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For Appel | ant: Harry Levine, Attorney at Law

For Respondent: Burl D. Lack, Chief Counse
John S. Warren, Associate Tax Counsel

OPL N1 ON

L .

Thi s apgeal is made pursuant to Section 25667 of the
Revenue and Taxation Code from the action of the Franchise
Tax Board in denying the Protests of RKO Radio Pictures, l.nc.
to proposed asseSsnents of additional franchise tax in the
amount's of $7,439,94 and $40,195.49 for the income years 1945
and 1946, respectively,

~Appellant is a Delaware corporation engaged in the pro-
duction and distribution of motion pictures. |ts studios for
the production of notion pictures are located in California,
In addition to the distribution of its own filns it also dis-
tributes pictures nade by |ndePendent producers. During the
years in question the distribution of notion pictures to
exhibitors in this country was handl ed throu? branch offices
In twenty-six states, in each of which Appellant was qualified
to do business, Distribution without the United States was
carried on through foreign subsidiaries and agencies. The
sane facilities and personnel were used in the distribution of
all pictures, whether produced by Appellant or by independent
producers.

_ Prior to the year 1937, the business of producing and
distributing notion pictures now carried on by Appellant had
been divided between Appellant and other nenbers of a group
of affiliated corporations. On January 1 of that year all of
the affiliated corporations were nergéd into Appellant. On
March 23, 1939, the then Franchise Tax Conm ssioner drafted a
witten nenorandum setting forth a tentative understanding,
reached as a result of a conference between menbers of his
staff and a representative of Appellant, of the nmethod to be
used for the allocation of incone of the group of affiliated
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corporations for the incone year ending December 13, 1935, and
subsequent incone years,

As tentatively agreed upon, the income of the entire group
of affiliated corporafions was to be conbined. A segregation
was then to be nmade of income derived from the production and
distribution of its own pictures and incone derived from the
distribution of pictures made by independent producers. |ncone
derived from the production and distribution of owned pictures
was to be allocated to California on the basis of total prop-
-erty, payroll and sales of the group. |Income derived fromthe
distribution of independently produced pictures was to be
allocated on the basis of propertY, payrol | and sales of the

group used in or attributable solely to the distribution of
ictures. In reliance upon the menorandum Appellant, for

he years follow ng the nerger, continued in the same manner
to segregate and separately allocate its own net incone.

In a letter dated Novenber 9, 1945, the Franchise Tax
Comm ssioner notified the Apgellant that, commencing with its
return for the inconme year 1945, a single formula should be
used to allocate the income fromall of its activities. In a
fol | owi ng exchange of correspondence the Appellant objected
to the use of a single fornula and was informed by the Fran-
chise Tax Board that the principal reason for the change was
the extensive use of the collapsible corporation device by
producers, thus limting the State to a tax on net income
derived from distribution. A conference was held in Mrch of
1946, and after a letter fromthe Appellant on May 15, 1946,
again objecting to the change, there was no further conmuni-
cation on the subject,

The ApPeIIant inits returns for the Kears In question
continued to use a separate fornula for the allocation of net
i ncone derived from the distribution of independently pro-
duced pictures, On June 26, 1952, the Franchise Tax Board
(successor to the Franchise Tax Conmm ssioner) issued the
notices of additional tax proposed to be assessed which are
here in issue. Each notice set forth the reason for the
proposed additional assessnent as foll ows:

"Income from distribution of independent
pi ctures considered to be unltarr busi -
ness income and properly allocable by
usual three factor fornula."

The contention of the Franchise Tax Board is that the Ap-
ellant is engaged in but a single unitary business and that
he incone therefromis properly allocablé by the use of a

single formla,
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Basi cal | y, the.Position of Appellant is that propert% and
payrol| of its California notion picture studios should be
excluded fromthe fornula used to allocate net income derived
fromthe distribution of independently produced pictures. In
su?port of this position Appellant presents two arguments:

(1) thatit is engaged in two separate and inde endent oper-
ations rather than one unitary business; and ;% hat if jts
entire business is unitary the fornmula urged Dy the Franchise
Tax Board, which takes into account the studio property and
payroll, 1s intrinsically arbitrary and unreasonable, and
results in the taxation of extraterritorial values.

