BEFORE THE STATE BOARD OF EQUALIZATION
OF THE STATE OF CALIFORNIA

In the Matter of the Appeal of ;

No. 81lA-1248-5W
BERRY ENTERPRI SES, | NC. ) : :

For Appel | ant: Arthur Young & Conpany

For Respondent: Gary M Jerrit
Counsel

OPI NI ON

This appeal is made pursuant to section 25536;/
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of Berry Enterprises,
Inc., against ﬁroposed assessnents of additional fran-
chise tax in the anounts of $30,190, $33,771, and $95, 603
for the income years 1975, 1976, and 1977, respectively.

I/ unless Otherw se specified, all_section references
are t0 sections of the-Revenue and Taxation Code as in
effect for the years in issue.
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Appeal of Berry Enterprises, Inc.

The sol e issue presented by this appeal is
whet her appel l ant, Sawyer Tanning Conpany, and Ccean
Science and Engineering, Inc., were engaged in a single
gg%;ary busi ness during the incone years 1975, 1976, and

Berry Enterprises, Inc., (hereinafter " fgel-

| ant" or "Berry Enterprises”) was incorporated in 1973 by
Berry Holding Conpany. The objectives in formng aPpeI-
lant, as stated in its 1975 annual report, were to further
a program of corporate expansion and to "counteract the
"depleting asset" nature of the petrol eum business through
diversification. ..." (Resp. BEx, D.) Another nmjor
criteria set out by appellant to be used in determning
which type of business it would acquire was that "[aln
experienced managenent group must exist or be readily
recruitable. This team nust be capable of carrying out
the projected expansion plan." (Resp. EX. A.)

Following its formation, appellant, in July of
1974, acquired | oo-percent ownership of Sawyer Tanning
Conpany (hereinafter "Sawyer"), which is a manufacturer
of sheepskin coats. *Appéllant. obtained indirect owner-_
ship of Sawyer's 100 percent-owned affiliates, West Coast
H de & Skin,” County Suede of London, Sawyer |nternational
A G, Sawyer of Napa, Ltd., and Sawyer Export Sales Co.
all of which are involved in the international distribu-
tion and sale of the coats.

On March 1, 1975, appellant acquired a control -

ling interest in Ccean Sciences and En%gneering Cor por a-
tion. Ccean Sciences and Engineering Corporation (here-
inafter »ose") at the time of acquisition owned a Sub-

|

sidiary, California Shipbuilding and Dry Dock Conpany,

whi ch operated as a conmercial shipyard. This subsidiary
(hereinafter "calship®) subsequently began |easing |and
and dry docks for its marine repait buSiness from water-
street Properties, a conpany fornmed by appellant in |.976
for the sole purpose of hol'ding the property used by
Calship.

_ Fol

acquired (1) T
C

C

| owi ng the acquisition of OSE, apﬁellant

& H Compressor Repair Company (hereinafter
*r & H"), a conpany engaged in the installation and repair
of oil field conpressors; (2) Texas Conpressor Conpany,
Inc., which operated outside of California in a manner
simlar to T & B; (3) Machine and Iron Wirks, Inc., which
was involved in the petrol eum industry through manufac-
ture, sale, and service of oil field equipnment; and (4)

Photo Gravity Conpany, Inc., and its subsidiary Photo
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_Gravity Conpany, Inc., and its subsidiary Photo Gavity
Surveys, Ltd.,” which were involved in the devel opnent of
seisnbgraphic data. Each of the above-listed companies,
%géer nergers, were allegedly operated as divisions of

The operations of both Sawyer and OSE were
aRparentIy conducted by the individuals who were either
the former owners or managers, individuals who were
pronoted fromw thin the organization, or individuals
with. substantial experience in the industry who were
hired subsequent to the acquisition. (George Rosman and
Inre Vizkelety, who were senior executives of Sawyer
retired in 1976, and John Kol ozs, fornmerly from County
Suede, was pronoted to president. Several other nen were
ei ther pronoted to nmanagenent positions or hired fromthe
outsi de because of their experience. O all the Sawer
managnent personnel hired in 1976, only lan Wrdsworth

had anK responsibilities with appellanf. M. Wrdsworth
was the secretary for appellant in 1975 and al |l egedly
continued to maintain appellant's accounting records
until md-1977. The directors of appellant and Sawyer
were 1dentical. '

The majority of the board of directors of OSE
were the same individuals as_those who served on appel -
|ant's board of directors. There were also sone simlar-
ities in appellant's and ose's staff. Beverly Huber was
the assistant secretary for appellant in 1976 and 1977
and 0SE's assistant secretary in 1977. Charles Hanlin
was a?gellant's and O0sE's secretary in 1975 and treasurer
in 197/6. Arne Kal mwas president 'of both appellant and
OSE during all the years in issue. He was also chairman.
of the board of directors for Sawyer. Appeliant was
conpensated by its subsidiaries for the tine M. Kalm
spent working with both Sawyer and OSE. Conpensation was
in the formof nonthly managenent fees. For exanple, in
1975, Sawyer paid appellant $26,643 in managenent fees
?nd In 1977 it paid appellant $120,000 in nanagenent

ees.

