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OP I YI oT\I,,-.&--2.
This ap-c,eal  is made pur-suant to section 25667 :of the

Revenue. and Taxation Code .from the action of the Franchl,se Tax
Board on prote sts of Max Factor & CO, against proposed assess-
ments of additional franchise tax in the amounts of $2,979.31,
$8376.77, $s2,678.~5, $X,785.09, f&590.95, $-&,229.77,
$9,491.90,  $2C,OO9,6j,  and $23,697.14  for the income years
1952 through 1960, reqectively.

Appellant is engaged in the manufacture and sale of
cosmetics tTi_I’nin and ~itizout this state. Its principal place
of business and comi:iercial domicile are ‘in California. It owns
the stock of several subsidiaries trhich are engaged in the sale
or manufacture and sale of cosmetics in various foreign countri.e%
Daring the years ‘here in question it received dividends from
certain of its foreign subsidiaries,

In its franc’hise tax returns, a-o-pellant computed its
incone zattributable  to California by treat’ing its own o-pE,ration,
exclusive of t’he operations of its subsidiaries, as a unitary--. -
business o It allocated a portion of its net income to this
state by employing the usual three-factor formula of property,
paTyrol1 and sales. T’ne d.ivi d ends it received from its sub-
sidiaries tiere reported as incore attributable entirely to
California.

.
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Re sp ondent Franchise Tax Board, however, treated
appellant and its subsidiaries as together engaged in a
unitary business. On this basis, respondent combined the
net income of all of the corporations and apportioned it
accor,ding  to the combined property, payroll and sales wit’nin
and wit’nout this state e Tne dividends were treated 2 s
additional income of appellant attributable entirely to
California but a deduckon was allowed for each year in an
aggregate zriloxnt representing th.e di.vidends  derived from
income w?nic’h ‘had already been included in the measure of
the California tax under the apportionment formula.

App el_lmt argues that : (1) having treated the
subsidiaries as engaged in a unitary business with appellant
for purposes of allocating the combined income, respondent
should completely eliminate intercompany dividends from
a-opellantrs  income; (2) the subsidiaries were imoroperly
t;eated  as engaged in the unitary business for the years
1952 -t’nm ugh 1954: (3) distributions made by tlhe subsidiaries
from income included in the measure of California tax were
9 ep ayment s II to appellant rat’hc::_- than dividends; and (4) in
coqputing  dit i&end deductions, foreign income taxes imposed *
02 tk.e.~ subsidiaries should be char,ged only against income not
incl;l(ied  in the measure of California,tax. r-

We xi.11 discuss these arguments in the order set
forth above o

I

SHOULD DIVIDENDS EE ELIMINATED COMPLETELY
FROM APP%LLAXT  i S IXCOXZ?

The contention that the dividends received by ._
appellant from its  subsidi.aries  shou ld -  be- ignore6  ,entirely-  -
presents an issue which k~e decided adversely to a~sellant*s
posit& in the __.A73-Deal of Safe1iav  Stores ./ _,.__ I&,, hi: St. Rd,
of Equal., March 2, 1902. In accordance with that holding,
no  eliminatioz tif dividends from income separately attributable
to app eiimt k; ,rec_uired by t h e  fact that a9pellantl S InCOme
~2s combined ~:rit-r& that of its subsidiaries for purposes of-
ailocating a portion of “ihe unitary income to Cali~orniao
The fQ_‘Eld_a  method of allocation ‘does not ignore the separate
entities of the carp orations involved; (Edi son ~Cslifornia
Stores * k.C.  V, mcO~..g2%,  30 cd.  2 d  4 7 2  ri8mti  l6j., )-
i=c-----------Lr,Z dividends -‘had ‘ii? eir taxable’source‘at  appellant*s commercial
domicile in this state (Southern Pacific Co,
68 Cal. App s

v. EIcColeaz,
2d 48 [156 P>!iik--e includible in the

measure of its franchise tax subject to adjustments tkich will
be discussed later in this opinion.

