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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of )

)
AMVERI CAN TELEPHONE AND TELEGRAPH COVPANY)

Appear ances:

For Appel |l ant: John s. Warren
Attorney at Law

For Respondent: Brian W Toman
Counsel

OPI| NI ON

This appeal is nade pursuant to section 25666
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of Anerican Tel ephone

. and Tel egraph Conpany agai nst proposed assessnents of

additional franchise tax in the amounts of $28,472.40,
$31,260.00, $78,350.00, and $99,074.00 for the incone

years 1967, 1968, 1969,and 1970, respectively. As
described nore fully bel ow, appellant agreed to and paid
a portion of each assessment. Accordingly, the anounts
remaining in issue are $19,841.50, $21,765.55, $29,005.90,
and $40,604.90 for the inconme years 1967, 1968, 1969, and
1970, respectively.
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In conjunction with other affiliated and
unaffiliated tel ephone conpani es, appellant operates a
long distance nultistate and international telecommuni-
cations system Part of this systemis conposed of (1)
appellant’s ownership interest in two trans-oceanic sub-
marine cable routes extending from California to Hawaii,
and (2) its leasing from Communications Satellite
Corporation (Consat) of satellite "circuits," which are
t wo-way conmmuni cations |inks between earth stations and
orbiting satellites in outer space. The question to be
resolved is how appellant's interests in these
properties should be reflected in the property factor of
its apportionment fornmula.

The =“wo trans-oceani c cables at issue extend
from Point Arena and San Luis Ooispo, California, to the
| sl and of Qahu, Hawaii. The cables are jointly owned
and maintai ned by appellant and the Hawaiian Tel ephone
Conpany, an unrelated corporation, with appellant owning
a substantial majority interest in each cable. Each
cabl e system consists of three segnents:

Segnent A: Land and buildings appropriate for the cable

| andings and for the cable station at tae
California point. Al of this property is
solely owned by appell ant.

Segqment B:  Submarine cable connecting the |anding
points in California and the Hawaii cable
stations, together with associated cable
station equipnent at these points.

Segment C. Land and buildings appropriate for the cable
| andings and for the cable station equipnent
at the Hawaiian points.

In filing its returns for the inconme years
1967-1970, appel |l ant included in the denom nator of
its property factor its total investnent in both cable
systenms, and included in the nunerator its investmert in
Segnment A and in that portion of Segment B |ocated
within the territorial limts of California out to the
"three-mle limt." Respondent's assessnents propose
to increase the nunerator by one-half of appellant's
investment in the portion of the cables lying in the
deep ocean, i.e., beyond both the three-nile limt and
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the "outer Continental Shelf." 1/ Appellant

contends that respondent has no authority to assign
tangi bl e property to California when it 1s never
physically present in this state. Respondent's

position, however, is that these cables nust be assigned
to California and Hawaii for property factor purposes in
order to prevent some of appellant's income from being
attributed to the high seas so as to escape state
taxation altogether.

Al ong with other comunications comon car -
riers, appellant rents satellite circuits from Consat
l'inking a telecomunications satellite with earth
stations at Janesburg, California, and Brewster Flats
Washington. The satellite has a stationary orbit over
the Pacific Ccean and thus never passes over California.
Since construction of the Janesburg earth station was
not conpleted until Decenber of 1968, the first year for
whi ch appellant paid rental for circuits connecting that
station to the satellite was 1969. Consequently, the
I ssue concerning these rental paynents relates only to
the years 1969 and 1970.

In addition to renting the satellite circuits,
appel l ant al so owns an undivi ded 28.5 percent interest
in the Janesburg and Brewster Flats earth stations, with
Consat and other carriers owning the rest. The rental
charges appel | ant pays Consat for each circuit out of
Janmesburg cover the use of both the Janesburg facilities

and the satellite, but Consat provides no billing break-
down between the two conponents. I n addition, durinﬂ
1969 and 1970, Jamesburg and Brewster Flats shared the

circuits extending to and fromthe Pacific satellite,
and Consat's billing to appellant failed to differen-
tiate between the circuits entering into each earth
station. Thus, it cannot be determned what rental

appel lant actually paid for the Janesburg, California,
circuits alone. As well as paying rent to Consat,
appellant, as a part owner of the station, also receives
a portion of the rent Consat receives from other car-
riers for the use of Janesburg.

