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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALIFORNIA

In the Matter of the Appeal of ) )
WARNER BROS. Pl CTURES, | NC. )

“ . "For Appellant: H R Kell
- Attor ney aty Law

+ " For Respondent: Crawford H Thonas

Chi ef Counsel
Peter S. Plerson . .. .
Counsel

This appeal is made pursuant to section 25667 e
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of Warner Bros. Pictures,
Inc., against proposed assessments of additional franchise
tax I n the anounts of $278,739.02 and $23,039.05 for the
i ncome years ended August 31, 1956 and 1959, respectively.

Appel | ant  War ner Bros. Pictures, Inc., is a
Delaware corporation, Its commercial domicile has always
been located In New York City, except for the period from
December 1, 1958, to June 30, 1960, when it was situated
inCalifornia; Appellant Eroduces nmotion pictures and
then |eases them to two wholly owned subsidiaries, Warner
Bros. Pictures Distributing Corp. and Warner Bros. Pictures .
International Corp. (hereafter referred to as Internatjonal),
which distribute the filmsonaworl d wi de basis through
theuse of | i censes. The commercial dom.ciles of the
above twosubsi di aries followed the |ocations of the E
commercial dom cil e of appellant. = A nunber of other'sub-, -
sidiaries 'of appellant operated in the notion picture, \
television, and recording fields during the years In "
gquestion. - . T S
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~ On March 1, 1956, appellant contracted to sell
750 nmotion pictures to P.R.M. Inc., for television use.
The negotiations preceding this agreement took place at:
appel lant's offices in New York City, however, the
contract was executed in Dover, Delaware. The filns
had been produced during the period from 1918 throung
1949, and 700 of them were in Storage in Fort Lee, w
Jersey, while the remainder were held in Burbank, Califor-
nia. Delivery.was made at the above storage |ocations,
and the §$21,000,000 purchase price was pai d by P.R.M,
Inc., partially in Dover, Delaware, partially in Fort
Lee, New Jersey, and the balance in Boston, "Massachusetts.

pellant did not include the $21,000,000 in.
the conputation of unitary business incone subject to
apportionment, in the conbined report filed by appellant
and its subsidiaries for the income year ended August 31,
1956. \Wether the film sale proceeds should have been
so included, as respondent contends, is the first issue

- of this case.

_ During the period when appellantts and Inter-
national's comercial domciles were located in California;.
International received a dividend of $120,630 from anot her
subsidiary of appellant, Warner Bros. First National
Pictures, "Inc. (East), and appellant received a dividend
in the amount of §$1,500,000 fromInternational. After
review ng the conbined report submtted by appellant

. and its subsidiaries for the income year ended August 31,
© 1959, the Franchise Tax Board determ ned that the clai med

di vidend deductions should be recomputed in accordance

- with the fornula used in Appeals of Safeway Stores, lInc.,

Cal. St. Bd. of Equal,, decrded March 2, I962. This .
resulted in a reduction in the amounts of the dividend
deductions allowed with respect to the above two inter-,
conpany dividends. \Whether respondentts determ nation :
was correct is the second issue of this case.

\Wien a taxpayer derives income from sources

- both within and wthout California, its tax shall be
. . measured by the net incone derived fromor attributable

tosources within this state.  (Rev. & Tax. Code, § 25101.)
|f a business is unitary, as iS appellant!s, the income
derived fromor attributable to Calplfornla must be
computed by formula allocation rather than by the separate

accounting” met hod. Butl er Brs; v. méudipan,, 17 Cal. 2d
664 [1119P.2d 331+_'gta(ff'd, 315 U.S. 501 [8% L. Ed. 99173

Edison California Stores, InC v. McCo , X0 Cal..2d.
[183P.2d 16].
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Wth respect to the first issue, appellant
cont ends that the exclusion of the fi | m sal e proceeds
from theconputation of unitary business incone subject
to apportionment was justified because its use of the
filns had ceased Iong before their sale. Appellant also
argues thatthefilmsale was not within the scope_ of
Its unitary business which was concerned with |easi nﬁ
orlicensing notion pictures, but not with selling tHem
"Alternatively appellant contends that even if the income
atissue is unitary business income, it is exenpt from
California taxation under the following provision of
section 25101 which was in effect during the year in
question:

| ncome attributable to isolated or occasional
transactions in states, or countries in which
the taxpayer is not doing business shall be

al | ocated to the state In which the taxpayer
hasits princi pal place of business or corn-
nercial domcile.

