BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE or CALIFORNI A

In the Matter of the Appeal of

SIGNAL INTERNATIONAL

Appear ances:

For Appel lant: Loren p. Cakes
Tax Counsel

For Respondent: Peter §. Pierson
Associ ate Tax Counsel

OPI NL ON

This appeal is nade pursuant to section 25667 of
t he Revenue and Taxation Code fromthe action of the Franchise
Tax Board on the protests of Signal International against
proposed assessnents of additional franchise tax in the anounts
of $622,87 and $423.56 for the income years 1957 and 1958,

respectively.

The issue presented concerns the deduction of
I nterest expense.

Appel | ant, a California corporation, borrowed certain
funds which were used (1) to acquire an interest in Iranian
oi | properties, (2) to acquire capital stocks in certain
conpani es associated with the operation of those properties,

i ncluding capital stock of Iranian Ol Participants, Ltd., and
(3) as working capital and for general corporate purposes. The
i nterest expense on the borrowed funds amounted to $21,344 in

1957 and $11,689 in 1958.

For each of the years involved apPeIIant rep rted
on its franchise tax returns "G oss profit ron1sa|es
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approxi mately $1,500,000 from "Wthout California." |t also
reported as gross income from"Wthin California," dividends
from Iranian Q| Participants, Ltd., in the anounts of $21,255

and $11,447forthe respective years. The interest expense
was of f set agai nst the dividends and, as a result, none of
appel lant's net income of approximately $1,000,000 for each of
the years was attributed to California.

Al t hough specific details are |acking, we shall
proceed upon the foll owi ng assunptions, which appear to be
accepted by both parties: (1) of the reported gross incone,,
only the dividends are includible in the measure of California
tax; (2) the amount of the borrowed funds used to purchase the
stock that produced those dividends is insignificant; and
(3) the reported gross income other than dividends was produced
by properties and operations financed by the borrowed funds.

Rel yi ng upon subdivision (b) of section 24344 of
the Revenue and Taxation Code, appellant contends that the -
I nterest expense was properly of?get agai nst the dividends.
Section 24344 provides:

(a) Except as |imted by subsection (b),
there shall be allowed as a deduction all
interest paid or accrued during the incone
year onindebtedness of the taxpayer.

(b) If income of the taxpayer is determned
by the allocation fornula contained in Section
25101, the interest deductible shall be an anount
equal tointerest income subject to allocation
by fornula, plus the amount, if any, by which the
bal ance of interest expense exceeds interest and
di vidend income (except dividends deductible
under the provisions of Section 24402) not
subject toallocation by 'fornula. | nt er e s t
expense not included i n the precedi ng sentence.
shall be directly offset against interest and
di vidend income (except dividends deductible
under the provisions of Section 24402) not
subject toallocation by formla.

- Respondent argues that subdivision (b) of section
24344 does not apply to appellant since its income was determ ned
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by separate accounting and not by the allocation fornmula,

Its primary argument, however, js that the deduction. is
prohibited by section 24425 of the Revenue and Taxation Code.

Section 24421 of the Revenue and Taxation Code provides
that'"... no deduction shall be allowed for the items specified
in this article." ne of the items specified as nondeductible
I's described in section 24425 as:

Any anmount otherw se allowable as a
deduction which is allocable to one or more
classes of income not included in the
measure of the tax inposed by this part,
regardl ess of whether such income was
recei ved or accrued during the incone year.,

The overriding | anguage of section 24425 conpel s us
toconcl ude that the section is controlling over section24344,
Wehave previously reached the same conclusion with respect
to the predecessors of these two sections. (Appeal of Geat
Northern Railway Co. , Cal, St, Bd. of Equal,,—Jume—14,71943))
Since the interest expense here in question was allocable to
i ncone which was not included in the neasure of the tax it may
not be deduct ed, .

— cun G - o

Pursuant t0' the vijews expressed in the opinion of

therefor,

IT 1S HEREBY ORDERED, ADJUDGED AND DECREED pursuant
Yo section 25667 of the Revenue and Taxation Code t he
action of the Franchise Tax Board onthe protests' og Slgnal
| nternational against proposed assessnents of addltlonal
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franchise tax in the anounts of $822.87 and $423.56 for'the
i ncone years 1957 and 1958, respectively, be and the same is
hereby sust ai ned.

‘Done at Sacranento |, Callfornla,/thl 4th day
of January , 1966, by the State Board of Equalization.
/‘/é’v A ///I’(’[/"‘/f"/ , Chalrman
\ . /,.\ / Member
\/ (7[&4&6 /C//(‘d?m , Member
, Menber
, Member

. Co Y Y e
ATTEST: | A¢” | Secretary

/PN
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