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a principal one in Columbus, Ohio, <and one in Madison, Indiana.
Other than certain lea,,,@@hold improvements in Cklifornia,
izppeI_lant's sole contact with California was through the presence
of two sales representatives who solicited but could not accept
orders from El2I’Chtli~tS. Rl.1. orders were forwarded to Cincinnati
for approval and filled by shipment from outside of California.

Formany years prior to 1955, United States Shoe
Corporation, an Ohio corporation enga,"mad in manufacturing and
selling women's shoes and footwear, was totally unrelated to
appellant. In 3.555, U. S. Shoe acquired 34.8 percent of
appellant's stocks The percentage increased to 97.95 percent,
99.26 percent and 99.34. percent, respectively, for the years
on appeal. U. S. shoe had its principal place of business in
Cincinnati, Ohio, ancl had eight manufacturing plants, all
located outside California. Its sole contzact with California
was by mms of sales representatives viho operated in the
same manner as appellant's representatives. U. S. Shoe's
five sales sep.resentatives we-re diffe-rent persons t'han
appellant's representatives.

United states Box Corpirly is an Z-50 corporation
wholly oxned by U. S, Shoe. DlXil-lg the years in question, it
manufactured boxes in its o\in plant. It had no property,
office, nor employees'in  California.

Imperi_a!. kclhcaives, Inc. , ar;orh.?r Ohio corporation
who13.y owned by U, S. Shoe, was, o-rganized in 1960 to manufacture
adhesives for use by shoe snd furniture mznufzcturers and
sol.vcnC proces,so-~s. IlIt had no property, office, nor employees
in CaLifor:r:ia,

LT. S. Shoz sold to appellant leather, other raw
~ -tlElt~:riL2lS and finished products for total amo.unts of

$ss,orl, $ 1 9 4 , 0 6 6 ,and $1,%+3,rZZ, during the respective yea.rs
at issue f 'j;fnis Tt?pr,esented 2.68 percent, 5.52 percent,' and
23.26 pzrcazt, for the resptzctive y;TBzrs,  of zppellant's
purchases, ox- aa average 0iT S.O,49 percent. This was an average
of .009G percent of U. 8';. Shoe's sales for the three years.
By purcha~i2g r;-:w m&!tercis5.3 fxor u. 5, Shoz, a?pelfant was
able to obta.i.n the a,dv&n~a~e of iJ. S, S?KIZ's quantifzy discouni:

PI? r 7 -; .n n.p~ui-d,c~3.i,rl~.

-216-



kppeal of Joxce^ -_> Inc.

.

consisted exclusively of finished products and averaged 2.57
. percent of appellant's sales and -1.09 percent of U. 3. Shoe's
purchases for the three years.

U. S. Box sold boxes exclusively to appellant and
U. S. Shoe.

In 1961, Imperial's first year of manufacturing,
more than one-half of Imperial's sales of adhesives were made
to U. S. Shoe; namely, $128,585 out of total sales of $206,657..
Imperial also sold some adhesives directly to appellant.

After U. S. Shoe acquired appellant's stock, appellant
and U. S. Shoe continued to have separate manufacturing_ plants
and to sell separate lines of ladies' shoes and footwear. They
retained separate purchasing, styling, advertising, pattern
and production departments and
forces. There was no shifting
dorporatfons.

separate sales and office
of personnel between t;'ne

k-11 corpo-rations but Imperial shared U. S. Shoe's
offices in Cincinnati, Chio. :_ccounting records of all four
corporations k;kre retained there and tax returns prepared there.
All corporations were represented by the same legal counsel and
independent accounting firm. i,;hile the makeup of each
corporation's board of directors.varied to a degree, there was
some interlocking of directors and the secretary-treasurer
of each corporation was the same individual.

While appellant was gene-r,911~ successful rp-rior to
1955, it sustained operating losses in some of -the years just
prior to U. S. Shoe's acquisition of its stock so that in 1955,
appellant had a net operating loss carryover in excess of
$400,000.a

*.

Appellant fi led sepzrste returns for the income years
under appeal, computing its income attributable to California
by the usual three -factor formula consisting of tangible
property, payroll and sales. Respondent determined that
appellant, U, 5. Shoe, U. S. Box and Impzrizl were engage6 in
a unitary business. ‘;ies~jondeilr  chzn rE,$2Zti~CTl  as income-.i I.3_nc l.ud ii3 1e in the measure of zppell.;~~~~;'s L-r-* the combined rietLCh )
in coma attributable to sources wirhin this state. IL computi;eG
this California income by.using in the three-factor formula
the‘factors of all of the corporations, including as California
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factors both appellant's and U. S. Shoe's

J in this state and appellant's property in
payroll and sales
this state.

.
Section 25101 of the Revenue and Taxation Code

provides that where income of a taxpayer is derived from
sources both within and without the state, the portion of the

. income attributable to California for tax purposes must be
determined by an allocation based on sales, payroll, property

or other factors or such other method as is fairly calculated
to determine the California income.

.

If a unitary -business exists, the unitary income
attributable to California must be determined by a reasonable
formula method rather than by sepa_rate accounting.. (Butler
Bros. v, McCoa, 17 Cal. 2d 664 ill1 P.2d 3341, affT,-
315 U.S. 501 [86 L. Ed. 991],) In accordance with one test
developed by the California Supreme Court, commonly owned
corporations are engaged in a unitary business if the. operation
of the portion of the business done within the state is dependent
upon or contributes to the operation of the business without

0
the state. (Edison California StoreA_& v. McColgan,
30 CztL. 2d 472 1183 P.2d 163; aerior Oil Co, v, Franchise
Ex Board, 60 Cal. 2d 406 134 Cal. Rptr. 5c3E6 P.2d 33);
u. v. Franchise Tax Board, 60 Cal. 2d 417___u1___-_
[34 Cal. Rptr. 55?, 38=.2d 403.) The California Supreme
Court deci'sions indicate a broadening application. of the.unitary
business concept, The court has yet to draw the line where
the.various portions of a business are separate rather than
unitary.

