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RE: Example of Unconstitutional Result of Digunctive Application of

Dependency/Contribution Test

Corporation has two operating divisions, A and B. A isactive in severa states but not in
State X, while B is active only in State X. Overal the corporation is profitable. By separate
accounting analysis, B’ s activities produce only losses, and the corporation’ s net income would
be greater if it did not own B. Any and all exchanges of value between A and B can be identified
and measured, and they show that B is heavily dependent on A and contributes nothing to A.

State X applies the dependency/contribution test in the digunctive. Since B’s activities
within the state are dependent on A’s activities outside the state, the conclusion isthat A and B
are unitary and their combined net income should be apportioned by formula. This means that
State X will be able to tax a portion of the A-B net income even though the activities within the
state contributed nothing to the production of that net income.

Is this not an unconstitutional result? Doesit mean that State Y, astatein which A is
active, must allow B’slosses to be deducted from the pre-apportionment base used to calculate
the corporation’s tax liability in that state?

Perhaps the facts in this example would be rare in the real world. But if thereis aflow of
value in both directions in most cases, why not state that to be the rule?

(Note: Cases which come close to this example are Superior Oil Co.* and Honolulu Oil
Co.? Inthose cases, California, in the position of State Y, was required to reduce its pre-
apportionment base by the oil companies' lossesin State X. However, the cases were distorted
by the extraordinary tax accounting rules allowed to the oil and gas business; i.e., the State X

1 386 P2d 33.
2386 P2d 40.
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losses were largely due to deduction of intangible drilling and devel opment expenses, expenses
of atype which would have to be capitalized in any other business. Furthermore, the decisions
have been called “juridical sports’ by Hellerstein.)?

¥ JR. Hellerstein, State Taxation, First Edition, 1 8.11(a)(i).
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