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BEFORE THE STATE BOARD OF EQUALIZATION
OF THE STATE OF CALI FORN A

In the Matter of the Appeal of %
ARMOUR O L COVPANY )

No. 82A-421-KP

Appear ances:

For Appel | ant: Vaughn S. Morris
Certified Public Accountant

For Respondent: Anna Jovanovich
Counsel

OPI1 NI ON

This appeal is made pursuant to section 25666%/
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of Armour GO Conpany
agai nst proposed assessnents of additiognal franchise tax
in the amounts of $4,608, $1,928, and $2,449 for the
i ncome years ended May 31, 1977, Decenber 31, 1977, and
December 31, 1978, respectively.

1/ onfess otnerw se specified, all section references
are t0' sections of the Revenue and Taxation Code as in
effect for the income years in issue.
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_ ~The issue presented by this appeal is whether
interest income received on certain promssory notes
shoul d be classified as business income to appellant.

. ~Appel lant and its subsidiaries are engaged in
the distribution and sale of petroleum products. 1Its
headquarters and commercial domcile are in San D ego,
California. Appellant's stock is wholly owned by éﬁ?en
Armour and his wife. Prior to the appeal years, the
Armour's adult children owned seParate closely held
corporations that operated retail gasoline stations in
Hawai i. Al though appellant operated the Hawaiian sta-
tions, they were not part of appellant's unitary business
due to the lack of unity of ownership.

In June 1976, Powerine G| Conpany, an unre-
| ated corporation that has business connections wth
aﬁpellant,.purchased t he Hawai i an gasoline stations trom
the Armour children for cash and a series of pronmssory
notes. The notes were placed in separate trusts for each
of the children. In Septenber 1976, appellant purchased
the notes fromthe children's trusts. onetinme after
aﬁpellant purchased the notes, the relationship between
t he Armours and their children began to deteriorate. On
May 12, 1978, one of the children filed suit against her
parents alleging that theY i mproper |y negotlated the sale
of the gasoline stations to Powerine’s advantage in an
attenpt to better appellant's relationship with Powerine.

_ During the appeal years, appellant reported the
I nterest Baynﬁnts it received fromthe notes as business

I ncome subject to formla apBortlonnent annng all_of the
states in which its unitary business operated. During
1979, respondent audited appellant's tax returns for the
years in question and determned that all of the interest
recei ved was nonbusiness incone specifically allocable to
appel lant's conmercial donicile in California. The
appropriate assessments were issued, appellant's subse-
quent protest was denied, and this appeal followed.

o The issue on appeal is governed by the Uniform
Division of Income for Tax Purposes Act (UDI TPA) con-
tained in sections 25120-25139. Section 25120 defines
"busi ness income" and "nonbusiness incone" as follows:

F@ "Busi ness income" nmeans Incone ar|3|n?
rom transactions and activity in the regular
course of -the taxpayer's trade or business and
I ncludes income from tangible and intangible
property if the acquisition, managenent, and
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di sposition of the property constitute integral
Barts of the taxpayer's regular trade or
usi ness operations.

* % *

(d) "Nonbusiness income" neans all income
ot her than business income.

_ Section 25120 provides two alternative tests to
determ ne whether the interest fromintangibles consti-
tutes business income. The first is the "transaction”
test. Under this test, the relevant inquiry is whether
the transaction or activity which gave rise to the inter-
est incone arose in the regular course of the taxpayer's
trade or business. Under the second, or "functional"
test, all interest income fromthe intangibles is
consi dered business incone if the acquisition, mnage-
ment, and disposition of the intangibles were "integral
parts" of the taxpayer's regular business operations,
regardl ess of whether the income was derived from an
occasional or extraordin'ary transaction. (Appeal of DPF
| ncorporated, Cal. St. Bd. of Equal., Cct. 28, 1980;
éggeal of Fairchild Industries, Inc., Cal. St. Bd. of

ual., Aug. -1, 1980; orden, Inc., Cal. St.
Bg. of Equal., Feb. 3, : either of the two
alternative tests provided in section 25120 is net, the
interest income will constitute business inconme. (Appeal
of DPF I ncorporated, sgfra; Appeal of Fairchild |ndus-
tries, Inc., supra.) espondent’ s determnation as to
The character of incone to a business under either test
is presumed correct, and it is the burden of the taxpayer
to prove error in that deternmination. (Appeal of Johns-
Manvi |l | e Sal es Corporation, Cal. St. Bd. of Equal,,
Aug. 17, 1983.) An unsupported statenent by a taxpayer
that the transaction or activity which gave rise to the
interest arose in the regular course of the taxpayer's
trade or business or that it acquired, managed, and
di sposed of an intangible in a manner that nade it an
integral part of its unitary operation is insufficient to
satisfy its burden of proof.” (Appeal of Johns-Manville
Sal es Corporation, supra.)

