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BEFORE THE STATE BOARD OF EQUALI ZATI ON *s2-sBE-0g*
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of ;
HOVESTXKE M NI NG COVPANY )

Appear ances:
For Appellant: Garrett W McEnerney, its Attorney

For Respondent: Chas. J. McColgan, Franchise Tax Conm ssion

OPLNILON

This is an appeal pursuant to Section 25 of the Bank and
Corporation Franchise Tax Act (Statutes 1929, Chapter 13, as
anended) from the action of the Franchise Tax Comm $sioner 1in
overruling the protest of Homestake M ning Conpany, a corpo-
ration, against a proposed assessment of an additiona] tax in
the amount of $5,461. The assessnent of an additlonal tax was
proposed by the Comm ssioner due to the fact that the Conmm s-
si oner included in Agfellant's I ncone for the taxable year
ended Decenber 31, 1930, on the basis of which Appellant's tax
liability was conputed, interest fromfederal, state and nuni-
cipal bonds in the amount of $136, 525.

_ Wiet her the Conmi ssioner acted properly in thus including
interest received from federal, state and nunicipal bonds in
the incone of Afpellant for the taxable year ended Decenber 31,
1930, is the sole probleminvolved in this appeal.

A corporation, of the classes taxable under the Act, is
taxed for the privile?e of exercising its corporate franchise
in this State. This Tax is conputed in accordance with Section
4 on the basis of the corporation's net income for the preceding
fiscal or calendar year.

Net income is defined in Section 7 of the Act as being
"gross i ncone | ess the deductions allowed", G 0SS income IS
defined in Section 6 as including

"gains, profits and incone derived fromthe
busi ness, of whatever kind and in whatever form
pai d; gains, profits or incone from dealings

In real or personal property; gains, profits

or income received as conpensation for services
as interest, rents, conm ssions, brokerage or
other fees, or otherw se received in carrying
on such business; all interest received from
federal, state, nunicipal or ofher bonds, and
except as herernafter otherw se provided, al

di vi dends received on stocks."
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In view of the above provisions, it is Clear the-act con-
tenplates that interest fromfederal, state and municipal ponds.
shoul d be included in the income upon the qigls of’ wth? HhF
tax inposed by the Act is to be conputed. nce, 1t TolTows
that the Comm ssioner is to be regarded as having conmplied with
the terns of the Act in |nclud|ng in APReIIant'? I ncone fBr t he
taxabl e year ended Decenber 31, 1930, lhterest from such bonds
received by Appellant during said year

The Appell ant contends, nevertheless, that the Commissione:
erred in including such interest in the incone of Aﬁfell?ﬁt by :
which the tax on Appellant under the Act was measured. IN€
basis for this contention is that the Act, insofar as it providi
for the inclusion of interest fromfederal, state and munici pal
bonds in the incone by which the tax provided in the tet is
measured, is unconstifutional.

- Cenerally, we do not consider the constitutionality of
| egislation but |eave the matter for the courts to determne.
Qur-attitude in this respect has been expressed in a nunber of
I nstances, particularly in the

ny decided by us on August 4, 1930. However, we are of

the oprnion, in view of recent decisions of the Supreme Court
of the United States and of this State, that the inclusion of
interest from federal, state and nunicipal bonds in the incone
on the basis of which the tax provided In the Act is conputed
I's constitutional

Article XIIl, Section 16 of the State Constitution, pursu-
ant to which the Bank and Corporation Franchise Tax Act was
passed, expressly provides in subdivision 5 that the Legislatur:
"shall define 'net income' and may define it to be the entire
net inconme received from all sources'! In view of the above
provision, it would seemthat the Act cannot be regarded as
violating the State Constitution in providing for the inclusion
of interest from federal, state and nunicipal bonds in the
Income, by which th'e tax provided therein is neasured.  Hence,
I f such inclusion is invalid it is so only because it is prohi-
bited by the Federal constitution or laws of the United States
passed pursuant thereto.

_ Unquestionably, bonds of the United States being Federa
instrumentalities,” may not be subjected to state taxafion, nor
may the income therefrombe taxed (Weston v, Gty of Charleston,
27 U.S, 289). State and nunicipal bonds are, by Section 1 3/4
of Article X1l of the State Constitution, expréssly declared
to be exenpt from taxation. This exenption would seemto
extend to the interest from such bonds inasnuch as a tax on

the interest is to be regarded, in effect, as a tax on the
bonds (Pol | ock v, Farmer's Loan & Trust Co. 158 U.S. 601),
Hence, it would seemthat a tax inposed by this State on inter-
est fromfederal bonds would be void as being a tax on a federal
instrumentality, and a tax on interest from state or nunicipal
bonds, whether authorized by the State Constitution or not,
woul d be void also, as bein% in violation of Article I, Section
10 of the Constitution of the United States forbidding states
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to pass any law inmpairing the obligation of contracts.