(.
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I I

SHOULD TRE SiJ35iDIARIES BE TREATED AS
ENGAGED IN THE UNITARY BUSINESS FOR
THE YEARS 1952~195Lt?

As authority. for its second argumnt, appellant _
relies upon section 25102 of the Revenue and Taxation Code.
Before 1955, that section provided that in the case of
“taxpayers I1 owned or controlled by the same interests, the
Franchise Tax Board could impose a tax as if the combined
income were that of one of them or could allocate the gross
income or deductions among t’nem, In 1955, the word lltaxpayersl’
was changed to tlpersons.‘r Appellant points out t’nat its
subsidiaries did not do business in California and were not
taxable here o It is argued, therefore, that section 25102
was not applicable during the period when it referred to
l%axyayers.  I1

-WA.  _, - .;

0

We do not believe, however, that section 25102 is
t’ne cor.trollinF sec t i on . The ;,.athori.ty 02 the Franchise, Tax. _ ,,_ ~, _
Board to allocate the income o_? a unitary business is derived
from -section 25101 of the Revenue  .and Taxation Code, Mnich
provides in general terms for the determination of income’. ’
attributable to California sources. (Edison Crlifornia
S;-tares, Inc, ,v, McColgan,  s u p r a , 30 Cal. 2pwF@x2d 161. >
?-ince appellant’s argument that the subsidiaries should not bek-
incluled in the unitary business for the years 1952 through
1954 rests entirely upon section 25102, the argument cannot
be accepted. ‘. i’

I I I

SZOULD PART OF THE DIVIDENDS BE TREATED
A S  REPAYXEXTS? ’

.

Formula allocation of the combined income of a
unitary business does not ordinarily coincide with the
distribution ol. earnings and profits by separate accounting.
If under the foymula allocation a larger portion of the
combined income of a group of affiliated corporations .

engaged in a unitary business is attributed to Californi.a
: _ than t’he aggregate of the income attributable to this St-ate

by the separate accounts of each member of the group, an -_ :
. adJustment to intercompany  dividend inc.ome may be required. _ ._. ,

to avoid double taxation of the‘ same income. _
_.

As. computed by respondent,
allocated to this stc+-

all  of the unitary income
due was initially included in .the measure

of appellant *s tax. A portion of that income represented

.

(. .
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income reflected on the separate accounts of t’ne subsidiaries
from which dividends were paid. If all of the dividends paid
by q~ellanv+:s subsidiaries were included in the measure. of
appe_Gant 3 s tax, some income would be included in the measure
twice, once as unitary income and a second time as a dividend.

; Exercising its statutory discretion to achieve a
proper apportionment of income (Rev. & Tax0 Code, 9 25101;
E l  Dorado Oil 1~Jorks v. McColean,  34 C a l .--
qpeal dismissen ‘J.S. 61

2d.731 [215 P.2d 41,
[95 L. Ed. 589>i), respondent

undertook to reduce the measure of tax by the a-mount of any
of t'ne dividends derived from that portion of t’ne unitary
income which was allocated to California under the formula
metinod.

The approach taken was to allow dividend deductions
to appellant in accord lrith tkeunderlying purpose of section
2b-402 of the Revenue and Taxation Code, that of avoiding double
taxation, Section 24kO2  allots a deduction for dividends
derived from income included in ,the..mea.sure of tax %pc.~ the
taxpayer declaring the dividends. t1 Liberally’,  the sect> on .
has no applicatio;ic ‘here since ,r:o California tax was imposed
on  ap-cellant  g s subsidiariesl Nevertheless, some portion -61”
the dividends were declared from income which, by reason of.
formUl& aliocatioil_, wzs included in tne measure of California
tax. W e  h e l d  Z.n tne $a.fe+ra a-0peal  the.t it was proper I”or- - -
re sp ondent .to apply the principle of section 24-402 to prevent
.double taxation of portions of intercompany dividends received
from foreign subsidiaries which. did no business in this state
and had no California allocation factors. The deduction. there
allowed was in the proportion t’hat the earnings and profits of
the payor subsidiary attributable to Calif’crnia bore to the
payor:s total earnings aad,profits as determined f~qm its
separate accounting records. ’

