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On September 12, 2011, the California Court of Appeal, First District, affirmed a 

superior court decision in favor of the Franchise Tax Board's ("FTB") method of 

ordering controlled foreign corporation ("CFC") dividends. Specifically, dividends 

from the accumulated earnings of a partially included CFC of a water's edge filer are 

governed by the last-in-first-out ("LIFO") ordering provisions and must be treated as 

coming from current year earnings until exhausted and then from the most recent 

years' earnings, without regard to whether the earnings represent previously taxed 

income. Also, the appeals court affirmed the superior court's holding that interest 

expense attributable to funds proven to have some economic connection to the 

generation of California taxable income qualify for deduction. [Apple, Inc. v. 

Franchise Tax Board, Cal. Ct. App., Dkt. Nos. A128091, A129090, 9/12/2011] 

Statutory provisions 
Cal. Rev. & Tax. Code Sec. 25110(a)(7) requires a water's edge filer to include in its 

franchise tax return a portion of certain CFC income, computed using a ratio of the 

CFC's Subpart F income to current year earnings and profits ("inclusion ratio"). Cal. 

Rev. & Tax. Code Sec. 25106 requires dividends paid from one member of a unitary 

group to another member of the group to be eliminated from the recipient's income 

to the extent the dividends are paid from previously taxed income ("included 
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income"). To compute the amount of dividends paid from included income, and 

therefore eliminated, Cal. Reg. Sec. 24411 requires the use of the   LIFO ordering 

method. Dividends that are paid from income not included in a water's edge return 

("excluded income") are eligible for the 75 percent foreign dividend deduction from 

the recipient's income. 

Background 
The taxpayer, Apple, Inc., is a multinational corporation, incorporated in California 

with its principal place of business in that state. Apple and its subsidiaries develop, 

manufacture, and sell computers and software to customers throughout the world. 

Beginning with the tax year ending September 30, 1989, Apple filed California 

returns on a water's edge basis. In prior years, returns were filed on a worldwide 

basis.  

In 1989, Apple had previously undistributed foreign subsidiary earnings, 

accumulated over many years. Apple repatriated a portion of these earnings as 

dividends. Apple reasoned that in computing the LIFO elimination for included 

income, it should first look to the current year's included income to the extent 

thereof, and then to the most recent year's included income, and so on, until all 

accumulated included income was exhausted. Only then should it look to earnings 

attributable to excluded income in determining the taxable portion of dividend 

income from its CFCs.  Under this "preferential ordering" method, Apple eliminated 

all dividends received from the CFCs from the water's edge return.  

The FTB disagreed with Apple's preferential ordering method for CFC dividends. The 

FTB reasoned that the dividends should be deemed paid from the current year's 

earnings first and then the most recent years' earnings, irrespective of whether such 

income was included in a combined report. Only then should a taxpayer consider 

whether dividends paid from any given year's earnings were paid from included 

income. (Prior to 2004, the FTB had asserted that for each year, a taxpayer must 

determine the included income elimination on a pro-rata basis -- i.e., based on the 

payor's ratio of included income to total income in any one year. However, based on 

the holding in Fujitsu IT Holdings v. Franchise Tax Board, 120 Cal.App.4th 459 

(2004), the FTB abandoned this argument.) 

LIFO and preferential ordering 
Apple challenged the FTB's action before the California State Board of Equalization 

("SBE"), asserting that the FTB's LIFO methodology did not conform to the 

"preferential ordering" method endorsed in Fujitsu.  

The SBE found, and the superior court agreed, that the LIFO ordering method is 

consistent with IRC Sec. 316(a), treating distributions first as coming from current 

year's earnings until exhausted and then from the most recent years' earnings 

without regard to whether the earnings represent included or excluded income. With 

respect to Fujitsu, the superior court noted that the Fujitsu court's holding with 

respect to distribution ordering was "expressly limited" to "current year earnings." 

Expanding Fujitsu's interpretation of Sec. 25106 to multiple years would conflict with 

the LIFO ordering rule for dividends in former Cal. Rev. & Tax Code Sec. 22495, 

operative in the year at issue, and IRC Sec. 316(a).   
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The superior court stated that "the best way of reconciling Fujitsu's interpretation of 

Sec. 25106 with IRC Sec. 316(a) is to hold that a distribution is deemed paid entirely 

from included income of a CFC's most recent year's earnings until exhausted. Then 

the remainder of the distribution is deemed drawn from the excluded income of the 

most recent year. When that source is exhausted, the remainder is deemed paid from 

the included income of the previous year and so on until the entire amount of the 

distribution is accounted for." 

On appeal, the appeals court agreed with the conclusion reached by the SBE and the 

superior court that "LIFO ordering as between tax years is consistent with clear 

statutory and regulatory authority." Further, the appeals court held that "to allow 

preferential ordering of dividends between tax years would allow potentially 

indefinite tax avoidance by ignoring consideration of earnings attributable to untaxed 

excluded income until all included income had been exhausted."  

Interest expense deduction 
Cal. Rev. & Tax Code Sec. 24425 disallows any deduction, including a deduction for 

interest expenses paid, for any amounts "allocable" to untaxed income. The superior 

court noted that Sec. 24425 "does not disallow interest expense deductions for 

borrowings that have some economic connection to the generation of deductible 

income." The superior court found that Apple showed that it used its borrowings to 

fund working capital needs and none of the money flowed to its foreign subsidiaries. 

Additionally, the superior court rejected the FTB's "fungibility of money concept," 

finding that it had not been adopted in Sec. 24425 and such an interpretation of Sec. 

24425 "stretches the meaning of 'allocable' beyond a reasonable construction." 

The appeals court again found the lower court's analysis persuasive, stating that "the 

question is simply whether Apple...met its burden of under the 'totality of facts and 

circumstances' to establish that its dominant purposes in the borrowing, and the 

actual use of the funds, was to support, and was allocable to, its domestic (taxable) 

income-producing activities."  

Apple showed that during the years at issue, several of its foreign subsidiaries held a 

substantial portion of Apple's cash reserves, providing sufficient evidence that those 

foreign subsidiaries were cash rich and did not need funds from Apple. Furthermore, 

Apple had no long-term debt during the years at issue and there were no 

intercompany loans or any other flow of funds from Apple to any of those foreign 

subsidiaries holding the majority of those cash reserves, showing Apple did not 

borrow to fund its foreign operations. The appeals court concluded that there was 

substantial evidence to support that Apple's interest expenses were allocable to its 

taxed domestic earnings and not to the untaxed dividends from its subsidiaries.  

PwC Observes 
"With respect to distribution ordering, it is nice to have some certainty as to how to 

determine the dividend received deductions," notes Elaine Segarra Warneke, PwC 

SALT Director in Sacramento, CA. " This is a significant issue for most water's edge 

taxpayers and this decision provides specific direction on the method to apply in 

determining whether a taxpayer is allowed to fully eliminate the distribution or apply 

the limited 75 percent deduction.  Although we need to wait for the expiration of the 

appeal period to the California Supreme Court, practitioners and taxpayers may want 
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to revisit prior year deductions to determine if they are in compliance with this LIFO 

method." 

"With respect to the interest expense deduction, it seems the appeals court took a 

common sense approach here in that Apple sufficiently proved its position that 

borrowed funds were used in domestic not foreign operations.  With the appeals 

court affirming the superior court's rejection of the FTB's "fungibility of money 

concept," taxpayers that have had an interest expense disallowance should revisit 

their operations to determine if the disallowance was improper."  
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