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OPI NI ON

This appeal is nade pursuant to section
256661/ of the Revenue and Taxation Code from the
action of the Franchise Tax Bcard on the protest of Craig
Cor porati on agai nst proposed assessnments of additional
franchise tax in the ampunts of $39,050, $50,498, and
$53,922 for the inconme years ended June 30, 1976,
June 30, 1977, and June 30, 1978.

1/ Unless ofherw se specified, all section references
are to sections g# the Revenue and Taxation Code as in
effect for the incone years in issus.
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Acpeal of Craig Corporation

Two ,auestions are presented by this appeal:
1) Whether in-tramsit inventory was properly included by
t he Pranchise Tax Board in the numerator of %ﬂfellantﬂs
California property factor, and 2) whether t Franchi se
Tax Board properly required appellant to computethe
inventory component of its property factor on a
quarterly, rather than an annual, “basis.

Appel lant is a Del aware corporation whose
princigal busi ness durlnq]the appeal years was the
distribution and sale, throughout the United States and
several ot her countries, of consumer electronic products,
a substantial portion of which were purchased from manu-
facturets in the FarEast. Mnthly orders were placed
whi ch were designed to satisfy the needs ofall the
various sales re%ions for a period of three to six nonths
in the future. ders were placed based on historical
usa?e of a product, existing product requests, and
custonmer orders fromthe various sales regions. All
i nventory purchased from manufacturers in the Far East
was ordered through appellant's California office, and
that destined for the United States market was shipped to
appellant's facility ia Compten, California.

~Upon receipt in Conmpton, the bulk shipments
were subjected to any necessary quality control ianspec-
tion, conpliance with inport and custons | aws was
conpl eted, and the products were separated for shigment
to the various regional centers. e goods for other
regi onal centers generally remai ned at the Conpton
facility for 1to 10 days, depending on how long it took
to accumul ate sufficient inventory for a particular
regional center to dhip it economically.

Appel | ant was engaged in a unitary business and
' determined its income subject to California franchise tax
by means of a combined report and fornula apportionnment.
Forthe years in issue, appellant included in the numer-
ator of "its California property factor that proportion of
in-transit inventory which corresponded to the ratio of
California on=hand inventory at year end to total inven=
tory. This nethod had been initiated by a Franchise. Tax
Board auditor during an audit of appellant's return for
t he inconme year ended June 30, 1975. Wen an audit was
conducted for the years now in issue, the Franchise Tax
Boar d detegrmined that the prior auditor's method was

i ncorrect"and required that appellant include all inven-.

toryin transit fromthe FarEast in the California
numerator of the property factor. In fact, this

requirenent was a return to the nmethod used by appell ant
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in its.1972 and 1973 incone year r=zurns. (App. Ex. B at
1.) For the ?/ears in issue, the Franchise Tax Board also
adj usted appellant's inventory figures, using an average
based on quarterly flgures rather than_the average based
on annual figures used by appellant. These adjustnents
were reflected in notices of proposed assessnent agai nst
whi ch appel I ant protest ed. en the Franchise Tax Board
affirmed its action, appellant filed this appeal.

_ Appel l ant, since it was engaged in a single

unitary business, was subject to the apportionnent and

al I ocation provisions of the Uniform D vision of |ncone
for Tax Purposes Act (upITPa), found in sections 25120
through 25139, in detern1n|n% its income attributable to
and taxable by California. (Rev. & Tax. Code, § 25101;
Cal . Adm n. de, tit. 18, reg. 25101, subd. (£).) Under
UDITPA, a taxpayer's incone atcributable to this state is
determned by multiplying its business income by a frac-
tion (commonly called the apporticnment formula), the
numerator of which is the property factor plus the pay-
roll factor plus the sales factor, and the denom nator of
which is three. (Rev. & Tax. Code, § 25128,) The
property, payroll, and sales factors are fractions, the
denom nators of which are conposed of the taxpayer's
wor | dwi de property val ues, payroll, and sales,  respec-
tively, and the numerators of ‘which are conposed of the
taxpayer's California property values, payroll, and
%algs,) respectively. (Rev. & Tax. Code, §§ 25129, 25132,

5134.

The regul ations under section 25129 set forth
the following rules regarding the numerator of the
property factor:

The numerator of the propert¥ factor
shal | include the average value of'the rea

and tangi bl e personal propert%.omned or rented
b% the taxpayer and used in this state during
the income year in the regular course of the
trade or buSiness of the taxpayer. Property
in transit between |ocations of the taxpayer
to which it belongs shall be considered to be
at the destination for purposes of the
property factor. Property in transit between
a buyer and seller which Is included by a

t axpayer in the denom nator of its property
factor in accordance with its regular
accounting practices shall be included in the
numer ator according to the state of

desti nati on.
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Cal. Admin. Code, tit. 18, reg. 25129, subd. (4)
art. 2.5).)

