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OPINION

This appedl is made pursuant to section 25666" of the Revenue and Taxation Code
from the action of the Franchise Tax Board on the protest of Business Exchange, Inc., againgt proposed
assessments of additiona franchise tax in the amounts of $32,221, $58,900, and $10,469 for the
income years ended July 31, 1983, July 31, 1984, and July 31, 1985, respectively.

¥ Unless otherwise specified, all section references are to sections of the Revenue and Taxation Code asin effect for
theincomeyearsin issue.
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The only issue in the gpped is whether appellant was engaged in a unitary business with
itswholly owned subsdiary, Business Exchange Redty ("BXR") during the yearsin question.

During the apped years, gppelant was a publicly held company that provided a barter
sarvice for itsmembers. Members could sal goods and services to other members in exchange for "BX
credits’ and then use those credits to purchase the goods or services offered by other members; in other
words, the members did not have to make direct exchanges.

The appdlant'srolein the barter service was to publish membership directories, to
assigt the membership in increasing sales and in making purchases, and to provide a computerized
accounting service to post the transactions made by the members. Appellant's revenues, in cash and
BX credits, were derived primarily from providing servicesto its members.

In the 14 to 15 years preceding the apped years, appellant had purchased tracts of land
in Southern Cdifornia, Washington, and Oregon which it divided or subdivided and sold to BX
members and others. Appellant purchased most of this real estate from BX members with BX credits.
Sdesof thered estate to members were for BX credits and cash and sales to non-members were for
cash. 1n 1981, gppellant's red estate holdings made up about 30 percent of the value of appellant's
total assets; however, gains from the sde of red property did not contribute significantly to gppdlant's
revenues.

During the apped years, it appears that appdlant's red estate activity consisted of
purchasing two properties, sdling one, holding trust deeds, and receiving some amount of commissons
inits capacity asared edtate broker. These transactions appear to have involved BX credits or BX
credits and cash.

On April 1, 1983, appellant acquired 100 percent of the stock of Essex Redlty, Inc.,
and changed its name to BX Redlty, Inc. (BXR). Christopher Whedler, Essex’s president, stayed in
place as BXR's chief executive officer and continued to handle the day-to-day operations of the
company until he resigned in February 1984. Appdlant's president, Marvin J. McConndll, served as
chief executive officer for abrief time theresfter before Antoinette DeRose took over Wheder's duties.

Appelant states that the purpose for acquiring BXR was to dlow appellant to syndicate
exiging and future red etate projects. Appelant intended for its membersto serve asnot only a
primary investor base, but also to develop and rehabilitate red properties. (App. Br. a 2.) During the
three years on apped, however, it appears that BXR made no sales or purchases of red estate. It
intended to participate in the development of a 7.2 acre resdentia and commercid real estate project,
but was unable to receive gpprovd for the project from the Pomona Redevel opment Agency during the
apped years.

Appelant and BXR had three out of the four officerg/directors on their boardsin
common. Marvin J. McConnell was appellant's president and was chairman of the board of directors
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of both gppdlant and BXR. Prior to the formation of gppelant in 1960, McConndl owned a swimming
pool congtruction company and a congtruction company that built sngle family homes and did red estate
renovation.

Mog of BXR's activities, which during the gpped years gpparently involved only the
preliminary financing and advertising and the attempt to obtain approva for the Pomona devel opment
project, were conducted by personne who worked both for gppellant and BXR. Legd and accounting
services and insurance for BXR were arranged by appellant, and some of these services, aswell as
other goods and services for BXR, were paid for by BX credits. From its acquisition in 1983 until April
1984, BXR operated from appdlant's offices. At least one of the two signatures required on checks
issued by BXR had to be by one of appéllant's directors.

Appdlant was the guarantor of BXR's congtruction loan of $17,500,000 for its Pomona
project, dthough it is not clear from the record whether this happened during the apped years. In
1984, appellant paid $25,000 (in BX credits) for radio advertising of the Pomonaproject. BXR's
project was also mentioned in the newdetter that appellant sent to its members.

For appdlant'sincome years ended July 31, 1983, 1984, and 1985, appd lant filed
combined reports as a unitary business that included BXR. After examination, respondent determined
that appellant and BXR were not unitary and issued notices of proposed assessment. Appe lant
protested and, after its protest was denied, brought this timely apped.

