cal. 2d 218, the facts
were that a New York corporatron doing business in California
but with its principal office in Cblorado,.ac%U|red 704 of the
shares of a California corporation enga%ed in the sane type of
busi ness wholly within this State, for the purpose of control-
ling the policies and operations of the domestic corporation
as a nmere "adjunct, agency or instrumentality” of the foreign
corporation in the conduct of its unitary business. The
court held that by economic integration with the owning
corporation's operations within California the shares of
stock had becone sufficiently localized to acquire abusiness
situs here, thus permtting a |oss sustained on |iquidation
of the domestic corporation to be included in the tax base
for the purpose of ascertaining that portion of the foreign
Fﬁrpog?t{on's not incone derived from business done within

Is State.

Wiile it is truc that the court relied on the unity of
oFeratlons of the two conpanies as the basis for its con-
clusion that the shares of stock there in question had
become |ocalized as an integral part of the foreign corpo-
ration's activities within the State, Appellant's interpreta-
tion of the decision overlooks the fact that the stock owned
by Holly Sugar Conpany was used to control a corporation
having 1ts legal and commercial domicil within this State and
whose activities were localized here. Since the question was
not in issue, the decision is certainly not authority for the
arbitrary assignment of a business situe of a fragnmentar
portion of stock to each state in which a nulti-state sub-
sidiary conducts a portion of the unitary business. First
Bank Stock Corp. v. Mnnesota, 301 U S. "234, on the other
hand, supporis the view that the shares of Supply Conpany
had a situs in this State by reason of their ownérship b
APpeIIant and their identification with the activities here
0

Appel | ant ,

In National Leather Co. v. Conmonweal th of Massachusetts,
152 N.E.YI®Y arrarmemed 27/ U S.. 413 and Stanley Wrks v
Hackett, 190 Atlantic 743, the court in each Tnstance nerely
construed a local statute, Neither case involved the appor-
tionment of the situs of shares of stock between severa
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states on the basis of the unitary business conducted there-
in by the issuing corporation.

~ For the reasons stated herein, we conclude that the
action of the Franchise Tax Conm ssioner (now succeeded by
the Franchise Tax Board) should be nodified by increasin
the deduction from incomec al | owabl e under Section 8(h) o
the Act from 8@.542? to 86,85% of the dividends received
by Appellant from Supply Conpany, As so nodified the
action of the Comm ssioner must ‘be sustained.

ORDER

Pursuant to the vicws expressed in the opinion of the
‘tlﬁoar? onfile in this proceeding, and good cause appearing
erefor,

I T 1S HEREBY ORDERED, 4iDJUDGED :iND DECREED, pursuant to
Section 25667 of the Revenue and Taxation Code, that the
action of the Franchise Tax Conm ssioner ?now succeeded by
the Franchise Tax Board) on the protest of Dohrnmann Commerci al
Conpany to a proposed assessment Of additional tax in the
amount “of $6,099,28 for the income yecar ended January 31, 1941,
be and the sane is nodified as follows: that the portion of
the dividends allowed as a deduction from incone under Section
8(h%_ of the Bank and Corporation Franchise Tsx Act (now
Section 24402 of the Bank and Corporation Tax Law) be increased
fromB8L,542% to 86,85% and that the amount of the deficiency
assessment be adjusted accordingly; as so nodified said action
I s hereby sustained,

Done at Sacranento, California, this 29th day of February,
1956, by the State Board of Equalization,

Paul R, Leake , Chai rman
Robert E, McDavid , Menmber
J. H Quinn , Menber
Geo. R Reilly , Menber

Robert C. Kirkwood , Menber

ATTEST: Dixwel | L, Pierce , Secretary
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