~The parties appear to be in agreement that the
property in transit fromthe Far East is to be included
in the nunerator of the state of its destination. The
di sagreement is over which state is the 'destination" of
t he goods: the Franchise Tax Board contends that
California is the destination of all the goods, while the
appel l ant contends that some of the goods have destina-
tions in other states where its regional centers are
| ocated. W agree with the Franchise Tax Board that, for
purposes of the property factor, all goods intransit
fromthe Far East nust Dbe included in the California
numer at or .

The crux of appellant's argunent is that a
| arge proportion of the goods in transit fromthe Far
East are uItlnateI% destined for the regional centers in
other states and that they remain "in transit” until they
reach that ultimate destination. Appellant relies on the
follow ng |anguage found in the Appeal of Mntgonery Ward
& Co., Incorporated,, decided by This board on March 20,
196.5:

As.Respondent poi nts out, once goods have
been pIacedpln transit, the economc benefit
to be derived fromthemis nmost closely
connected with the point of destination. For
the purposes of allocating incone, the point
of origin or points along the journey which
goods I'n transit must travel are of little
significance, as conpared to the place where
such goods wi Il actually be put in use in the
unitary business.

Appel lant's reliance on the phrase "the place
where such goods will actually be put in use in the
unitary business" is msplaced. W note first that

al t

antﬁonery Ward, supra, dealt with the question of
etner goods in transit to California should be assigned
to their destination and was decided before the adoption
of UDITPA. This question has now been answered in the
affirmative by regulation 25129, supra, and both parties

are in agreenent on this point. Since a different ques-
tionwas bei ng addressed, and the "destination" in

Mont gonery wardwas not in dispute, we do not regard the
quoted Tanguage asan exclusive definition of destina-
tion. Even this |angugage, however, does not necessarily
- support appellant's position. In appellant's situation,
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"the place where such goods will actually be put in use,
in the unitary business" is just as nmuch Conpton as it IS
any of the regional centers in other states. The effi-
ciency and econony created by the stopﬁage of all the
goods in Conpton are advantageous to this unitary busi-
ness as a whole and Conpton is really the first place
where the goods are "put in use in the unitary business."
To read that |anguage as neaning only the place where the

‘goods Ul timately are stored is far too restrictive in the

context of a unitary business where the 'flow of val ue"
and "economies of scale" arise fromthe operation of the

busi ness as a whol e. (Contai ner Corp. v. Franchise Tax
Board, 463 U.S. 159, 178=179 [77 L.Ed.2d 545] (1983).)

W also disagree with appellant's contention
that the goods remain in transit until they reach the
regional centers. In the Appeal of Gbson Wne Co.,
deci ded by this board on June 22, 1956, the California
appel I ant”stored bulk wine, purchased by its out-of-state
?arent_corporatlon froman unrelated winery, during a

i ni shing process before sending it on to the parent
corporation for bottling and sale. The appellant
objected to the inclusion of this wine in the nunerator
of its property factor, contending that the wine was in
transit to the parent and could not be considered as
having a situs in California. W held that the w ne was

properly included in appellant's property factor,
sayl ng:

The storage of this inventory in Appel-

| ant' s warehouse was not a tenporary
|nterruEt|on in its interstate journey
for lack of facilities for inmediate
transportation, but instead was for the
parent's own purposes. Accordingly, the
inventory was not in transit in rnter-
state comerce and had situs in this
State for tax purposes. Yellow Cab
Manuf act uri ng Conpany V. The Gty of

San_Diego, 106 cal.app. 587.
(Appeal of G bson Wne Co., supra.)

The G bson Wne aBReal, al t hough al so deci ded
before the adopfron of UDIT is helpful in our deter-
mnation of the present appeal because it addresses the
preci se issue raised by appellant, i.e., whether the
goods remained in transit during their stop at Conpton
and because that issue is not |rectly addressed by _
UDI TPA. The present situation strongly resenmbles that in
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G bson wine, supra. The stoppagt <Z the inventory at
Conpton was not due to |lack of iamediate tr%nspor ation,
but was for appellant's own purposes. The factual
differences enphasized by appellant either do not exist

or are not significant enough to aistinguish Gibsea y%ne
from app=llant's situation. ~Therefore, We conclude that
the inventory purchased from manufacturers in the far

East was not in transit while it was in the Conpton
facility. Indeed, we have no indication that appellant
failed fo include in its California numerator the inven-
tory in Conpton on the requisite inventory days which was
intended for its out-of-state regicnal centers-. Anmel-
lant's "in-transit" argunent aPpears t 0 beinconsistent
with its actions. Certainly, it would be illogical to
have goods attributed to the regional centers before they

arrive in Conpton but attributed to Conpton when they
arrive there.