_ In attenpting to sustain its first contention Appellant is
i mredi ately confronted with a dilemma which it is unable to
resolve. Since the sane facilities and personnel are used in
the distribution of all pictures, it is readily apparent that
there is a nutual dependence and contribution ‘between the dis-
tribution of independently produced pictures and the distribu-
tion of pictures produced by Appellant, the two activities being
so closely integrated as to be inseparable, Equal|y apparent
I's the interdependence and integration of the %tUdIO_O erations
in ghls Staﬂi aqftnPe Qut-of-St%te act|V|ﬁy of distributing the
pi ctures produce erein, John _Deere Plow Co. v. Franchise
Tax Board, 38 Cal. 2d 214, ag)p._rcli_i"sm'd. 343 U-S._ 939; Edison
California Stores, Inc. V. McColgan, 30 Cal. 2d 472, Butfer—

Brothers v. McColgan, 17 Cal. 2d 6Bk, afftd. 315 U,S.7501.)

The difficulty experienced by- Appellant in attenpting to
establish the separate character of a portion of its business
is deasnstrated by the record before us. |n jts apportionment
of income to this State, Appellant has treated the entire in-
come from the production and distribution of its own pictures
as unitary incone subiect to allocation under a single formula.
Only income purportedly derived from the distribution of in-
dependently produced pictures has been segregated from other
incone and separately allocated,

If the basis for the segregation and separate allocation
of a portion of its incone for franchise tax purposes is the
separate character of a portion of its business, Appellant
must necessarily establish that the activity giving rise to the
segregated incone is separate and unrelated to other segnments
of its business, This It has not done and, in its argument be-
fore this Board, it admts, as it nust, the interrelalionship
between the distribution of its own pictures and the distribu-
tion of pictures produced by others, It now asserts, however
that "In this case there are two distinct businesses. e is
t he production of notion pictures carried on entirely within
California, The other is the distribution of these pictures
as wel |l as pictures produced by others." This assertion is
not only inconsistent with the segregation of incone made by
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Appellant. In the light of the above cited authorities, the
concept of the Productlon of motion pictures in this State
and their out-of-State distribution as tw separate and dis-
tinct businesses is also untenable.

~ From the fore?oing di scussion it seenms clear that no
single segnent of the business conducted by Appellant is un-
related to or independent of all other portions of its
business. In this situation the several parts of the business
cannot be fairly considered by thenselves and the entire busi-
ness may be properly treated as unitary. Butler Brothers v,

M Col gan, supra.

By its second contention Appellant attacks the adequacy
of a single three factor formula of property, payroll and
sales as_a means of apportioning a fair share of its earnings
tothis State. In support thereof it has presented various
conputations intended to show the anount of net inconme allo-
cable to California under the single fornula as conpared to
the amount of net income attributed by Appellant to the State
after segregating its income into two parts and separately
allocating each part. interspersed with this showng are
references to income attributable to California under separate
accounting, In evaluating the several conputations presented
by Appellant, however, we have noted the om ssion of one step
in its allocation process. It has not shown us how the
Initial segregation was made between net income derived from
the distribution of independently produced pictures and net
incone derived fromits other activities, including the dis-
tribution Of its own pictures, Since APpeI | ant separately
al | ocated each class of income by fornulas containing
different values in their factors, the accuracy of the fina
result cannot be ascertained without first determning the
accuracy of the initial segregation. Even if we assune, how
ever, that the segregation of income by Appellant was reason
ably accurate, neither that fact nor the different result
obt ai ned b¥ the use of two fornulas necessarily requires the
Franchise Tax Board to use nore than one fornula for the
apportionnent of the income of a single unitary business.

The use of a single three-factor fornula of propert
payroll, and sales in the apportionment of the income of a
unitary business has consistently been approved by the courts
of this State. Butler Brothers v. McColgan, supra; Edison
California Stores, Tnc. V. McColgan, supra, El Dorado O
Borks v. McColgan, 340Cal . 20 73T, app. Hism'd, 340 U S. ;
John Deere Prow Co. v, Franchise Tax Board, supra. W& do not
doubt, however, but within the drscretron granted to it the
Franchi se Tax Board may nake adjustnents in the use of the
three-factor fornmula by a particular taxpayer in appropriate
circunstances. The use of two fornulas In the instant case
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may well produce a nore precise and accurate measurenent of
Aﬁpellant's I ncome producing activities within and wthout
the State than does a single formula, and, but for the
practical admnistrative difficulties involved, may present
an appropriate situation for the adjustment sought by Ap-
ellant,  Atman and Keesling, Allocation of Income in State
axation (1950), p. 108.

