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In the Matter of the Appeal of )
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For Appell ant: John C. Hart _
Vi ce President-Fi nance

For Respondent: Anna Jovanovich
Counsel

OPI1 NI ON

This appeal is made pursuant to section
256661 of the Revenue and Taxation Code from the
action of the Franchise Tax Board on the protest of
Loui si ana- Paci fic Corporation against a proposed
assessnent of additional franchise tax in the anmount of
$525,140.94 for the income year 1976.

‘. ‘ 1/ Unless ofherwi se specified, all section references
2 are to sections of the Revenue and Taxation Code as in

effect for the incone year in issue.
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Appeal of Loui siana-Pacific Corporation .

Thi s appeal involves two issues. The first is
whet her certain dividend income appellant received shoul d
be excluded fromthe nmeasure of its tax because it was
paid by one of appellant's unitary affiliates out of
yncone.ar|3|n% fromthe unitary business. The second
I ssue i s whether the ﬂaln appel lant realized fromthe
sale of stock in another affiliate constitutes business
income Or nonbusiness incone,.

o Appel I ant was created in 1972 as a wholly owned
subsidiary of Georgia-Pacific Corporation and was Spun
off by that corporation in 1973 pursuant to an antitrust
settlement with the Federal Trade Conmission. Part of
the assets which Georgia-Pacific contributed to appellant
was its SO -percent stock interest in two corporations:

Ket chi kan Pul p Conpany (hereinafter referred to as &ec),
and Ketchikan International Sales Corporation (herein-
after referred to as RISC). The other 50 percent of the
stock of these two conpanies was omned_bK FMC
Corporation, a conpany unrelated to either Georgia-

Pacific or appellant. ~ KISC was a domestic international

sal es corporation which, until 1975, was a sales DI SC for _‘I'
KPC. In that year it became a comm ssion DI SC for KPC, a

function it performed until Novenber 1, 1976.

_ In 1976, appellant and FMC began di scussions
regardi ng appellant's acquisition of FMC's SO percent
interest in KPC. Eventually, an agreenent was reached
whereby KPC paid a $10 mllion dividend to its two
sharehol ders in Cctober 1976, and appel |l ant then acquired
FMC's stock interest on Novenmber 1, 1976. Another agree-
ment was signed on Novenber 1, 1976, granting appellant a
put option to sell its stock in KISC to Fmcat any tinme
within 15 months after Novenber 1, 1976. Appel | ant
elected to sell its KISC stock in Decenber 1976, and the
sal e closed on Decenber 27, 1976. Appellant realized a

gain on this sale of $5,360,926.53. After auditing
appel lant's return for its 1976 incone year, respondent
determ ned that both the $5 mllion dividend from KPC and
the gain on the sale of the KISC stock constituted
apPprthnabIe busi ness income taxable in part by
California.

Wth respect to the dividend, appellant
contends that this inconme should be excluded fromthe
measure of its California franchise tax because it was
paid out of the earnings and profits of appellant's ‘
unitary business. (See Rev. & Tax. Code, § 25106k} _
Respondent argues, however, that at the time the dividend
was paid in Cctober 1976, KPC was not yet a nmember of
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Appeal of Louisiana-Pacific Corporation

appel lant's unitary group, and that section 25106, there-
fore, does not insulate the dividend from taxation. W
agree wth respondent.

The parties agree that KPC did not becone part
of appellant's conbined report group until Novenber 1,
1976, when appel I ant acquired | 0o-percent ownership of
KPC's stock. For federal income tax purposes, KpC's 1976
taxabl e year was split into two segnents: the | o-nmonth
period fromJanuary 1 through Cctober 31, and the
2-month period from Novenber 1 through Decenber 31. For
California franchise tax purposes, a simlar split was
made. RpC's income for the nmonths of Novenber and _
Decenber was included in aBpeIIant's conbi ned report; its
i ncone for the preceding 10 nonths was not reported to
California, however, because KPC did not do business in
California during 1976.

~Section 25106, upon which both parties rely,
states in pertinent part;

In any case in which the tax of a
corporation is or has been determ ned under
this chapter with reference to the incone and'
apportionnment factors of another corporation
wth which it is doing or has done a unltarK
busi ness, all dividends paid by one to another
of such corporations shall, to the extent such
dividends are paid out of suCh income of _such
unitary busiNess, De elimnated 170m the
Inconme of the recipient. ... (Enphasis
added. )

Respondent's position is based on the underscored
Ianguaﬂe and 1s very straightforward, viz., since KPC

aid the dividend prior to becomng a nenber of appel-
ant's unitary group, the dividend could not possibly
have been paid out of the incone of the unitary business.
As a factual matter, this position is clearly correct.
The dividend was actually paid out of earnings accumu-

| ated by KPC prior to Novenmber 1, 1976, the date on which
It became part of appellant's unitary group. Aﬁ ellant's
counterargument first notes that KPC was a cale Bar year
taxpayer and then focuses on the technical definition of
a "dividend," which sectjon 24495 states is a distribu-
tion out of the corporation's earnings and profits and,

general ly, out of the nmpst recently accumul ated earnings

and profits. A@cordin% to appellant, this nmeans that It
Is entitled to treat the dividend as having been paid out
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Appeal of Loui siana-Pacific Corporation

of KpC's earnings for the last two nonths of 1976, when
KPC was a part of the unitary business.

pel lant admts that there is no decisiona
authority citable in support of its position. It Is not
surpr|3|n? that there is none, since appellant's argunent
runs counter to the clear Ianguage of section 25106, 1Its
argument is also contrary to the policy behind section
25106, which is to avoid countln?_the sane income tw ce
in conputing the income of a nulticorporate unitary
busi ness. re, since the inconme-of KPC out of which the
di vidend was paid was never included in appellant's
conbined report, or in any other California tax return
there is no possibility of double counting or double
t axation.