ppel | ant contends that the notes were purchased
fromthe children's trusts to protect its business rela-
tionship with Powerine from any conplications resulting
fromthe fam |y squabbling between the Armours and their
children. Appéllant contends that since good business
rel ati ons between appellant and Powerine were deened
necessary for future supplies and sales, the purchase of
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the notes constituted an "integral part" of its business
even though the purchase was an extraordinary event. In
support of its position, appellant cites respondent's
regul ations which state that "[i]nterest inconme is

busi ness income where the intangible with respect to
which the interest was received ... is related to or
incidental to such trade or business operations." (Cal.
Adm n. Code, tit. 18, reg. 25120, subd. (c)(3) (art.
2.5).)

_ Ve find appellant's contention unpersuasive as
Its argument does not correspond with the facts presented
in the record. The only indication that the alleged
famly squabble existed is the lawsuit filed by the
Arnour's daughter almost two years after the sale of the
gas stations. The sale of the notes to appellant, how
ever, occurred just three months after the sale of the
gas stations. If the famly fight was so intense three
months after the sale of the gas stations that it "forced
apPeIIant to purchase the notes, we find it extrenely
unlikely that the Arnour's daughter would have waited two
years to file her lawsuit. Indeed, the conplaint filed
In the lawsuit states that the daughter did not even
becone aware of her parents' allegedly inproper actions
until after April 20, 1978. There is, thus, no evidence

of serious fanily discord prior to 1978.

- Even if we were to assume that the famly dis-
pute existed prior to the sale of the notes in 1976, we
find appellant's argument fails because it has attenpted
to frame the argunment in terms of a legal question wth-
out first establishing the factual basis for the |egal
inquiry. There is no evidence provided that shows the
val ue of appellant's business relationship with Powerine
to appellant's business operation. Nor is there evidence
to show that the famly squabble was actual |y damagi ng
the allegedly inportant business relationship. Appel-
| ant's unsupported argument would force, us to speculate
as to the relationship_between the notes and appellant's
busi ness operations. The mere statenment that appellant
bought the notes of a corporation with which it clained

-to have an inportant business relationship is insuffi-
cient to satisfy appellant's burden of proving that the
purchase of the notes occurred in the regular course of
appellant's trade or business or that appellant acquired,
managed, and disposed of the intangibles in a manner that
made the notes an integral part of its unitary operation.
(Appeal of Johns-Mnville Sales Corporation, supra.)

=253~




Appeal of Armour Q1 Conpany

e

ol it

Consequently, we find that appellant has failed
to prove that the purchase and holding of the notes
occurred in the regular course of its trade or business
or that the notes were an integral part of appellant's
uni tary business operations. Appeal of Johns-Manville
Sal es Corporation, supra.) As appellant has failed to
satisty 1ts burden of proving that the notes were related
to its trade or business under either test, it follows
that the interest generated from the notes %@s Egnbu5|-
ness income rather than business incone. (See Cal.

Admn. Code, tit. 18, reg. 25120, subd. (c)(3) (art.
2.5).) Accordingly, respondent's action in this mtter
must be sust ai ned.
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Q0 RDER

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

| T |'S 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 Armour G| Conpany agai nst proposed assess-
ments of additional franchise tax in the amunts of
$4,608, $1,928, and $2,449 for the incone years ended

May 31, 1977, Decenmber 31, 1977, and Decenber 31, 1978,
respectively, be and the sane is hereby sustained.

Done at Sacranento, California, this 10th day
of  June , 1986, by the State Board of Equalization,
with Board Menbers M. Nevins, M. Collis, M. Bennett,
M. Dronenburg and M. Harvey present.

Richard Nevins ,  Chai rman
Conway H. Collis , Menber
Wlliam M Bennett , Menber
Ernest g. Dronenburg, Jr. , Menber
Wl ter Harvey* ,  Menber

*For Kenneth Cory, per Government code section 7.9
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