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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of )
)
HOLLYWOOD FI LM ENTERPRI SES, | NC. )

Appear ances:

For Appel | ant: WIlliam W Sumer
Attorney at Law

For Respondent: cCari G Knopke
Counsel

OPI NI ON

This appeal is nade pursuant to section 26075,
subdivision (a), of the Revenue and Taxation Code from
the action of the Franchise Tax Board in denying the
clains of Hollywood Film Enterprises, Inc., for refund
of franchise tax in the amounts of $80,597, $54, 375, and
$56, 620 for the income years ended June 30, 1971, June
30, 1972, and June 30, 1973, respectively.
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The sole issue presented by this appeal is
whet her appel | ant was engaged in a unitary business with
its parent during its income years ended in- 1971, 1972,
and 1973.

Hol | ywood Film Enterprises, Inc. (hereinafter
"Hol | ywood" or "appellant") was a wholly owned subsidi -
ary of Inflight Services, Inc. (hereinafter "Inflight"),
a Del aware corporation with headquarters in New York
Cty. \Wen Hollywod was acquired by Inflight in 1968,
Hol | ywood' s chi ef executive officer, M. Kaplan, con-
tinued as president (and as one of the four directors)
under an enploynent contract with Inflight which was
in-effect throughout the years on appeal. Two other
Hol | ywood enpl oyees al so renmained as officers after the
acquisition. Three officers and directors of Inflight
served in simlar capacities with Holl ywood, and anot her
of Inflight's officers was also an officer of
Hol | ywood.

Hol | ywood' s business, before and during the
appeal years, was that of a filmlaboratory, devel oping
notion picture filmand converting filmfromone node to
another for use in different types of projectors. 1Its
facilities were located in Hollywod, California; 'and
its activities were all conducted within California.

Al t hough Hol I ywood apparently was capable of processing
al nost any type or size of film it was involved pri-
marily in developing and printing educational, infor-
mational, and training filns for industry, government,
and educational institutions.

Inflight's principal business was providing
full length feature filns to airlines for passenger
viewing during flights. The airline would choose the
filmit wanted, and Inflight would ordinarily obtain the
required nunber of prints froma filmdistributor,.. The
di stributor would _arrange for devel oping, printing, and
conversion of the, film by a laboratory of its choice.
inflight's busi ness was conducted both within and wth-
out California.

During the years on appeal, Hollywood was
required to conformto Inflight's accounting and hudget
procedures so that it mght be included in Inflight's
consol idated financial statenents and reports. Checks
drawn for nore than $10,000.00 required a countersigna-
ture by one of Inflight's. officers in New York. The

same accounting firm audited both conpanies', and Inflight

apparently retained law firnms which both conpani es used.
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Appel |l ant states that Inflight negotiated and purchased
nost of the liability and casualty insurance for the two
conpani es.  The enployees of both'were ‘eligible for
voluntary group life and disability, insurance coverage
negotiated and partially paid for by Inflight. Certain
key enployees of Hollywood also participated in Inflight's
executive stock option program Inflight'began provid-.
ing Hollywod with narketing assistance during this time
and several Inflight officers traveled to California to
meet with M. Kaplan and review Hol | ywood's operations.'

On occasion, Hollywood provided Inflight with requested
advice or information on technical natters.

For the inconme years ended in 1971, 1972,
and 1973, appellant and Inflight each filed separate
California returns. Appellant reported its entire net
income fromits operations and Inflight used fornul a
apportionnent to determine the income fromits opera-
tions which was subject to taxation by California.
Appel I ant subsequently filed clainms for refund,, assert-
ing that it was engaged in a unitary business wth
Inflight during those inconme years and conputing its
revised California income on the basis of a conbi ned

" report. Respondent determined that the two corporations

were not unitary and denied the refund clainms. This
timely appeal followed.

A taxpayer which derives inconme from sources
both within and without California is required to neasure
its California franchise tax liability by its net incone
derived from or attributable to California. (Rev. & Tax.
Code, § 25101.) Even if a taxpayer does business solely
in California, its income is derived fromor attributable
to sources both within and without California where that
taxpayer is engaged in a nultistate unitary business with
affilrated corporations. |In such a case, the anount of
income attributable to California sources mustbe deter-
m ned by applying an apportionnment fornula to the total
i ncome derived from the conbined unitary operations of
the affiliated corporations. (See Edison California
Stores, Inc. v. McColgan, 30 cal.2d 472 [183 P.2d 163
(1947).)