The Cdifornia Supreme Court has held that the existence of a unitary business may be
established by the presence of unity of ownership; unity of operation as evidenced by centra
accounting, purchasing, advertising, and management divisions, and unity of usein a centralized
executive force and general system of operation. (Butler Bros. v. McColgan, 17 Cal.2d 664 [111 P.2d
334] (1941), affd., 315 U.S. 501 [86 L.Ed.991] (1942).) It has dso stated that a businessis unitary if
the operation of the business within Cdiforniaiis dependent upon or contributes to the operation of the
business outsde Cdifornia. (Edison Cadlifornia Stores, Inc. v. McColgan, supra, 30 Cal.2d 472, 481
[183 P.2d 16] (1947).) More recently, the United States Supreme Court has emphasized that a unitary
busnessis an enterprise whose parts are characterized by substantia mutua interdependence and a
flow of value. (Container Corp. v. Franchise Tax Board, 463 U.S. 159, 178-179 [77 L.Ed.2d 545],
rehg. den., 464 U.S. 909 [78 L.Ed.2d 248] (1983).)

Appdlant argues that it was engaged in a single unitary business with BXR because
McConnell controlled the operations of both corporations, the two companies shared officers and
directorsin common, al adminidrative functions for BXR were performed by employees of gppellant,
the companies shared office space during part of the time under consideration, appellant helped provide
financing for BXR, and gppedlant handled BXR's advertisng. Appdlant dso points out thet it had been
engaged in red estate ventures previoudy in connection with its barter service.

The Franchise Tax Board's determination regarding the existence or nonexistence of a
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unitary businessiis presumptively correct, and appellant bears the burden of showing thet it isincorrect.
(Apped of Kikkoman Internationd, Inc., Cal. St. Bd. of Equd., June 29, 1982; Apped of John Deere
Plow Company of Maline, Cd. St. Bd. of Equd., Dec. 13, 1961.) Respondent takes the position that
the circumgtancesin this gpped do not demondirate the "flow of vaue' or "subgtantia mutua
interdependence’ that is necessary for two companies to be considered unitary. It emphasizes that
gppdlant and BXR were engaged in diverse lines of business. In addition, the "centrdized control”
alegedly exerted by McConndl is characterized by FTB as nothing more than the oversight that any
prudent investor would give to his or her investments and does not indicate unity.

We agree with respondent that appellant and BXR appear to have been engaged in
diverselines of busness. Prior to its acquistion of BXR, appdlant did own red property; however, as
noted in gppellant's 1981 prospectus prepared in connection with an offering of its stock, such property
was acquired for "investment purposes.” (App. Reply Br., Ex. A a 15.) The holding of red estate for
investment is very different from the active development of real property for resde. (Apped of Hill and
Dde Land Company, Ca. St. Bd. of Equal., Nov. 19, 1986.) However, determining that the
businesses were diverse does not end, but merdly begins, the inquiry we must make. In the Appeal of
SerraProduction Service, Inc., et d. (90-SBE-010), decided September 12, 1990, we reiterated that
there is no separate unitary test for diverse businesses and taxpayers engaged in such businesses do not
have to satisfy a heavier burden of proof in order to obtain unitary trestment than taxpayers engaged in
horizontaly or verticaly integrated businesses.

Appellant relies, a least implicitly, on the presumption that arises under respondent's
regulation 25120, subdivison (b)(3), which provides guidance for determining the existence of asngle
unitary businessin adiverse business situation. In rdevant part, the regulation provides as follows:

(b) Two or More Businesses of a Single Taxpayer. A
taxpayer may have more than one "trade or busness" In such cases, it
IS necessary to determine the business income éttributable to each
separate trade or business. Theincome of each businessis then
gpportioned by an gpportionment formulawhich takes into
congderation the ingtate and outstate factors which relate to the trade or
business the income of which is being apportioned.

* * %

The determination of whether the activities of the taxpayer
condtitute a Single trade or business or more than one trade or business
will turn on the factsin each case. In generd, the activities of the
taxpayer will be considered asingle busnessif thereis evidenceto
indicate that the segments under consderation are integrated with,
dependent upon or contribute to each other and the operations of the
taxpayer asawhole. The following factors are considered to be good
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indiciaof asingle trade or business, and the presence of any of these
factors creates a strong presumption that the activities of the taxpayer
condtitute asingle trade or business.

* k% %

(3) Strong centrdized management. A taxpayer which might
otherwise be considered as engaged in more than one trade or business
is properly considered as engaged in one trade or business when there
is strong centra management, coupled with the existence of centrdized
departments for such functions as financing, advertisng, research, or
purchasing. Thus, some conglomerates may properly be considered as
engaged in only one trade or business when the centra executive
officers are normdly involved in the operations of the various divisons
and there are centralized offices which perform for the divisonsthe
norma meatters which atruly independent business would perform for
itself, such as accounting, personnd, insurance, legd, purchasing,
advertising, or financing.

(Cal. Code Regs, tit. 18, reg. 25120, subd. (b).)

