
7

l~l~ll~llllll~l~~l~lulll $I IINII llllllll\ ‘67~SBE-035’ - ’

BEFORE TiiE STATE BOAR3 OF EQU_4LIZATION

OF 5333 STATE OF CALiFO~RXiA

In the Matter of the Appeal of >
)

COMBUSTION EXGINEZRING, INC, )

Appearances:

.

For Appellant: Philip A. Stohr
Attorney at Law

For Resiondent: Lawence c, counts
Associate Tax Counsel

This appeal is made pursuzqt to sectio-n 2566'7 of
the Revezue and Taxatim Code >rom t'r,e acti& of t'?e Franchise
Tax Board 0~1 the protests of Combustion  &gineerixg, Lnc,,
agaizxt prcposed. assessments of additional frmchise taxes
in the a%omts of $1,94-3.35,  $t,986,47, md $8,873e2b for the
income years 1956, 1957, znd 1958, respectively,

The question presented for each year on appeal is
w?hether qpellaxt .aad the Air Preheate? Comoration (he-reix-
after referred to as APC) were engaged in a-single uztitary
businessu

A.ppel1a.t is a Delaware co?-ooration qualified to
d-o busines.s in Califoxtiao it owns ali of the stock of APC,
The chairma of appel 1m.t:~ board of directors aad one other
rl ga-3  e r 0 f its board are on the nice-member board or" ~~TS:C'GOTS
o f .!zc, i-RpC did -not qualify to do business i-n Califomia
until after the years iIl question.

AO*O  eliCiJ.lt

mits for utilities
in 3hese units is a
CorLpoi2eilts  O'G";Ed_iZed

designs axd imtalis stem generating
and industrial custozersc A major item
b o i l e r Xi.G_C~h 2.073 ellaat ElaXufactures using
in part froze o'ther suppliers.

\
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Appeal  ofCombustion Engineering, Inc o .

JiI?C’s principal business activity consists Of
t h e  manufacture  a_Ed sa le  o f the L jungstrom Air Preheater,
a r,egenerative Q-y-e prehsater wlhich  is ssidely used as aLcamp onen ti p art o f  bo%lers of t’ne tyg e manufactured  by
app ellarlt 0 This regenerative Dreheater is a unique patented
product sold oyliy by CC, l-&-&g the years under aspeal
sales of the preheater averaged between  91 percefit and 9 8
percent of P,PCls total sales,(L

Since the year 1948 appellant has made extensive
use of the Lju~gstrom  preheater in fulfilling its boiler
contracts Q For the combined income years 7956, 1957, and 1958,
ac-~ella~t~s purchases from A.?C- amounted to 40,4 percent of
&tiz s total sales, Substantially all of these purchases
-consisted of t’ne Ljungstrom  preheater, The balance of the
ARC preheater sales were made to appellant f s competitors at
the sazie unit prices paid by appellat.
I. It appears frm the record :&?_t xopellz-it's cti_s'~omers

&ually s~eecified  t’he Ljuzgstrom preheater in soliciting bids
for boiler units. Xhe:, given discretion appellct , as well as
its coqetitors, volwtarily ‘selected the Ljuagstrom preheater,

On its frawhise tax returns for the years in questio-n,
appellant computed its income separately from that of _&PC,
Reqondent  Franchise Tax Board, hos;rever, determined tinat AP C
and appellat were engaged in a single unitary business.  St
combined the income of t’he two corporations and by meaz.s  of a
three-factor formula allocated t’ce income within and trithout
the state p -!iWs.  action increased the amount of income attri-
butable t o  CaliiZoriria sources.*

Appell_s2t  c i tes the large volume of sales made by
.@C to a~pellant~s competitors ad the absence of centralized
fvln_ctiors such as common maagene::t , purchasing, f imncing ,
.p2cou?ting a,nd research as demilonstrating that A?C was engaged
in a completely separate business0

Res9onden-t points to the substantial volume of sales
made by _!PC to appellant and appellant'  s osrfiership ad control
of APC as corn-c,elling a finding that the two corporations were,,7 -engag;t;a  in a Kfiitar-y  business 0

I f  the ope2?ations  Or" the t?io corporations were unitary
the share of the combined income attributable to California
sources must be determi-ned  by mearts of formul_a apportionment;
sqarate accounting may not be used, (Rev. & Tax, Code, Q 25101
RX (7 Tol’,e~a~_i.o Pi_ctures  TncO vc Frxgchise  T a x  Eoard, *246 C a l .-7kw-___-’ - _-z __-__I-
Acp 0 2d ___ [__ Cal 0 Eg cr 0A ._.___A.)