. Appel lant's argunent that "destination," as,
used in the regulation, means "ultimate destination" IS
unsupported by any authority and is contradicted bg t he
regulation itself. Subdivi'sion (d) of regulation 25129
provides two rules for in-transit property. One deals
with property in transit between |ocations of the tax-
Baya*and the other deals with _property in transit

etween a buyer and seller. Cearly, “the regulation
contenpl ates not one "ultimate" destination Tor goods in
transit, but allows for several destinations for the same
goods. Appellant's situation is a stereotypical exanple
of the situation contenplated by the regulation. ne
oods in transit fromthe Far East are goods traveling
roma seller to a buyer, and their destination, and
place of attribution tor property factor purposes, 1is
Conpton, California. Wen the goods |eave Conptoc for
the out-of-state regional centers, they are goods
traveling between |ocations of the taxpayer, and their
destinations, and places of attribution for propert
factor purposes, vary according co the regional center
for which they are-then desti ned.

_After the oral hearing in this matter, appel-
| ant submtted summaries of records fromJuly 1, 1983,
t hrough Septenber 30, 1985, show ng that, during that
time, an average of 10.6342 percent of its sales were for
products ordered specifically for two ngjor out-of-state
customers. None of the products ordered for these _
custonmers were ever ordered for or sold in the Caiifornia
market.  Appel | ant appears to argue that at |east this
?ercenta e of in-transit goods shoul d be excluded from
he Calitornia nunerator during the years in issue
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because these specific goods were unquestionally destined
for states other than California.

Ve are not persuaded by appellant's argument.
The goods that it ordered for these customers were
apparently appellant's goods while being shipped fromthe
Far East and, therefore, fall under the "between buyer
and seller" rule of the regulation. Wen they were
shi pped from Conpton to appellant’s customers, they were
agai n under the "between buyer and seller" rule, except
the appellant was the seller rather than the buyer.
Appel ['ant nust include all the goods in transit to
Conpton in its California numerator. \Wen goods |eave
Conpton for appellant's out-of-state custoners, they are
includible in the nunmerator of the property-factor at
their new destination by either appellant or its
custoner, depending on which party would nornally include
the goods in its property factor denom nator on the
rel evant inventory date.

The second question in this apPeaI I S whet her
the Franchise Tax Board may require appellant to deter-
mne its average inventory value based on quarterly,
rather than yearly, figures. Appellant argues that only
its annual inventory figures are audited and include
adlustnents for items such as costing corrections,
pilferage, and obsolete itens. |t contends that any
uarterly figures are inherently inaccurate. The

ranchi se Tax Board ar?ues that the quarterly figures
were used because appellant's inventory fluctuated w dely
t hroughout the ¥ear and was at a |ow point when the

end figures were conpiled. It determ ned

t hat averagln? t he quarter]y figures was necessary to
accurately reflect the California inventory, The
Franchi se Tax Board notes that appellant's concern fur
the adjustnents nade only in the annual inventory flﬂures
I's unfounded, since the same source was used for bot
numerator and denom nator. It also notes that the
year-end figures are a conmponent of the quarterly
conput ation nethod which it used.

Section 25131 provi des:

The average val ue of property shall be
determ ned by averaging the valueS at the
begi nning and ending of the income year but
the Franchise Tax Board nmay require the
averagi ng of nonthly values during the income
year 1f reasonably required to reflect
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oroperly the average value of the taxpayer's
oroperty.

-1
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I's section gives the Franchise Tax Board discretion to
varz from the use of annual figurzs if 'reasonabl
:2r2d to reflect properly the average value of the
var's property.” The Franchise Tax Board has here
vrarzised that discretion and the aopellant nust show
az it has acted unreasonably in doing so. W do not
| ieve that appellant has met that burden ofproof. Its
ser=ions Of inaccuracy are not supported by any evi-
ca2. Wedo not believe that the use of quarterly
=res, rather than nonthly figures as directed by the
t:z2, Makes the Franchise Tax Board's action
unrezsonable, Ssince it offered to conpute the average
usi ng monthly figures, but appellant declined to supply
tie necessary figures. W conclude, therefare, trat it
was not inproper for the Franchise Tax Board to use
quat:erlﬁ, rather than annual, inventory figures to
comgute the-average value of appellant's property during
the income year.

.
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Forthe reasons stated in this foregoing
opi nion, respondent's action nust be sustaine
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ORDER

Pursuant to the views expressed in the opinion

of the board on file in this procesding, and good cause
appearing therefor,

| T | S HEREBY ORDERED, ADJUDGED AND DECREED,
oursuant to section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the

protest of Craig Corporation against proposed assessnents
of additional franchise tax in the amounts of $39, 050,

$50, 498, and $53,922 for the income SQ/earsb endedpl une 30,
1976, June 30, 1977, and June 30, 1978, be and the sane

“i1s hereby sustained.

Done at Sacranmento, California, this 3rd day

of March , 1987 by the Sta-te Board of Equalization.

\é\nna hl\/lssoaBra{jkewbg?gggntM' Collis, M. Bennett, Mr. carpenter
Conway H Collis , Chai rman
W Iliam wmBennett , Menber
Paul Carpenter , Menber
Anne Baker* , Member

, Menber

*For Gray Davis, per CGovernment Code section 7.9
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