1/ Respondent excluded the outer Continental Shelf area
bPecause state taxation laws do not apply there. See

t he Submerged Lands Act, 43 U . S.C A ¢§ 1333; FTB LR 366,
Dec. 14, 1973, as nodified by FTB Lr 396, Aug. 9, 1976.)
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In computing its property factor for 1969 and
1970, appel lant included all satellite rentals paid to
Consat in the denominator. It did not include any of
the Pacific satellite circuit rentals in the numerator,
although it did include its investnent in the Jamesburg
facilities in the numerator. Respondent’'s assessnents
propose to increase the numerator by one-half of the
Pacific circuit rentals, mnus the portion that woul d be
duplicative of the inclusion of appellant's interest in
the Jamesburg station. Respondent's theory is that the
Pacific circuit rentals mustbe assigned entirely to
California and Washington for property factor purpcses
in order to prevent sone of appellant’s inconme from
being attributed to outer space, where it escapes al
state taxation.

Appel lant's position is that if the numerator
is to be increased at all, it should be increased onlﬁ
by the portion of the Pacific circuit rentals reasonably
attributable to the use of the Jamesburg facilities in
California and not by the portion attributable to the
use of the satellite in outer space. Aﬁpellant
reconputed its property factor on this basis and
submtted it to respondent along with its protest
agai nst the proposed assessments. Respondent rejected
appel l ant's proposal, however, and affirned the
assessments. Appellant then paid the portion of the
assessnents that would result under its own
reconputation of the property factor. -

Under the Uniform Division of Incone for Tax
Pur poses Act (UDI TPA) contained in sections 25120-25139
of the Revenue and Taxation Code,, taxpayers who have
i ncome from business activity which is taxable both
within and without California nust allocate and
apportion their net inconme as provided in UD TPA.
(Rev. & Tax. Code, § 25121.) As required by section
25128, a multistate taxpayer's business income is to be
apportioned to this state by means of an equally-
wel ghted three-factor formula conposed of the property
factor, the payroll factor, and the sales factor.
UDITPA's standard property factor is defined in section
25129 as foll ows:

The property factor is a fraction, the
nunerator of which is the average val ue of the
t axpayer's real and tangi ble personal property
owned or rented and used in this state during
the income year, and the denominator of which
is the average value of all the taxpayer's
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real and tangible personal property owned or
rented and used during the income year.
(Enphasi s added.)

For purposes of this case, the critical l|anguage is the
underscored phrase "used in this state.” Appellant
contends that property which has never been physically
| ocated in California, and never will be, cannot be
"used in this state" within the contenplation of the
statutory definition of the property factor.

Al though, as respondent notes, section 25129
does not specifically define the phrase "used in this
state," we believe that one would have td stretch the
ordinary meaning of this |anguage considerably in order
to conclude that the property involved herein falls
within it. Perhaps in recognition of the difficulties
of sustaining its position under the literal |anguage of
section 25129, respondent argues that section 25137
provi des independent authority for its action in this
case. Because we agree with that contention, it is
unnecessary to consider the other arguments respondent
has advanced in support of its assessnents.

To the extent relied on by respondent, section
25137 provi des:

If the allocation and apportionnent pro-,
visions of this act do not fairly represent
the extent of the taxpayer's business activity
in this state, the taxpayer nay petition for
or the Franchi se Tax Board may require, in
respect to all or any part of the taxpayer's
busi ness activity, if reasonable:

* * *

(d) The enpl oynent of any ot her nethod
to effectuate an equitable allocation and
apportionnent of the taxpayer's incone.

Based on prior decisions of this board, respondent
acknow edges that it bears the burden of establishing
that upITPA's normal provisions do not fairly represent
the extent of appellant's business activity in this
state, and that the application of section 25 137 's
special relief provisions is therefore pe=rmissible.
(See kppeal of New York Fooctball Giants, Inc., Cal. St.
Bd. of Equal., Feb. 3, 1977; Appeal of nanny Thomas
Productions, Cal. St. Bd. of Equal., feb. 3, 1977;
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Appeal of The O K. Earl Corporation, Cal. St. Bd. of
Equal., April 6, 1977.)  in substance, respondent argues
that, insofar as the application of the standard
property factor would result in apportioning sone of
appellant's income to outer space and the high seas,
UDITPA's normal provisions "per se" fail to fairly
represent the extent of appellant's business activity in

Cal i forni a.