Appel I ant argues that it was not doi n% busi ness in Del a-
ware, New J,erse%/, or Massachusetts, the states nost closely
connected with fhe filmsale, and therefore all the sale
proceeds nust be allocated to New York, appellant's com
mercial domcile during the year of the sale.

In Appeal of Paramount Pictures Corp, Cal. St.
Bd. of Equal., decided January 6, 1969, we considered a
fact situation, primary issue, and coné entions, Very

similar to those presented in the instant case. We con-

‘cluded that the proceeds from the sale of the films should
have been included in the taxpayer* s computation of unitary.

business income, and stated in “part:

.oo sV donot think that these facts are suffi- -
cienttoestablish that the films were not
“integral parts of or connected with the unitary': “:
business. The filnms were devel oped and main- .-
tained through the resources of and in further-,
~ance of t hat business. Their cost was very
robably anortized in reduction of unitary
usiness income. Appellant retained ownefship
- of the films unti| their sale and throughout
the period preceding their sale the films con-
tinued to be val uabl'e assets. of the unita
busi ness,  This val ue was naintained by t
possibility that a chang%l demand would. .
justify reissuance, and by future television
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use which becane foreseeable at |east by the
| at e 1940's, Under these circunstances the

incone realized fromthe film sale cannot be
excluded fromunitary business incone under

subdi vision (d) of regulation 25101, 1/

Appel I ant' next contends that the business
activity of selling the films for television
exhibition was not within the scope of appel-
lant's unitary business,.... Under the nore
recent ‘test, a business Is unitary when opera-
tion of the business done within the state is
dependent upon or contributes to the operation
of the business without the state. (Edison
California Stores ..o v._McColgan, Supra,
30 Cal. 2d Lpe [153 P.2d 163.) Appellant's
film production and theater distribution

" business benefited fromthe sale of the filns.

because it received the proceeds. (See EKO
Teleradio Pictures. Inc. v. Franchise tTgx
r.

Boaﬁg, 246 Cal . . 2d 812 [55 Cal.

~299].) Al'so, it '?‘%pcertai nly[ cl ear tﬁgt t he

" production and probably the theater distri-

. bution of the films contributed to their sale

“~ for television use. This dependence and con-
tribution is sufficient basis for holding that
appellant!s filmsale activity was part of its
unitary film production and distribution business,

In reference to the taxpayer's argument in the Raramounti

.case that the provision of section 25101, quoted above
 allocates all of the income in question to New York, the
- taxpayer's principle place of business, we stated in part:

Subdi vi si on (d) of regulation 25101, title 18, California
Adm nistrative Code, states in part:

(d) I nconme From Pro ert%. (1) Non-.
unitary Incone. Income from property,".’
~which s not a part of or connected .
with the'unitary business, is excluded
fr\A%r_n thhe i ncone of the unitary business
C L

is allocated by fornula.;
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. . . Appellant's proposed interpretation in
effect uses the separate accounting method
to conpute the incone which had its source

In New Jersey. The result is nonrecognition
of the fact that the operations of appellant's
business in various states contributed to the
I ncome realized upon the filmsale.

W think that when a unitary business is
i nvol ved the provision of section 25101 at
I ssue nust be construed to apply only ‘after
unitary business incone has beén conputed
and tentatively allocated among the various
relevant states”, If at that tine some of
this unitary business inconme has been allocated
to a state only because of isolated or occa-
sional transactions there which were reflected
I N the factors Of the allocation formula, and
the taxpayer is not doing business in that
state, then such income wll instead be allo-
cated to the state in which the taxpayer has
its principal place of business or comrercial

5 domcile. "This interpretation does not frus-
trate the purpose of fornula allocation of
unitary business incone.

W think that the reasoning and conclusions in
the Appeal of Paranpunt Pictures famp,, supra, are equally'
aRpllcable,to the Instant case. Therefore We concl ude
that the filmsale proceeds should %ave been included in’
the conputation of unitary business income subject to
apportionnent.

The second issue of this case is concerned with
the correctness of the Franchise Tax Board!s conputation -
of the dividend deductions applicable to the interconmpany..’
di vi dends recei ved bK appel I ant and_ I nternational. o
Sections 24401 and ¥ 4?2 of the Revenue and Taxation .