It is the Franchise Tax Board, however, and not this
Board in which is vested the discretion to nmake such adj ust -
nents, The decision of the Franchise Tax Board nay be set
aside only if Appellant establishes by "clear and Cogent
evidence" that the refusal by that Board to make the desired
adjustnents in its formula allocation will result in "extra-
territorial values being taxed." Butler Brothers v. McColgan,
315 U.S. 501.  This high standard of—proof 175 not met T our
opinion, by conputations which start with the assunption that
Broperty and payroll enployed in one segment of the unitary
usiness contributed nothing toward the earning of some
portion of the net inconme derived fromthe unitary operations.

Appel  ant has nmade certain procedural arguments concerning
the notices cf _proposed assessments. |t contends,.first, tﬂat
the Franchise Tax Board's original reason for termnating the
use of the formulas previously approved was entirely unrelated
to the nerits of the claimit is here asserting. This arqu-
ment overlooks the fact that the statute requires onfy thgt
the Franchise Tax Board set forth in its notice of proposed
assescmant the reason for its action, As heretofore poi nt ed
out, the Franchise Tax Board conplied with this requirenent
and has since consistently maintained the position outlined
In its notices, W have considered and determined the correct-
ness of the £roposed assessment on the basis of the evidence
presented and the applicable law, As the Tax Court said in
Charles Crewther, 28 T.C.No.153 (19(?70?, however, "we are
wthout jurrsdarction to consider and determne the propriety
of the respondent's notives in making such determinations,..."

. Appeliant al so argues that the applicable statute of
limtations, Sectjon 25663a, has run on the years in question.
That section provides:

"If any taxpayer agrees with the United
States Conm ssioner of Internal Revenue
for an extension, or renewals thereof,
of the period for proposing and assessing
deficiencies in federal incone tax for
any year, the period for mailing notices
of " proposed deficiency tax for such year
shal |, unless otherw Se agreed between the
Franchi se Tax Board of the taxpayer, be
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four years after the return was filed or
six nonths after the date of the expira-
tion of the agreed period for assessing
deficiencies in federal income tax, which-
ever period expires the later,"

It is not disputed that the notices of proposed assessnents
herein involved were issued within six nmonths after the ex-
piration of a waiver given by Appellant to the United States
Commi ssioner of Internal Revenue, Appellant contends, however
that the section is applicable only to proposed assessnments
based upon a change in income nmade by the United States. W
fﬁnnot {ead such a restriction into the unanbi guous |anguage of
e section,

Appel lant's final point is that the Franchise Tax Board is
estoPped from maki ng any assessments for the two years in
question because it would result in irreparable-injury to the
Appel lant in that it can no |onger deduct the anount of the tax
from the income reported on its federal return for the year
I nvol ved, ﬁPpellant's position on this point is untenable. It
was informed in late 1945 that the Conm ssioner would thence-
forth require it to use a single allocation formula but it
chose to disregard those instructions. There is nothing to
show that the Comm ssioner or the Franchise Tax Board ever
retreated from that position

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

I T I'S HEREBY ORDERED, ADJUDGED AND DECREED, pursuant to
Section 25667 of the Revenue and Taxation Code, that the action
of the Franchise Tax Board in denying the protests of RKO Radio
Pictures, Inc., to proposed assessments of additional franchise
tax in the amounts of %7,&3999h and $40,195,49 for the incone
yea{s 12?5 and 1946, respectively, be and the same is hereby
sust ai ned.
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Done at Sacramento, California, this 17th day of Decenber,
1957, by the State Board of Equali zation.

Robert E, McDavid , Chai r man
J, Ho Quinn , Menber
Geo.R_Reilly , Member
,  Menber
Paul R, Leake y, Menber
ATTEST: Dixwell L. Pierce , Secretary
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