Respondent's determ nation is presunptiveIK
correct, and appellant bears the burden of proving that
it is incorrect; i.e., that the two conpanies did con-
stitute a unitary business. The existence of a unitary

‘ busi ness is established if either of two tests is met.

: (Appeal of F. W_Wolwrth Co.,, Cal. St." Bd. of Equal.,
Jul'y 31,7 719727)  The California Suprene Court' has
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determ ned 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
pur chasi ng, advertising, accounting, 'and managemnent'’
divisions; and (3) unity of use in a centralized
executive force and general system of operation. (Butler
Bros. v. McColgan, 17 Cal.2d 664, 678 [il]l Pp.2d 334 o
(1941), affd., 315 U.S. 501 [86 L.Ed. 991] (1942).) 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., supra, 30 Cal.2d at 481.)

Appellant asserts that it was unitary wth
Inflight under bqgth the tests for unity. Unity of
ownership was clearly present since Inflight owned 300
percent of Hol | ywood's stock, Appellant contends that
unity of operatipn was evidenced by Inflight's selection
of legal, accounting, and public relations firnmns,
Inflight's control of Hollywod' s accouriting and budget
procedures, Inflignt's negotiation and purchase of Iia-
bility, casualty, group termlife, and group disability
i nsurance for both conpanies, and Inflight's use of _
Hol | ywood's credit for obtaining |loans. Unity of use is
evi dent, appellant declares, in the interlocking officers
and boards of directors, Inflight's executive assistance
to Hollywood in the areas of financial guidance, market-—
ing, and sales, Inflight's attenpts to procure business
for Hollywod, and the exchange between the two conpanies
of technical know edge and new devel opnents in film proc-
essi ng. In support of its contention that contribution
and dependency existed between the two conpanies,
appel l ant cites execut-ive control and assistance by
Inflight, the exchange of technical know edge and
research, some financial assistance to each other,, and
servi ces and enpl oyee benefits provided by Inflight.

Respondent argues that appellant and it!;
parent are engaged in diverse enterprises which are
nei ther horizontally nor vertically integrated, that in
such cases a stronger evidentiary show ng of unity is
required, and that the connections alleged by appell ant

are insufficient to show unity under either test. It
concludes, therefore, that the two conpani es were not

engaged in a single unitary business during the years
on- appeal .

Respondent contends that Inflight and Hollywood
are engaged in diverse |ines of business and, therefore,
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a greater level of proof is required for appellant to
show that they were unitary. It bases this contention

on the follow ng | anguage fromthe %?Qeal of Wynn Q|
Company, decided by this board on February ®, %980:
~The thrust of the decisions cited by both
parties is that the nere fact corporations are
engaged in diverse lines of businesses, stand-
ing alone, does not preclude a finding that
such businesses are unitary. However, the
cited decisions also indicate that, in some
I nstances |nvoly|n? diverse lines of businesses,
the factual basis for a finding of unity may
require a stronger evidentiary show ng than
woul d be required "in situations involving
vertical or horizontal integration, since, in
diversification situations, the advantages to
be gained by centralization may be |ess than

they are in the nore nypical vertically or
horizontal ly integrated unitary business.

(see al so, Appeal of Daniel Industries, Inc., Cal, St
Bd. of Equal., June 30, 1980.)

The quoted | anguage does not create a prelim-
nary or separate test in which it nmust be determ ned
whet her or not two entities are engaged in diverse busi-
nesses. It does 7ot shift the burden of proof as to
i ssues of faet:- 1, neither does it inpose a heavier
burden. It merely points out that where there is no
hori zontal or vertical integration, sone of the nost
significant unitary factors, such as interconpany product
flow, will often not exist. Therefore, factors which
m ght be considered relatively insignificantin a case
of horizontal or vertical integration-take on added
I mportance because they are the onhy factors present
to consider. Each casemustbe decided on its own
particular facts; here appellant must produce sufficient.
evi dence to show that in substance the factors present
denPnstrate the existence of a single integrated economc
unit.

ot e o -k

1/ Except when the Franchi se Tax Board i S asserting.
fraud Wth intent to evade tax, the burden of proof is
on the appellant. (Cal. Admn. Code, tit. 18, s 5036.)
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In this appeal, the traditional vertical or
hori zontal integration is lacking. 1Inflight and
Hol | ywood did not deal with each other as steps in.a
vertical process, nor did they deal with the same |eve
of technology or provision of the sane end product or
service. Usual significant factors such as interconpany
product flow or central purchasing and distribution,
which are often clear indications of unity, are entirely
| acking. W nust, therefore, scrutinize the other
factors present, which are generally |ess forceful
indications of unity, to see if they are really of such
significance as to conpel the conclusion that the two
conpani es were engaged in a single unitary business.

