
  
 

 

 
 

 
SALT Alert! 2016-01: California: State Supreme Court Reverses 
Appellate Court’s Ruling in Gillette  

 
On December 31, 2015, the California Supreme Court issued its long-awaited decision in 
Gillette Company et al. v. Franchise Tax Board.1 The court held that several taxpayers could 
not elect to apportion their income to California using the allocation and apportionment 
provisions contained in the Multistate Tax Compact (the Compact) in lieu of the 
apportionment formula mandated under state law.  In the court’s view, the Compact was 
not a binding reciprocal agreement among states, and the legislature’s 1993 repeal of 
the election was effective, even if California had not withdrawn from the Compact 
entirely.  The court also rejected the appellate court’s holding that California’s 
reenactment rule was offended when the legislature adopted a double-weighted sales 
apportionment formula in 1993 but did not repeal the Compact.  
 
Background 

In 1974, California lawmakers enacted legislation incorporating the Multistate Tax Compact 
into California law. Article III of the Compact provides that any taxpayer subject to the state’s 
income tax may elect to use the Compact’s allocation and apportionment rules or use 
alternative state-specific apportionment provisions. Article IV of the Compact provides for a 
three-factor, equally weighted apportionment formula.  In 1993, the California legislature 
amended Ca. Rev. & Tax Code Section 25128(a) to provide that “notwithstanding” Ca. Rev. & 
Tax Code Section 38006 (i.e., the Compact), all business income for general corporations 
should be apportioned to the state using a double-weighted sales factor formula. In other 
words, the 1993 amendments mandated the use of a double-weighted sales formula, despite 
the fact that the Compact (and the apportionment election provisions contained therein) 
remained part of California law.  
 
Gillette filed amended returns electing to use the Compact’s allocation and apportionment 
provisions. In the taxpayer’s view, the 1993 amendments could not override or repeal 
provisions of the Compact, and it could, therefore, elect to use the Compact’s allocation and 
apportionment rules.  
 
In October 2012, a California appeals court held that Gillette could apportion its income to 
California using the evenly weighted three-factor formula contained in the Compact, despite 
the 1993 amendments mandating a double-weighted sales factor formula. In the court’s view, 
although the Multistate Tax Compact had not received congressional approval, it was 
nevertheless a binding interstate compact. Thus, when California became a signatory to the 
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Compact, it entered into a binding agreement with other states that, absent repeal of the 
Compact in its entirety, obligated California to offer multistate taxpayers the option of using the 
allocation and apportionment provisions in the Compact. The appellate court determined that 
the Compact was a valid, enforceable contract among states and not simply a model law.  In 
the court’s view, the only way for California to modify the Compact was to withdraw from the 
Compact by repealing it in its entirety.  
 
The appellate court further held that if the 1993 amendments were interpreted as repealing the 
Compact election, they would violate the reenactment rule derived from Article IV, Section 9 of 
the California Constitution. The reenactment rule directs that statutes may not be amended 
unless the relevant section is re-enacted as amended. The Legislature did not in 1993 repeal, 
amend or reenact any part of the Compact, meaning taxpayers did not have adequate notice 
that the purported intent of the 1993 amendment was to disable portions of the Compact.  
 
The Franchise Tax Board (FTB) appealed the appellate court’s decision in Gillette to the 
California Supreme Court. After almost three years, oral arguments were finally heard on 
October 6, 2015. During the arguments, the justices’ questions focused on the nature of the 
Compact and whether it was, in fact, akin to a contract binding on the member states. 

Supreme Court decision 

Before the California Supreme Court, the taxpayers argued that the Compact, despite its lack 
of Congressional approval, was nevertheless an interstate compact that created a binding 
contract among the signatory states and took precedence over other state laws. The taxpayers 
argued that Ca. Rev. & Tax Code Section 25128 (mandating use of the double-weighted sales 
formula) violated the Contract Clause of both the federal and California constitutions because it 
impaired an obligation (the offering of the election) mandated by an interstate compact. The 
California Supreme Court disagreed, holding that the Compact was not a binding contract 
among its member states.  
 
In reaching this conclusion, the court (at the urging of the Multistate Tax Commission in its 
amicus brief) applied the Northeast Bancorp test for determining whether an agreement among 
states amounts to a binding interstate compact.2  The court concluded that, applying the 
Northeast Bancorp factors, the Compact did not satisfy any of the indicia of a binding interstate 
compact. The first, and most important factor, was whether the Compact created reciprocal 
obligations among the member states.  The court concluded that the provision of the Compact 
offering certain taxpayers the option to choose either the Article IV apportionment formula or 
any other state apportionment formula did not create an obligation of member states to each 
other. The court also looked to whether the effectiveness of the Compact depended on the 
conduct of other members and whether any provision prohibited unilateral member action. With 
respect to these factors, the court noted that the Compact became effective in 1967 when it 
was enacted by seven states, and therefore it had long been effective when California joined in 
1974, and no action was required by other states to admit California as a member.  Further, 
the history of the Compact was “replete with examples of unilateral state action”—notably, a 
number of member states had adopted different apportionment formulas. The Compact did not 
prohibit unilateral state action because the Compact expressly granted states the authority to 
join or leave the Compact at will. Consequently, the court concluded that the freedom of 
members to engage in such unilateral conduct was inconsistent with the type of binding 
agreement contemplated by Northeast Bancorp.  
 
In concluding its review of the Northeast Bancorp factors, the court addressed whether the 
Multistate Tax Commission (MTC) itself is a regulatory body, the establishment of which is a 
“classic characteristic of an interstate compact.” The MTC, the court noted, has no binding 
regulatory authority over member states and its power to promulgate regulations or conduct 
audits exists solely at the pleasure of each member state. Further, the only express powers of 
the MTC that exist independent of authority granted by each member state are advisory only. 
The court concluded that because the MTC lacks any binding authority over member states, it 
is not a joint regulatory organization as contemplated by Northeast Bancorp.  



 

 
The court next examined the reenactment rule issue and reversed the appellate court’s ruling. 
Specifically, the court held that the amendment of Ca. Rev. & Tax Code Section 25128 by the 
legislature did not violate the California Reenactment rule by repealing the Compact election 
without specifically amending Ca. Rev. & Tax Code Section 38006.  When the legislature 
amended Section 25128 to require use of a double-weighted sales formula, it specifically 
stated that it applied “notwithstanding” Section 38006 (i.e., the Compact).  In the court’s view, 
the reference to the Compact was significant and even without reenacting it, the public should 
have been reasonably notified of the changes in the law.  
 
Lastly, the court rejected the taxpayer’s argument that the legislature did not intend the double-
weighted sales factor apportionment formula to be mandatory. “In light of the statute’s 
language and this legislative history, there is no credible argument that the Legislature 
intended to retain the Compact’s election provision.” 
 
Next Steps 

It remains to be seen whether the taxpayers will petition the California Supreme Court for 
rehearing or petition the U.S. Supreme Court for review as to whether the FTB’s failure to allow 
the Compact election violates the Contract Clause of the U.S. Constitution.  In event that the 
taxpayers do not petition, or the petitions for rehearing or review are denied, the Compact 
election litigation in California appears to be over.   
 
Please contact Scot Grierson at (949) 885-5643 or John Harper at (213) 593- 6704 with 
questions on the Gillette decision. 

 

Footnotes 
1 In addition to The Gillette Company, the court’s opinion addressed five other taxpayers asserting the 
same position. 
2 This test was adopted in Northeast Bancorp v. Board of Governors, FRS 472 U.S. 159 (1985). 
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