Code provi de:

.- 24401, In addition to the deductions provided -
in Article 1, there shall be allowed. as dedue-
tions in conputing taxable incone the itens

C

specified in this. article.

e
24402, Dividends received during the incone
year declared fromincome which has been in-
cluded i N the measure of the taxes inposed
under Chapter 2 or Chapter 3 of this part upon
the taxpayer declaring t he dividends.
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Respondent's conmputation was based upon a formula de-

signed to calculate the amount of each affiliated payor

corporationts unitary income which was included in the _
measure of the California tax. We first approved this
formula in Aopeals of Safeway Stores., Inc., Slégl’a, and A
reaffirmed it in Appeal of Max Factor & Co., |. St.
Bd. of Equal., decided April 24, 1967.

o APp_eIIant first contends that the interconpany
dividends at issue are totally exenpt fromtaxation.
This argument is based on appellant!s assunption that
the corporations in question were required to file a .

.conbi ned report under section 25102 of the Revenue and '

Taxation Code. *Appellant contends that the effect of

this statute is to tax a group of corporations as if -.

they were one entity, and therefore concludes that in .
order to avoid double taxation interconpany dividends

“must be elimnated.

However, appellant's basic assunption is
erroneous. The conbined report filing requirement in .
question was part of the procedure involved in fornula .
al location of wunitary business inconme. It is well settled -
that the authority for this requirenent flowsfrom the

general statute which authorizes such formula allocation, ;
Section 25101 of the Revenue and Taxation Code, rather ,_
than from section 25I102. (Edison California Stores. Inc. ”

v. McColgan, supra, 30 Cal, 24 472 [183 P.2d 16]; Appeal
of AMP Im.,.’, CaFI) St. Bd. of Equal.,[ Jan. 6, 19€]>§; Appeal

Iof Max Factor &.(Q.., Sl%pra; Appeals —of §afewa§ Store(s;,1if

NC.. Supra, _Appeals Ol FElier Co., and Eljer . 0 alif,
PZEI‘, St B&_Ef. of _Faval.; Dee. 16, 1953; or . Repis
aper . . . 0 ual . . C. Y ippeal

of Bostitch-Wstern, Inc., 8al. s{jeBd. of’Equal:,

Nov. 17, 194%.)

_ Al so, the function of fornula allocation of ,
unitary business incone is not to disregard the -various -

taxabl e entities involved and conbi ne them as one unit,

but rather it is to ascertain the true inconme of the
busi ness attributable to sources within California.
(Edison California Stores. Inc. v. McColgan, Supra,;

fopeal OF Househol'd Finance Corp., Cal. St. Bd. of Equal.,
Nov. 20, 1968.) When tWO Or npre corporate entities each
conduct a portion of the unitary business in this state,.
their separate entities are respected and a further
allocation is made anong themto determne the true
i ncome of each. f hol d Fi nan [p,, -
supra. See al SO Appe C.. Cal, St. Bd.

of Equal ., Nov. .23, 1966; 0T _Cakl and Aireraft’ o
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Fneine Service, Inc.5 Cal. St. Bd. of Equal., Oct. 5,
1965; Avpeals Ef - i
Motors ern., Cal. St. Bd. of Equal., Nov. 7,1958.
This intrastate allocation is incorporated into the
dividend deduction computation formula used by resgond-
ent. (See _Avpeals of Safeway Stores, Inc., supra.
Consequently, we cannot agree with appellant3 argument

that the intercompany dividends must be totally exempted
from taxation.

Appellant next suggests an alternative method
for computation of the dividend deductions in question.
The basic feature of this method is that the amount of
the payor corporationts unitary business income which
was included in the measure of the California tax is
calculated by taking the same percentage of that corpora-
tiont!s unitary business income as the percentage which
was used to allocate a portion of the combined unitary
business income of all of the affiliated Torporations
to California. This suggested method of computation 1s
identical to the method proposed by the taxpayer in
Appeals of Safeway Stores, Inc., supra. In that ‘case
we reiected the taxpayer's progpsal and approved the
formula used by respondent, which we stated "removes
the possibility "of double taxation and r_eP_resents an
acceptable solution to a complex and difficult problem.”

We think that this choice is equally appropriate in the
instant case.

We must conclude that the Franchise Tax Board
was correct in its determination that the dividend deduc-

tions in question should be recomputed in accordance with . °
t he formula used lnwia&naxﬁmm_m, suprae

ORDER

Pursuant to the views expressed in the opinion

of the board on file in this proceeding, and good. cause .
appearing. therefor,
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IT IS HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 25567 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Warner Bros. Pictures, Inc., against proposed
assessments of additional franchise tax in the amounts

of $278,739.02 and $23,039.05 for the income years ended
Au%ust 31, 1956 and 1959, respectively, be and the same
is hereby sustai ned.

Done at Sacramento, Calif this 5th da
of .- My , 1969, by the State oarq of  Equalization. y
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