* Advance  Eaport C i t a t i o n : 245 A,C,A, 748
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-0 Cormonly owned business operatiom carried 0-n. at
vocations s~rithbl and Without the state have been held to be
parts of a sin,-L~7 e unitary system where (IO o o the operation of
t'ne portion of the business done liithin the state is dependent
u-gon or contributes to the operation of the businessavithouti
the s t a t e  i) OB 0*1 (Suserior C%l__co_L v, F_ra-mhise Tax tica~d. 4
60 Cal, 2d 4-06 [3&-C?&,, Rptr. 545, 386 P,2d 333io) In jXlisofi
California Stows Inc, v, McCol~a~, 30 Cal, 2d b72 [183 P3.2d__-L.-.L----._
T6x,?ke court applied this test in finding that_zperations
conducted by commnly opmed corporations were unl~a~y.

A classic exaqple of a unitary business is one in
>JhiCh4 through commnly owned operations, goods are mmufactwed
il? olre state and sold ih another. (Unde-rT;rood  T:me~riter Co, v.
Chambe:rlain--V--7 254 U,SO 113 c65 L, Ed, 1653; .kltmal & Keeslii?g,
??lloc~t~ion  of Income &State TaxattQ; (2d ed, 1950) p0 101;,-.J-.I____~_T7.
Cal, AdrG_n. Code, tit, 18 reg, 25101, subd, (a),) Under those
circmwtances the rm_tual iontribution aad dependency bet:+?een
the manufacturing operation ad the selling operation are clear;
The sme type of coktribution and d_epende;2cy  exists if only a

by the other;
one o-aeration is marketed or utilized

dependency rG.-q31ected by the trasfer of products issubstantial,
not Oil vlfie-ther it is total, As stated ih Butler Bras, v0
McCol~sE, 17 Cal, 2d 664, 667, 668 [ill P,2d 33J-k]i, aff;d, 315
&So 501 [86'L. Ed, 99131:

if there is _my evidence to sustain a
finding that t'r?e operations of appellant
in Califomia during the year 1935
conti?ibuted to the net income derived
from its enti:re operations in the United
States, 'Cohen the entire business is so
LLeaj?ly unitary as to Tequiz?e a fair
systerrL of apportionment by t'ne formula
method i-n order to prevent overta.xatio:q
to t'ne coqoration or undertaxation by
t h e  state,
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&.pp eal of Combustion Xn.g&neering , I-cc-- 0

We frind a significant connection -in the business
operations of the two corporatLons  in the substantial transfer
of goods by MC to appellant.
together with appellant.! s.

in our opinio-n this activity,

the
absolute right to control and direct

acti.vities of PPC t’rzroug’h its complete stock ownership and
membership on the board of directors of APC, warrants a finding
that a unitary business operation was conducted,

App ellan’i purc’hased
preheaters

approximately $0 percent of L!PC*s
for use in the performance of  i ts  contracts0 Since

sa.les of this product represented in excess of 90 percent of
PPC7s sales volume, it is clear that appellantPs purchases
represented a substantial
&WC, App eliant  4

contribution to the operations of
in turn, was highly dep endent upon NC to

supply the preheater required for the performance of its
contracts0

Vader the circ-~&z_nces  present  in this case, -I&e a
sales of preheaters by A.PC to customers other,  than ~~~eil_Xct
must be regarded as merely an aspect of the unitary business,
The additional sales resulted in optimu_m  use of PPC?s facili-
ties md presumably resulted in lower per unit costs, thus
benefiting the entirebusiness,

-Vhile the service or overhead functio’ns of the two
corporations \;ere not centrally  -oerPormedd,  we have previously
ruled t’nat such is not required ‘if t’ne operations are otherwise
unified to the extent t’nat they are mutually dependent and
contribute to each other, (Anneal of McCall Carp Cal, St0
Bd, of Equal, , Juae 18, 1963 o Also see-konolulu & CO:XI
FranchLse Tax Board, 60 Cal, 2d 417? k2.4w[=3&-~~~k?~$2~o
j%-?-i 2d $Oj o )

For the reasons stated, t$Ie conclude that the business
operations of app ellant and APC were not truly separate and
tktat formula allocation of their cornbined.income  was proper,

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



IT 1s :IXHj3T_T O~Il~~~I), $il JUjlGED J2:i.l DECREED 5 -pup slJ_mt
to section 25667 of the Revtime and Taxation Code, that the
acti_on of 'the Franchise Tax Board ox the protests of Combustion
Fxgi-neeriiq, Inc,, against Froposed assessments of additional
fTa,qchise taxes j_p_ the ayflouj;ts of &943035, $4,986,47, ad
e8,873024 forw the income years 1956, 1957> and 1958, respectively
be and the szre is hereby sustained.

* Done at Sacramento
of J u l y , 1967, by the Stat:!

California, this 7thday
Board of Equalization,

,, Menber-

, Membes

ATTEST:
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