Applying this test to the four corporations involved
in this present appeal, we find considerable contribution and
dependency. Although appellant and U. S. Shoe sold different
lines of shoes and footwear, appellant was virtually entirely
owned by U. S. Shoe. The parent, U, S. ‘Shoe, served as a
substantial supply source of raw materials for appellant,
thereby passing on to appellant considerable savings on
purchases because of U. S. Shoe's volume discount purchasing.
Appellant.contributed  substantiaJ_ly to the benefit of U. S. Box,
one of, U, S, Shoe's wholly owned subsidiaries, by serving as
a market for box sales, Xt also purchased adhesives from
Imperial and sold finished products to U, S. Shoe,

0 The four corporationi s wprci further linked together
by partial interlocking directorates, Three of the four
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corporations shared the same head office. T h esilme person
served as an officer of appellant and U. S. Shoe, .,

. Accordingly, based upon the existing court decisions,
we conclude that the four corporations were engaged in a
unitary business.

Appellant asserts that in its separate accounting
it would not understate its net income since this was -the only
net income which, for federal income tax purposes, could be
offset against theavdilable net operating loss carry-over.
Appellant's good faith and good intentions are not questioned.
However, inasmuch as appellant's business was part 0f.a unitary
system, separate accountin,0 of appellant's business did not
truly reflect appellant's net income, (Eciison California
Stores,Inc. v. Ban., supra, 30.Cal. 2d 472 [lS3 P,2d 161.)I_-

Khile appellant operated as part of a unitary business
and a fo-rmula method of allocation was therefore required, we

0
still must determine whether respondent, by its method of
applying a fo-rmula, made a reasonable determination as to the,
amount of appellant's income attributable to Cali-r'ornia and
includible in the measure of the franchise tax.

.Power to apply formula allocation pursuant to
section 251OL of the Revenue and Taxation Code is not authority
to,tax a group of corporations as a unit or to include all of
the California income in the me'asure of t'ne tax of one of the
corporations. The power is given to ascertain the income of
a particular taxpayer within this state. (Edison California
Stores &.kk v-. McCogan, supra.) kccordingly, when' two or
Gosntities conduct >-portion of a unitary business in the
state, it__is t?2cossaYy, after the portion of the income from
the unitary business attributable to the state is dete-rmined,
t0 iYi2kc? i! r’U~t?l~~  a3z3rtionment
group to determine 2b.e

between ?zhe entities of the
tax ?.+.bFlity of each. In many instances

the .apportion- L'merit betr;leen the taxpayers within the state is
unimportant since the tax in total amount is the.same, and the
persons in control of the unitary business are not economically
affected by the.methoci of, or lack of, that apportionment.
One.instznce,  however, these the Zurthcr apportl.onment is
important is where the taxpayers fall into different tax
categories. (Altnan and K?lesling, ~~l.~oc~~ti.or.  nE Income inr'_zWz%---.~ ___.W
State Taxation, (2d ed. 1950) pp: 176-177.)- _..--.,.C
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Pursuant to PUS. I,. No. 86-272, n o  s t a t e  h a s  t h e
power to impose a tax on or measured by income deri.ved within
the state by any person if the only business activities within
the state a r e the solicitation of orders for sales of tangible
personal property, which orders are sent outside the state for
approval or rejection and ir' approved, are filled by shipment
or delivery from a point outside the state. Specifically
excluded by this federal. statute from this immunity a&
corporations incorporated in the state where the activity occurs.
Accordingly, the net income which appellant as part 05 the
unitary group derived from sources within this state was
includible in'the measure of tax, whereas the net income of

U. S. Shoe darived from sources within this state was not
includible.

IInasmuch as U. S. Shoe, in addition to appellant,
soJ_icited orders in California,a  pcrtion o.f the unitary income
attributable to scJurces  wi_thi.n this state constituted income
of u. S. Shoe \;hich was not includible in the measure of tax.
The apportionment of the Cali.fornia incdme between appellant
and U. S, Shoe seas not made by respondent.

appellant and include i_i7 the meisur8 of tax only a reasonable
portion OE the unitary net income which respondent has
determined is attributable to California sources. T h i s

. aIl.oca tion should be made on the,basis of Sppellant’s property, .  -
payroll and sales within CaliZorriia, in a manner designed to
reasonably refl,,q=ct the cant-ribu’tion  of  those  factors  to  the
total unitary net income,

OLIDER_ .._ -. 4 _
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IT IS HEXZ5Y @JWED,  kIlJUESi2  i3!D DECRZED,  pursuant

to section 25667 of the Xevenue and Taxation Code, that the
action of the Franchise Tax Board on the protest of Joyce,
Inc., against proposed assessments OLr additional franchise tax
in the amounts of $10,688.17, $8,773.35, and $10,614.65 for
the income years ended Novem3er 30, 1959, 1960, and 1961,
respectively, be and the same is hereby modified in that
appellant's income derived from or attributable to sources. . .
within this state is to be determined in the manner specifies
in the opinion.

Gone at Sacramento , California, this 23rd day
of l?ovember Equalization.

, Chairman %

kTT;;rST: ,. Secretary
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