‘7In t’ne Safewav appeal the earnings ant profits of
each, payor attributabie to California were calculated throug’n
a Ll2~~Gil2tiCd_  formula l?nic’h we approve& Applying the same
formula in the instant case, a &are uf t:he income ref lected
ori the books of eac’h payor was determined by respondent to ‘nave
beer; l’included in the measure of California tax. i1 A pr02or:
tioy_ate part of the earnings an,?_ profits on the books of each
payor ~:as also ccnsidered to have been “included in tine meksure
of California tax,” and appellan t _ was allowed a deduction. for . . _
part of each dividend in t’ne proportion tlrnic’h the payorls
earnings and profits “included in the measure of California
tax” bore to the total earnings and profits on the payor.*s
basks 9 Res~ondentss  method of computing the earnings and
profits as distinguished from the income, l’included in the
measure ‘of California tax” is t-he subject of a separate issue

.
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t.hich was not specifically raised in the Safewav appeal and
tW_ch \;e trill consider later in this opinion, For convenience
at this point we will , as the parties have also done, discuss
the present issue in terms of income rather than earnings and
pro f i t s .

I

/ Appellant argues that to the extent of t’ne book
income of a subsidiary Gfiich was “included in the measure of
California tax” under respondent’s calculations, the dividend
paid by it should not be considered a dividend at all but an
adjustme;nt  of accounts to coincide with the results obtained
by the allocation formula, Appeilantr  s position is that part
of the dividend was a constructive “repayment” of income to
which appellant was entitled.

In support of its position, appellant has cited a
ruling by t’ne United States Internal Revenue Service. (Rev.
Proc. 65-175 1965'-1 c-ulm, Bull. 83je) That ruling involves a
federal statute t$nich permits the Internal Revenue Service to
allocate income and deductions among corporations in o:fcier to
properly  ref lect  their  income,  ,‘The r~1Lng allows a do;rastic  ‘. _
corporation.to  exclude from i-Ls income dividends uaid by a
foreign subsidiary to the extebt that income on the book-s of
the subsidiary is allocated by the Service to the parent.

The approach take= ir, that ruling represents S.YL
exercise of discretion by the Internal Revenue Service and _

.:not a conclusion that a dividt;-,d paid by a subsidiary must,
as a matter of law, be treated as a “repayment. II That such

treatment is discretionary and not compelled by legal principles
is demonstrated by the fact that the benefit of the ruli.ng is,
by its ON--  terms, not available w’hen the allocation of income
is necessitated by an attempt to avoid taxes. ~ .:

‘Resolving the problem of double taxation in a case
like that before us is particularly diEi_cult  because separate
accounting concepts must be superimposed upon the conflicting
concept of a unitary business. We ar ;. r,ct aware of any llperfectll
solution, The solutions offered by both: appellant and
respondent necessarily involve certain arguable assumptions,

1 The fl.zadamental  reason i$ny. the opposing met’hods reach I
different  tax results is that respondentts method is based on
an assxqtion that a dividend is paid proportionat.ely  from all
of the- income on the payor* s books \Jhile appellant’s method is”
based -on an assumption “chat the dividend is paid first from the
income lJincluded in the measure of California taxO1’ T’he
assumption underlying respondent f s method is, in our opinion,
at 1e;st as reasonable as that *upon wnic’h appellant* s approach
i s founded o
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Although the method proposed by appellant is not
whtolly i l l og i ca l , it is but one means of resolving a question
to which there is no perfect answer, Exercising its discretion,
respondent has dealt with the problem by applying the substance
of a California statute allowing dividend deductions. In the
Safewav appeal we approved that approach as rran acceptable
solution to a difficult and complex problem.Ii 3pon reconsidera-
tion, we see no reason to withdraw that approval and accept
appellant’s theory of constructive “repayment. *I

IV
HO>1 BHOULD  FORZIG?Y  INCOME TAX&S BE
Ti&tylySD IN C&PUTING  DiViDEXD  D3DUC’ifiOfiiS?