Appellant, in its tax returns for the years at
issue, considered itself to be a single unitary business
with both Sawyer, a profit-making business, and OSE, a
busi ness which was not at that tine generating a profit.
Aﬁpellant consi dered the businesses unitary because of
the alleged contribution Arne Kal mmade to Sawer and OSE
and because of ose's and Sawyer's alleged financial
dependence on appellant. Respondent determ ned that
appel l ant, Sawyer, and OSE were not a single unitary
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busi ness and i ssued proposed assessnents. This tinely
appeal foll owed.

- \Wen a taxpayer derives incone from sources
both within and without California, it is required to
measure its California franchise tax liability by its net
i ncone derived fromor attributable to sources wthin the
state. (Rev. &« Tax. Code, § 25101.) If the taxpayer is
engaged in a unitary business, the amunt of income
attrrbutable to California sources nmust be determned by
appl ying an apﬁortlonnent fornula to the total incone
derived from the conbined unitary_operations. (See
Edi son California Stores, Inc. v. MColgan, 30 cal.2d 472
T183 P.2d 16] (1947).) [T, however, the business within
this state is truIK separate and distinct fromthe
busi ness without the state so that the segreﬂat|on of
income nay be nade clearly and accurately, the separate
accounting method nay properly be used. ~ (Butler Bros. v.
McCol gan, 17 cal.2d 664, 667 [111 P.2d 334] (1941),
aftd., 315 U. S. 501 [86 L.Ed. 991] (1942).)

Respondent's determnation is presunptively
correct and the appellant bears the burden of prOV|nP
that it is incorrect. (Appeal of The amwalt G oup; Inc.,
Cal. St. Bd. of Equal., June 25, 1985.) egfellant must
show that the relationship of Sawer and OSE to appel | ant
was of sufficient substance to denonstrate the existence
of a single unitary business.

_ ~ The existence of a unitary business is estab-
lished if either of two tests is net. (Appeal of F. W.
Wolworth Co., Cal. St. Bd. of Equal., July 31, 1972.)
The Caltfornra Suprene Court has determned that the,
existence of a unitary business is definitely established
by the presence of: (1) unity of ownership; (2) unity of
operation as evidenced by central purchasing, advertis-
ing, accounting, and managenment divisions; and (3) unity
of use |fn Its centrah(zg IexeClE;tlve forcsbgld general
system of operation. utler Bros. v. gan, supra,
1% cal.2d at 678.) The court has also stated that a
business is unitary when the operation of the portion of
the business done within California is dependent upon or
contributes to the operation of the business outside
California. (Edison-California Stores, Inc. v. MCol gan
supra, 30 cal.2d af 481.) Subsequent cases have affirmed
these tests and given them broad %ﬁfllcatlon. ( Superi or
GOl _Co. v. Franchise Tax Board, Cal.2d 406 [34 Cal.Rptr.
545 (1963); Honolulu O Co. v. Franchise Tax Board, 60
Cal.2d 417 [34 cal.Rptr. 552] (1963.)
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Appel I ant contends that Sawyer, OS& and itself
can be shown to be a single unitary business under either
of the two tests above. "W have held that, in the case
of affiliated corporations, both of the unitary tests
require controlling ownership. ~(Appeal of Revere Copper
and Brass, Inc., . St. Bd. of Equal., July 26, 1977.)
ControlTrng ownership does not require |og-percent stock
owner ship, "but sinmply conmon ownership, directly or indi-
rectly, of nore than 50 percent of a corporation's voting
stock.  (Appeal of Saga Corp., Cal. St. Bd. of Equal.,
June 29, . ['n the present case, unity of omnershlp
did exist as appellant owned 100 percent of Sawyer in
July of.1974 and control | ed approximately 79 percent of
osE's stock as of March 1, 1975. Respondent argues, how
ever, that the unities of use and operation were not
present and that contribution or dependency did not exist
among the corporations. W agree wth respondent.

_ In a case of vertical or horizontal integra-
tion, the benefits to the.Proup fromcertain basic con-
nections are usually readily apparent. In a situation
such as this one, however, Wwhere the Sawyer and OSE .each-.
en%?ged in a distinct type of business, wthout vertica
or horizontal integration, we nust scrutinize the connec-
tions labeled "unitary factors" to see if, in substance,
they really result in"a single unitary business, the
i ncone of whichis a%prpprlately refl ected in a combi ned
report. "Where the businesses are distinct in nature,
the nere recital of a number of centralized functions is
not sufficient, in our opinion, to establish unity of
operation, unity of use or contribution or dependency
between the operations.” (Appeal of Alied Propertieés,
Cal. St. Bd. of Equal., Mr. 17, 1964.)