We addressed the requirements of this regulatory presumptionin Sierra
Production Service, supra. Therewe sad, in dicta

What condtitutes "strong centra management” will depend, to a consderable
extent, on the facts in the particular case. We can say, however, that it requires more
than the mere exisence of "common officers or directors’ or an alegation that the
various business segments were under the ultimate control of the same person or group
of people. The regulation clearly contemplates that the centra managers will, among
other things, play aregular operationd role, in the business activities of the various
divisonsor afiliates.

During the apped years, which are the only years we congder in this apped, we find
that there was no centraized management as contemplated by Regulation 25120. McConndll had the
find say on money matters, but the operations of BXR as ared estate development company were
handled by its chief executive officer. Theintent to integrate BXR with appellant is not enough to make
aunitary business out of two commonly owned, but separately operated businesses. The question of
unity must be based upon actud interrelationships which existed during the period at issue, not those
which exiged in later years or those which gppdllant intended should exist. (Apped of W. K.
Equipment Company, Cal. St. Bd. of Equal., Sept. 10, 1985; see F. W. Woolworth Co. v. Taxation
and Revenue Department, 458 U.S. 354, 364 [73 L.Ed.2d 819] (1982).) ("[T]he potentid to operate
acompany as part of aunitary businessis not dispositive when, looking a the underlying economic
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redities of aunitary business, the dividend income from the subsidiariesin fact is derived from 'unrelated
business activity' which condtitutes a discrete business enterprise.”)

The gppdllant also relies on the case of Mole-Richardson Co. v. Franchise Tax Board,
220 Cal.App.3d 889 [269 Cal.Rptr. 662] (1990), in which the court found that a closely held
Cdifornialighting company was unitary with its subsdiary that operated a cattle ranch in Colorado.
However, that case is dearly distinguishable from the present one. In Mole-Richardson, the chief
executive officer directly supervised the operations of both businesses, including the negotiation and
purchasing of breeding stock and farm equipment. In the present appea, McConndll had "find say over
any and dl projects’ (App. Br. a 9), but it was BXR's president, Mr. Whedler, who "was responsible
for the redevel opment of the Pomona project . . . .[including] obtaining bids, hiring and supervisng
contractors, dealing with the Pomona redevel opment agency, and working with BX Redlty's lender in
conjunction with financing the project.” (Apped Ltr. a 8.)) Appelant dso statesthat it wasthe
Controller for the corporations, Mr. Winchell, who "negotiated with the bank regarding BX Redty
doing its own contracting” (App. Br. a 3), and "the congruction loan, aswdl as dl financing, was
negotiated and executed by Mr. Winchel and M[s]. DeRose" (App. Ltr. a 7). During the apped
years, the only instance of McConndll's active involvement with BXR referred to by appellant was that
he "was present a and conducted al negotiations with the City of Pomona regarding the funding of the
projects with redevelopment bonds." (App. Supp. Mem. a 3)) Thisbdated and vague reference, first
mentioned in gppdlant's last Supplementa Memorandum, is hardly enough for us to equate the
circumstances in the present apped with those in Mole-Richardson.

For the three years we are consdering, BXR was engaged in commencing an activity
which did not come to fruition during these years and which has not been shown to have had any
subgtantia relationships with the business of gppellant. This apped isin many ways smilar to the
Apped of Hooker Indudtries, (87-SBE-033) decided May 7, 1987, where we said:

The one item which had the potentid to establish a Sgnificant unitary
connection, the engineering research and development conducted for
Superior by gppellant's engineers, has not been developed sufficiently to
show precisdly when thiswork was done or whether it actualy led to an
operationa interrdationship of any substance between the two
companies.

Here, asin Hooker Indudtries, there smply was not a devel oped interrel ationship between the two
companies sufficient to result in afinding of unity.

The Situation may perhaps be best summarized in gppellant's own words. "[T]he facts
dso indicate that BEI was substantialy "gearing up' to integrate the red estate business even morein its
business after the advent of BXR." (App. Br. & 3.) To continue the metaphor, appdlant may have
been "gearing up" but in this period it had not shifted into "drive."
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Accordingly, the action of respondent must be sustained.

ORDER

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

IT ISHEREBY 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
Business Exchange, Inc. againgt a proposed assessment of additiond franchise tax in the amounts of
$32,221, $58,900 and $10,469 for the income years ended July 31, 1983, July 31, 1984 and July 31,
1985, respectively, be and the same is hereby sustained.

Done a Culver City, Cdifornia, this 13th day of December, 1994, by the State Board

of Equdization, with Board Members Brad Sherman, Ernest J. Dronenburg, Jr. and Windie Scott
present.

Ernest J. Dronenburg, Jr. , Member

Windie Scott* , Member

, Member

, Member

*For Gray Davis, per Government Code section 7.9.
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