Appellant also contends that the dividend deductions
should Se recoquted  and increased. A?;3 ellant argues that no
part of the foreign income taxes paid by its subsidiaries should
be deducted from t-hat portion of their income &tic;n resnondent
has regarded as “included in the measure of California %a~.;’

The issue may be illustrated by taking as an exam?lk
a subsidiary T&i&h did business’~i.n’ England. That subsidiary

0
paid England a tax irzJosed  on all the income reflected on its
books * _Wter calcula%i:ng
income 1L2ich  was ‘I-’

the portion af the subsidiary~s  book ”
22cluded in&e measure of Czlifornia tax, I’

respondent deducted the English ‘.tax from the bode income to
a r r i v e

pai.d.
at the earnings tild profits from which a dividend was
Under respondent f s approach  the n_zzerktor and denominator

of_ the dividend deduction fraction -Qere reduced pronortionataly
by the amount  of the tax.
from

If the English tax were deducted
that part of the subsidiaryls  book income which was not

only
. llinciuded  in the measure of California tax, I1 as a?p.elJ_ant

the denoziZator
u r g e s ,

English tax but
would be reduced by the -entire amount of the
the numerator would not be reduced at all. Theresuit would be a larger

respondent e
dividend deduction than was allowed by

Appellant relies on the fact
case respondent ~~J..?.o~Ts

that in another t:,Te of
by a>?eellanC  here.

a procedure similar to that advanced
That t-yoe of. case is one in ;.%ich the dividend.

psyor does business part
is not engaged

ly in California.; is taxable here--: ~4'
in a unitary business with the payee.

of t-hat kind respondent in &cai.e
deems the foreign tax to have been

imposed. otily on the income not
California tax.

i n c l u d e d  i n  t h e  m e a s u r e  of?. ~ ’

cases t:_;a,t TiL’e cannot properly evaluate the asproach taken in
are not kar’ore us. Suff.i ce it to say that8 a-z_3?T)  e11ant 2 s

c as e i. s &istin,g?Jispiable  fyO;x  _I’;l,et &IS o f  cases just
T’ne dividend p ayor s

(3~SC+_-~~fi,.
in this case did not ‘do business InCalifornia

.
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they were not taxable here; and the foreign taxes paid by
them Irare unquestionably imposed on all of the income reflected
on their books. On the facts o f appellant’s case, we see no
reason wh.y the foreign taxes should be deemed to reduce only
a particular >art of the book income of a subsitiry  in arriving
at i t’ne earnings and profits from which a dividend was paid.

i

the board
therefor,

O R D E R_--I-

Pursuant to the vie>rs expressed in the opinion of
on file in this proceeding, and good cause appearing

IT 15 ETJ?,n&Y  fJ?,DEFsTJ  5 k_Ddji)Gzj)  )JgD  DEC~~TJJJ  pursuajnt
to section 25667 of the Revenue and Taxation Code that the
action of the Franchise Tax Board 0-n protests of Kax Factor &
C O . against proposed assessments of additional franchise tax
in the aXoX& o f  Q_-,97 975~31~ $$8,576,77, $12,678&5's @z,WLog,
$8,590.'.95,  $1&,229.77, $9,491.9c, $20,nc~~~63, and +23,6,:7d4.
for the income years 1952 thro;kgh 1960,  respectively, be and
the same is hereby sustained, _- ’ *.

Done at Sacramento California, this 24th day of _

April ) 1967, by the Stat;  Board of Xqualizat.ion.
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