~The question then arises, does the fect in providing for
the inclusion of tax exenpt interest in conputing the income
by which the tax provided in the act i s measured, inpose a
tax on such interest? Clearly, the Act does not purport to do
so. Rather, as noted above, ‘it purports to inpose a tax on
certain banks and corﬁprat|pns for the privilege of exercising
their corporate franchises in this State according to or mea-
sured by their net inconme for the preceding year.

_ A wel | recognized distinction exists between a tax on net
i ncome and a corporate franchise tax measured by net income.
The latter kind of tax has been regarded as strictly an excise
tax, not an income tax and being an excise tax, nontaxable
incone may be included in the neasure of the tax.

Thus, in Elint v, Stone Cbnpan¥, 220 U.S. 107, the -United
States Supreme Court sustalned a Federal franchise tax on corpo-
rations measured by their net income, including interest from
tax exenpt securities. In the course of the opinion, at page
165, the Court states:,

"It is * * % well settled by the decisions
of this court that when the sovereign authorltg
has exercised the right to tax a legitimte sub-
ject of taxation as an exercise of a franchise
or privilege, it is no objection that the nmeasure
of taxation is found in the inconme produced in
part from property which of itself considered is
nont axabl e. plying that doctrine to this case,
the neasure of taxation being the incone of the
corporation from all sources, as that is but the
measure of a privilege tax within the lawful
authority of Congress to inpose, it is no valid
obj ection that this nmeasure includes, in part at

least, property which as such could not be directly
taxed,."

Notwi t hstanding the rule of _Flint v, Stone Tracy Conpany,
the Supreme Court held in Macallen Co. v. Massachusetts, 279
U S. 620, that a taxing statute of Massachusetts purportlng
to inpose a franchise tax on domestic corporations neasured by
net incone, |nclud|nP_|nponE fromfederal and other tax exenpt
securities, was invalid insofar as income fromtax exenpt se-
curities was included in the nmeasure of the tax.

The inclusion of interest fromtax exenpt securities was

effected by an anendnent to the statute in question defining
net incone as

"the net incone for the taxable year as required

to be returned by the corporation to the federal
overnment under the federal revenue act applicable
or the period * x x and all interest and dividends

not so required to be returned”
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Prior to this amendment. net income was defined so as to ex-
pressly exclude nont axabl e i ncone.

~The state court held the tax to be an excise tax on the
privilzge of d0|ng busi ness, and hence, under the-rule above
noted, not invalid because nontaxable income was included in
its measurenent.

_ The United States Supreme Court, however, held that the
inlcusion of nontaxable incone in the neasurement of the tax
was for the purpose of taxing such income, and hence, the
tax was in substance and reality a tax on income derived from
tax exenpt securities, and not an excise tax on the privilege
of doing business. The purpose to reach such nontaxable incone
was found in the fact that it was included by an amendment to,
the statute in question, whereas before the "amendnment such
income was expressly excluded, and fromthe fact that such pur-
Pose was plainly disclosed b¥ a report of a special conm ssion
0 the Massachusetts Legi sl ature.

It is to be noted that the Court did not overrule
v. Stone Tracy Conpany,<upra. This is well evidenced by the
case of Eaucaélonai Films Corporation v. Ward, 282 U S. 379,
wherein The Court held valid the New York Tax *ct which inposed
a corporate franchise tax neasured by net incone, although
royalties from copyrights were included b¥-|npl|cat!on in such
incone. It was contended that royalties fromcopyrights were
nont axabl e i nasmuch as royalties from patents had been held
nont axabl e iLn lane v, Rockwond 277 LS., 142, and, consequently
in view of Macallen CO. v, Massachusetts, supra, the inclusion
of such roayltres in the nmeasurenent of the tax should be held
invalid. The Court did not determ ne whether royalties from
copyrights were nontaxable, but sinply %§PI|ed the rule of
Elint v. Stone Tracy Conpany. Macallen Co. v. Massachusetts wa
dlstlngU|shed on the grounds that the Massachusetts statute
evinced an intent to reach nontaxable incone, whereas.no such
intent was apparent in the New York Act insofar as royalties
from copyrights were concerned.