The underlying basis for respondent's position
is the notion that UDITPA's fundanental purpose is to
assure that 100 percent, and no nore and no |less, of a
mul ti state taxpayer's business incone is taxed by the
states having jurisdiction to tax it. This view of
UDI TPA is supported not only 8; the statenents of
Professor Wlliam J. Pierce, </ who was the
principal draftsman of the uniform act, but also by the
courts of at l|east four other states which have adopted
UDI TPA. (See GTE Automatic Electrig, Inc v. AllEhln,
68 I11.2d4 326 T369 N.E.2d 841] (1977); M__V. Marine Co.,
@, al. v. State Tax Comm, 606 s.w.2d 644 Tho. 1680);
Deseret Phahnaceutlcal‘nbv-Tnpé-v. State Tax.Comv,-579
P.2d 1322 (Utan 19787); Caterplllar Tractor Co ., et a 1.

v. Dent. of Rev.. Ore. Tax Repn. . (CCHY § 203-314 affd..
289" 0re. 865 (678 P.2d 261] (1980).) 1In each of these
cases, the court sought to avoid an interpretation of
UDI TPA which woul d create a gap in the taxation of the
t axpayer's I ncone.

27 "Prior to UDITPA's adoption by any state,' Professor
Pierce coment ed:

The uniform act, if adopted in every state
having a net income tax ora tax neasured by
net income, would .assure that 100 per cent of
i ncome, and no nore and no |ess, would be
taxed. . . .

* % *x

Inseveral sections of the. imiform act,
reference is made to the allocation and appor-
tionment of'income on the basis of whether the
taxpayer is taxable in another state. As we
shal | see,. the question of allocating and
apport|on|ng with reference to this concept of
taxability assures that 100 percent of the
income of a multistate business theoretically
will be taxed by the several states. . . .
(Pierce.. The uniform Division of |ncone forState

Tax Purposes, 30 laxes 7147, 738749 (19577
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O the cases cited above, the one nost conpar-
able to the situation now before us is GIE Automatic
Electric. One of the issues in that case was whether:

the TTTinois Departnment of Revenue could require the
taxpayer to include in the numerator of its Illinois

sal es factor so-called "drop-shipnent” sales where both
the origin and destination of the sales were outside
Il'linois and the taxpayer was not taxable either in the
state of origin or destination. The Illinois Supreme
Court agreed that such sales were not includible in the
nunmerator under a literal reading of UDI TPA's definition
of the sales factor, but it held that the Illinois
counterpart of our section 25137 (section 18 of UD TPA)
aut hori zed the Departnment of Revenue to include these
sales in the numerator in order to effectuate the |egis-
lative intent of avoiding either an overIaB or gap in
the taxation of the taxpayer's mnultistate business
income. The court specifically stated that, to the
extent the standard sales factor did not apply to these
sales, UDI TPA's normal apportionment provisions clearly
did not fairly reflect the extent of the taxpayer's

busi ness activities in Illinois.

In light of this decision, and the others
cited above, we believe that section 25137 authorizes
respondent to deviate from UDI TPA's standard provisions
in this case in order to prevent sone of appellant's
busi ness income from escaping state taxation entirely.
To hold otherwi se would contravene UDI TPA s fundanent al
purpose to avoid both overtaxation and undertaxation of
a nultistate taxpayer's business incone, and woul d
unduly circunscribe respondent's powers to effectuate
an equitabl e apportionment of a taxpayer's incone.

Qur holding in this case is not inconsistent
Wi th our decision on rehearing in the New York Foot bal
G ants appeal, where we refused to al |l Oow respondent to
make a sal es factor adjustnment of greater magnitude than
the adjustment it seeks in this case. (Appeal of New
York Football Giants, Inc., Op. on Rehg., June 28,

1979.) Thaf appeal” did not involve a situation where
some of the taxpayer's income would escape all state
taxation if the normal apportionment provisions were
applied. The instant case does involve that problem
and the criteria by which respondent's authority under
section 25137 is to be neasured are not necessarily the
sane in both situations. For exanple, when the possi-
bility of duplicative taxation exists; as it often wll
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when the various taxing states apply different
apportionnent fornulas to the same taxpayer, it seens
entirely appropriate to strictly limt the use of
section 25137. But duplicative taxation is not a
possibility in this case, and it therefore seens equally
appropriate to allow respondent somewhat greater.

| atitude under section 25137, in order to ensure that

t he basic purposes of UDI TPA are carried out.
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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 HEHEBY ORDERED, 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 American Tel ephone and TeIegraPh Conpany
agai nst proposed assessnents of additional franchise tax
in the amounts of $28,472.40, $31,260.00, $78,350.00, and
$99,074.00 for the income years 1967, 1968, 1969, and
1970, respectively, be and the same is hereby
sust ai ned.

Done at Sacranento, California, this 29th day
of June , 1982, by the State Board of Equalization,
Wi th Board Members Mr. Bennett, M. Dronenburg and M. Nevins
present.

Wlliam M Bennett

S e B ol P e+ O . Al D Al VA A St ot . SO ol P ot

Ri chard Nevins

- J T e

Chairman
y Membe r
, Menber
, Menber

s o - e PRENY -

. Menber
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