Appel I ant contends that unity of operation was
denonstrat ed bY the financing provided to the subsidi-
aries by appellant and the control Arne Kalm had over al
the conpanies. W agree with appellant that interconpany
financing has been considered "substantial evidence o
unity of-operation." (Chase Brass & Copper Co. v. Fran-
chise Tax Board, 10 cal.App.3d 496, 503 [87 Cal.Rptr.
2391 ape. dism and cert. den., 400 U.S. 961 [27 L.Ed.24
381] (1970).) In this case, however, the financing and
guar ant ees provi ded by appellant were not used for any
conmmon business activity. As we stated in A eal of
Sinco, Incorporated, decided October 27, 19 - h such
financing resufts rn a unitary business virtually every
busi ness woul d be unitary no matter how unrel ated were
the various activities.™ Furthernore, appellant concedes
that there were no centralized departments for accounting
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personnel, legal work, insurance, or advertising. There
I's evidence that the negotiations wth banking and

I nvestment personnel were subject to Arne RKalm's approval
and were done under his guidance. However, there Is very
little indication that this relatively mnor centralized
function resulted in any substantial nutual advantage.

In sum al though appel l'ant hel d notes from both OSE and
Sawyer, there I's no evidence that these |oans contributed
to the operational integration of the three conpanies.
Furthermore, there were no centralized departments for
managi ng the three conpanies. Unity of operation or
unity of staff functions, therefore, cannot be said to-
have "exi sted to any meaningful extent.

Appel lant further argues that M. Kalm and to
a | esser degree M. Wrdsworth, M. Hanlin and. Ms. Buber
constituted a centralized executive force which nade the
ul timate managenent decisions for all three corporations.
By its own annual reports, appellant is a small organiza-
tion which works with skilled operating people in each of
the conpany's subsidiaries. Appellant's small corporate
staff set as one of its goals the purchase of operatin
.businesses Whi ch had managenment that was wlling to stay.
The facts indicate that appellant did purchase existing
busi nesses and did retain many of the key personnel .
There is no evidence that M. Kalmor any other officer
of appellant had nore than ninimal inpuf on the actual
operations of Sawyer or OSE. Rather, it appears that M.
Kal m was functioning as a financial or planning special-
ist. H's duties were to oversee the operations'of Sawyer
and OSE and to be of assistance if the operating personnel
needed assistance in their plans for expansion or their
outside dealings with financial institutions. There-is
no indication that M. Kalmwas doing anything other than
trylng to keep apegllant's_assets functioning in a pro-
fitabl'e manner. ntral financial nanagement is “to be
expected in alnost any case where a closely held corpora-
tion operates a nunber of enterprises.” (Appeal of Jaresa
Farns, Inc., now Harris Farns, Inc., Cal. St. Bd. of
Equal., Dec. 15, 19066.) Ihe record does not indicate
that M. Kalm had any expertise in the tanning business,
the marine repair business, or the oil field service
business. On the contrary, when vacancies arose in
various corporations, personnel were found to fill
vacancies. The duties were not nerely perforned by
Kalm W find this general oversight insufficient 't

support a finding of unity of use. (See A%Eeal of
Hollywood F|Iw1Eé%er rises, Inc., Cal. St. Bd. of Equal.,
Var %I 1982 (no unity of use where executive control

nerély made the subsi lary a nore productive independent

t he

t he
M.
0
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asset.) Likewise, the fact that the boards of directors
for all three were simlar is not conclusive evidence of
strong central management. These nenbers aﬁpear to be
figureheads and there is no evidence that they ever
participated in the day-to-day operations of the busi-
ness. nity of use, therefore, cannot be said to have
existed to any neaningful extent.

“The lack of unlny is also clear when judged by
the contribution or dependency test. The preceding
di scussion shows that the unitary factors propounded by
appel  ant do not show that the operations of appellant,
Sawyer, or OSE contributed to or depended ugon each other
in'such a way as to conpel the conclusion that the three
corporations were engaged in a single integrated economc
enterprise. This is sinply another exanple of a result
which is to be expected in alnost any case of commonly-
owned enterprises, no matter how unrelated operationally.
Appeal of 8imco, Incorprated, supra.) It does not
enonstrate tThat the operafions of any of these conpanies
contributed to or depended upon the operation of any of
the other conpanies. -

As appel | ant has not net its'burden of show ng
that appellant, Sawyer, and OSE were a single unitary
busi ness, we w |l sustain respondent's actions.
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T IS HEREBY ORDERED, ADJUDGED AND DECREED,
Pursuant to section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Berry Enterprises, Inc., against proposed
assessments of additional franchise tax in the amounts of
$30, 190, $33,771, and $95,603 for the incone years 1975,
197t6" ancclj 1977, respectively, be and the sane is hereby
sust ai ned.

Done at sacramento, California, this 4th day
of March ., .9R6, by the State Board of Equalization,

wi th Board Members M. Nevins, M. Collis, M. Dronenburg
and M. Harvey present.

Richard Nevins ,  Chai rman
.cOnw;v H collis ,  Menber
Ernest J. Dronenburg, JI- , Menber
VAl t er Harvey* , Member

. Member

*For Kenneth Cory, per CGovernnent Code section 7.9
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