Hence, it would seem in view of the above noted decisions,
that unless the California Act can be brought within the rule
announced in Macallen Co. v. Massachusetts, supra, the inclusior
of interest fromtax exenpt bonds 1n conputing the income by
which the tax under the Act is neasured must be held valid.

In this connection, it is to be noted that the California
Act specifically provides for the inclusion of tax exenpt
Interest, whereas no such specific provision existed in the
Massachusetts statute before the Court in the Macallen case,
the inclusion of such interest being effected by general terms
along with other income not required to be returned to the
federal government. Furthermore, it is to be noted that the
report of the California Tax Conmmi ssion, which was before the
Legi slature when it enacted the California Act, contains obser-
vations on the possibility of taxing exenpt incone simlar to
those contained in the report of the special commssion to the
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Massachusetts Legislature, which the Court in the Mcallen
case relied upon as showing an intent onthe part Of (he
Massachusetts Legislature to tax forbidden incone.

Hence, it mght seemthat the California Act should be
accorded the sane treatment as the Massachusetts statute.
Neverthel ess, the Supreme Court of this State held in Pacific
Company, Ltd., v, Johnson, 212 Cal. 148, that the Act Was
valid, although interest Trom tax exenpt inprovement district
bonds was incCluded in the incone by which the tax provided in
the Act was measured. On appeal to the United States Suprene
Court, this case was affirmed, (United States Daily, A4pril 12,

1932, page 6; 52 Sup. Ct. Rep. 424),

It was contended by the taxpayer that inasnuch as the
bonds, at the time of iSsue, were exenpt from taxation under

Section 1 3/4 of Article X1l of the California Constitutin,
the inclusion of interest therefromin the neasurenent of the
franchise tax would result in violating Article I, Section 10

of the United States Constitution forbidding states to Pass any
| aw inpairing the obligation of contracts, From the holding
that the inclusion of interest fromtax exenpt inprovement
district bonds does not violate the inpairnent of the obliga-
tion of contracts clausf we are of the opinjion it necessarily
follows that the inclusion of such interest does not result in
taxing such interest.

_ Wiet her the Supreme Court of the United States in affirm
!ng Pacific Conpany, Ltd. v, Johnson, supra, repudiated the
Intent test applted rn Macal I'en Co. v, Massachusetts, supra,
or, whether the court, for reasons not —apparent ,relcl that the
California Act did not evince an intent to tax forbidden incone
to the sane extent as did the Massachusetts statute although
of great interest, is not of particular consequence' for the
purpose of the instant aﬁpeal. The inportant point is that the

Court considered that the constitutionality.of the California
Act was to be controlled, not by Mcallen Co, vi Massachusetts,

but by_the rule of Flint v, Stone~Tracy Company, supra, amnd
|

Educational Filns Corporatiom v, Wrd,—suprs.

It is true that Pacific Conpany, Ltd. v. Johnson, supra,
was concerned, not w tirthe TnctusTom of Tnterest—fTom t ax
exenpt federal bonds, but only with the inclusion of interest
fromtax exenpt inprovement di'strict bonds. Byt if the inclu_
sion of interest fromone class of tax exenpt Honds does no

result in taxin? such interest, it is difficult to see %h t he
i nclusion of interest from another class o% tax exenpt o%ds

shoul d be regarded as having any different effect.

Consequent |y, we conclude that the Act is constitutional,
al though it provides for the inposition of a tax measured by
net income' I n the conputation of which incone from tax exenpt

bonds is included.
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ORDER '-

Pursuant to the views e S i opl nj on_ of Boar d.
on file in this proceeding, Ul gsoecgd @aJshee ap";&é“éﬂ ng? tﬁe]leef 67
t he apti

of cnen§ "EREBY CRLERED, ADULOCED (D PECREED, Al vt

the pr ot est of Homest ake M ni ng Conpany, a corporationy 2gainsd

a proposed assessrent of, angag gy 169 Ohetintfl 6 are

| nterest, un apter 1
I's hereby sustal ned.

.Done at Sacramento, California, this 10th day of My,
1932, by the State Board of Equalization.

R E. Collins, Chairnman
Fred E. Stewart Menber
H G cCattell, Member

Jno. C. Oorbett Menber

ATTEST: Dixwell L. Pierce, Secretary
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