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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNIA

In the Matter of the Appeal of ;
COVERT, JR, AND LAURA J. ROBERTSON )
For Appellants: Pier Gherini, Attorney at Law

For Respondent: Burl D. Lack, Chief Counsel;
James T. Philbin, Juni or Counse

OPI NI ON

This appeal is made pursuant to Section 18594 of the Revenue
and Taxation Code from the action of the Franchise Tax Board on
the protests of Covert, Jr., and Laura J. Robertson to a proposed
assessment of additional personal incone tax in the anount o
$25'7.10 for the year 1956.

_ Appel lants, California residents, owned a forty (40) percent
interest in the Hckory HIl Land Co., aMchigan partnership,
which paid to the State of Mchigan tax due for the year 1956
under the M chigan Business Activities Tax (Act 150, P.A 1953 as
amended by Act 17, P.A 1954; Act 9, P.A 1955; and Act 282, P.A.
1955). As husband and wife, Appellants filed a joint California
personal income tax return for 1956 on which they credited against
the tax due their proportionate share of the business tax paid by
the Mchigan partnership. The amount clainmed was $273.52. The
Franchi se Tax Board disallowed the credit but did permt a deduc-
tion for the Mchigan tax in conputing net incone; thus it
assessed additional personal incone tax in the amount of $257.10.

~ The Franchise Tax Board contends that the M chigan Business
Activities Tax is not a net inconme tax within the meaning of Sec-
tion 18001 of the Revenue and Taxation Code and Appellants claim
that it is. This is the sole issue before us.

~Section 18001 of the Revenue and Taxation Code permts
residents of California a credit against their personal income tax
"... for net income taxes inposed by and paid to another state on
i ncome taxable under this part ..." Reg. 17976(a) Title 18,
California Admnistrative Code, provides:

m(1). . . Since credit may be allowed only for net
income taxes, no credit may be allowed for taxes

I nposed on gross receipts, gross income, dividends,
etc., which nust be pald regardl ess of whether or
not the subject of the tax constitutes net incong,
even though in particular instances the subject
taxed is net income in whole or in part."
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Credit provisions must be strictly construed. As Justice
Curtis said in Mller v._McColean, 17 Cal. 2d 432, 441 "...
allowing a credit is in effect an exenption fromliability for a
tax already determned and admttedly valid, and such statute
must be strictly construed a?a|nst the taxpayer . .." Therefore,
Appel lants are not entitled To a credit unless the Mchigan Busi-
ness Activities Tax is a net incone tax. Nothing less than that,
no matter how simlar, w/lT suffice.

It is axiomatic that a tax which is payable when there is no
net income cannot be a net income tax. In applying this test to
the question here posed, we nust analyze the M chigan tax.

Basi cal |y, the Business Activities Tax inposes upon all per-
sons enga%ed In business activity, expePt sal ary and wage earners,
a tax on that person's "adjusted receipts.”" "Adjusted Teceipts
are the gross receipts from business |ess deductions for: (1L
certain taxes, (2) any anounts paid to other businesses for the
acqui sition or use of “property or services other than capita
assets, (3) interest, (4) rent, and (59 depreciation. A deduc-
tion of 50% of the 3ross receipts is allowed even if the total of
t he above-nmentioned deductions is |less than that anmount. No
deduction is allowed for wages, except that if they exceed 50% of
the gross receipts then a deduction of 10% of the gross receipts
or half of the excess, whichever is smaller, nmay be taken in
addition to the basic 50% deduction. The act provides that the
tax is to be reduced in the percentage, not in excess of 25%,
that 1% of the "adjusted receipts" bears to the "net income."
"Net income" is defined by the act as the gross receipts |ess
certain costs, including the cost of wages.

Wthout discussing the econom c theory upon which this
unusual tax is based, 1t is clear that the tax could apply even
If the cost of wages were so high as to elimnate any net incone
to the taxpayer. Wile a precise and universally acceptable
definition of net inconme may not be possible, it is not needed
here. It is conmmonly understood, and is recognized by the
M chigan act itself, that a deduction for the entire cost of
wages is a basic requirement in arriving at the net income of a
busi ness. Webster's New International Dictionary, 2d Ed. (see
"income"); First Trust Co. of St. Paul v. Commonwealth Co., 98
Fed. 2d 27, 3TIawdli Consolidafed Ry., [fd. v. Borthwick, 105
Fed. 2d 286; Cook v. VAlters Drv_Goods Co.. 206 S. W. 2d 74.2;
Peo?le v. Knapp, 175 N Y. Supp. 337.) Since the M chigan tax
could apply despite the lack of net income, it cannot be a net
i ncone tax.

_ The conclusion that the tax involved is not a net income tax
s supported by the views of the Deputy Conm ssioner, the Business
Activities Tax Director, and the Research Analyst in the Mchigan
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Department of Revenue. They have stated that "It will be observed
that the tax is sonmething of a hybrid, possessing characteristics
of a net income tax and a gross receipts tax, but differing
fundanental |y from them" and that rThe wei ght of acadenic opi nion,
deflnltel¥, Is that the value-added tax is a species of sales
tax." (The Mchigan Val ue-Added Tax, 8 National Tax Journal,

357, 361, 369.)

~Qur holding is confirmed by a recent decision of the
M chigan Supreme Court which clearly indicates that the M chigan
CBu3| ness Activities gzax IS noztd a r12et |ncorép tax. Arnco Steel
orp. V. Michigan, 102 N. W 552, app. dism ____u. S.
Nov. 7,196Q, .%"A'L%With_ t he probl em .(g) whet her a foreign corpora-
tion doing interstate business in Mchigan is exenpt fromthe
Busi ness Activities Tax by reason of the Commerce C ause or the
Due Process Clause of the United States Constitution. In denying
such an exenption the court finds support for its reasoning in
United States Supreme Court decisions approving state taxes on a
reasonably allocated portion of net incone derived frominter-
state commerce. However, nowhere in its opinion does the court
directly refer to the Mchigan tax as a net inconme tax. It
states that the nentioned cases support the hol di n% by "analogy,"
thus recognizing that, while simlar, the Mchigan Business
Activities Tax I's not a true net Income tax.

ORDER
~Pursuant to the views expressed in the Opinion of the Board
on file in this proceeding, and good cause appearing therefor,
| T IS HEREBY ORDERED, ADJUDGED AND DECREED, pursuant to Sec-

tion 18595 of the Revenue and Taxation Code, that the action of
the Franchise Tax Board on the protests of Covert, Jr., and Laura
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J. Robertson to a proposed assessnent of additional personal
i ncome tax in the anobunt of $257.10for the year 1956be, andthe
sane is hereby, sustained.

Done at Sacramento, California, this 13th day of Decenber,
1960, by the State Board of Equali zation,

John w, Lynch , Chairmn

Ri chard Nevins, Menber

Paul R Leake , Menber

, Menber

, Menber

ATTEST: Dixwell L. Pierce , Secretary
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