APpeIIant's al ternative argunent, which seeks
to exclude fromincome a portion of the dividend based on
the proportion of grpC's total 1976 income that was earned
prior to November 1, 1976, fails for the sane reasons as
appellant's nmain argument. It is contrary to the |an-
guage and intent of section 25106, and there is no
authority to support it. Respondent's action on the
first issue, therefore, will be sustained..

The second issue we nust decide is whether
appellant's gain on the sale of its KISC stock to FMC was
busi ness incone anortlonabIe by fornula or nonbusiness
i ncome specifically allocable inits entirety to Oregon
where appellant's commercial domcile is'located.
Section 25120 defines "business income" and "nonbusiness
income" as follows:

(a) "Business incone" means incone' _
arising fromtransactions and activity in
the regular course of the taxpayer's
trade or business and includes income
fromtangible and intangible property if
t he acquisition, managenent, and

di sposition of the ﬁroPerty constitute
integral parts of the taxpayer's regular
trade or business operations.

®* ® *

(d) "Nonbusi ness income" neans al
i ncome ot her than business incone.

_ Section 25120 provides two alternative tests to
determ ne whether incone from intangibles constitutes
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Appeal of Louisi ana-Pacific Corporation

busi ness income. The first is the "transactional" test.
Under this test, the relevant inquiry is whether the
transaction or activity which gave rise to the income
arose in the regular course of the taxpayer's trade or
business.  Under the second, or "functional" test, incone
fromintangibles is considered business incone if the
acqui si tion, management, and disposition of the

intangi bles were "integral parts" of the taxpayer's
regul ar trade or business operations, regardless of
whet her the income was derived froman occasional or
extraordinary transaction. (Appeal of DPF Incorporated,
Cal. St. Bd. of Equal., Cct. 28, 1980; eal of
Fairchild Industries, Inc., Cal. St. Bd. of Equal.

Aug. I, 1980.) 1t eitner of the two alternative tests
set forth in section 25120 is net, the inconme wl
constitute business income. Appeal of DPF | ncorporated,
supra; Appeal of Fairchild Indusiries, Tnc., supra.)
Respondent™ s determnaiion as to the character of income
to a business under either test is presuned correct, and
t he taxpayer has the burden of proving error in that
determ nation. . (appeal Of Johns-Manville Sal es
Corporation, Cal. St. Bd. of Equal., Aug. 17/, 1983.)
Respondent .arques that "its determnation can be justified
under either of the alternative tests.' Since vwe-agree
that there is anple evidence to support respondent’s
concl usion under the functional test, it is unnecessary
to give further consideration to the transactional test.

_ The cruci al inquiry IS whether the KISC stock-
hol ding was integrally related to appellant's unitary
business.  (See Appeal of Standard O | Conpany of
California, Cal. ~SU. Bd. of EquUal., WNRL. 2, 1983; Appeal
of_Jonns-Manville Sales Corporation, supra.) There 1s
IittIe question thal it was, altnough the relationship
was, for the most part, an indirect one through KPC
KISC, of course, was Kpc's donestic international sales
corporation. KPC, |ike apFeIIant, was engaged in various
aspects of the logging and | unber business. = During the
period, prior to November 1, 1976, that KPC was jointly
owned by appel lant and FMC, there were substanti al

I nterconnections between appellant and KPC.  For exanple
aBpeIIant provi ded managerment and narketln% services to
KPC for which it was paid approximately $1.5 mllion on
an annual basis. KPC al so ﬁurphased from appel | ant nore
than $1 mllion a year in chenmicals for use inits pulp
nanufacturlnq process. In addition, both appellant and
KPC appar ent K borrowed money fromKISC fromtime to
time, since' the KISC stock sal e agreenent required both
conPanles to repay loans to KISC prior to FMc's purchase
of the stock.
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Appeal of Louisiana-Pacific Corporation

Under these circumstances, we believe-that
resgondent was fully justified in concluding that the
RI SC stock was an integral part of ap eIIant's_unltar%
business at the tine appellant decided to sell it. (See
éggeal of Qccidental etroleun1CbrPorat|on, %?n. on Pet.

Or ke, , La . BA or Equal., June ZI, 1983,

fn. 3.)% the gain on the sale, therefore, was |
properly classified as business income W thin the nmeaning
of section 25120. Accordingly, respondent's action on
this issue will also be sustal ned.

2/ Tn_our view, the actual decision to sell was made
sometinme prior to Novenmber 1, 1976, during the course of
the negotiations between appellant and Fmcwhich resulted
in the former's acquisition of KPC and the latter's

acqui sition of KISC. The record |eaves no doubt that
appel l'ant, by Novenber 1, 1976, was irrevocably conmtted
to "the sale of its KISC stock. The only question was one
of timng: when would it be nost advantageous, for
federal 1ncone tax purposes, to consunmate the sale.
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ORDER

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

| T I'S gEREBY CRDERED, ADJUDGED AND DECREED,
pursuant to section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Louisiana-Pacific Oor,ooratl on against a
proposed assessment of additional franchise tax in the
anount of $525,140.94 for the income year 1976, be and
the same is hereby sustained.

Done at Sacranmento, California, this 6th day
O January , 1987, by the State Board of Equalization,

witn Board Meobers Mr. Collis, M. Dronenburg, Mr. Bennett,
Mr. Carpenter and Ms. Baker present.

Conway H. Collis , Chai rman
Ernest J. Dronenburqg, Jr. , Menber
WIlliam M Bennett ,  Menmber
Paul Carpenter . Menber
Anne Baker* ,  Menber

*For Gray Davis, per Government Code section 7.9
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