Appel | ant urges that' "every factor pointing to
unity of operation and unity of use is present." It
then provides us with a list of 42 events and activities
which it considers to be indicative of the unity between
the two conpanies. W find nmany of the listed itens
unpersuasive for a nunber of reasons.

First, even with nore than fifty exhibits in
support of appellant's proffered facts, the record
contains contradictions which make it difficult to know .
the true situation. For exanple, in its opening brief,
appel | ant descri bed al nost $5,000,000.00 transferred

from Hol | ywood to Inflight over a period of seven years
as a series of loans; in correspondence wth respondent,

however, appellant enphasized that the paynents were not
| oans, but dividends.

Second, a nunber of the factors listed by
appel |l ant as evidences of unity reveal only that Holly-
wood was consi dered' an asset owned by Inflight. AnDNg
these are the restrictions on sone of Hollywood' s finan-
cial activities inposed by Inflight's credit agreenents
wi th banks and sone of the reporting procedures required
by Inflight to enable it to file consolidated returns.

Quite a few of the itens refer to events which
took place in years after the incone years on appeal,
Appel | ant argues that they are relevant since they show
the later effect of attenpts by Inflight during the ap-
peal years to channel processing business to Holl ywood.
It cites the Appeal of WIIlians Furnace Co., decided
August 7, 1969, rppealc Of Nonsanto Company deci ded
Novermber 6, 1970, Appeals of Anaconda Conpany, et_al..
deci ded May 11, 1972, and Appeal of I-T-E Circuit |
Breaker Conpany, decided september 23, 1974, as cases in
which this board has considered activities or events in
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years ot her than those under consideration as significant
or relevant evidence of unity. In only the Appeal of

| -T-E Circuit Breaker Comhowever, is any _
direct reference nade to the signifiecance of events IN
other years, and those wereyears before the ones on
appeal . Activities from prior years which continue
during years being appealed may, 'in sone cases, be
appropriately considered as evidence of a long-standing
interrelationship between two conpanies rather than nere
i sol ated events which would do little to show unity.
However, only in rare instances would activities after

t he appeal years be relevant since we nust |ook at the
integration which actually existe'd, not that which nay
have existed later. W do not believe that this appea
presents one of those rare instances. Therefore, we
find that the ac-tivities which occurred after the incone
year ended June 30, 1973, are not gernmane to the deter-
m nation of whether Inflight and Hol | ywood were unitary
during the years on appeal

Viewing the situation of Inflight and Hol | ywood
with the preceding considerations in mnd, we conclude
that the relationship between the two conpanies during
t he appeal years was not such that they' constituted a
single integrated econom cunit. Al though there clearly
was unity of ownership, the factors alleged by appellant
as indicating unity' of operation and use or contribution
or dependency were nore form than substance.

Unity of operation enconpasses what nmay be
called staff functions; e.g., common purchasing, adver-
tising: accounting, and interconpany financing. Al though
sone of these factors were present to a certain degree,
they were in the |east significant categories, such as
‘use of the same advertising agency and auditors, and
there is no indication that the relatively mnor cen-
tralized functions resulted in any substantial nutual
advantage. Operational unity, therefore, cannot be said
to have existed to any meaningful .extent.

Under unity of use, appellant stresses the
i nterlocking boards of directors and officers which pro-
vi ded Hol |l ywood with executive assistance in the areas
of financial guidance, marketing, and sales. Wile high
| evel executive assistance is considered an inportant
el ement of unity of use (Chase Brass & Copper_ Co. V.
Franchi se Tax Board, 10 cal.App.3d 496, 504 {87 Cal.
Rptr. 239] (1970)), in the instant case it lacks signif-
i cance because it did not contribute to inteqgration of
the two conpanies. The executive assistance-described
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by appellant, which was provided primarily in the areas
of marketing and financial control, reveals nothing nore
than Inflight's interest in expanding Hollywood' s own
market and making it into a nore productive asset.

Ot her than providing general fiscal guidance, there is
little indication that Inflight's executives had the
exFertise, at | east durlng the appeal years, to provide
Hol | ywood with the type of assistance which is associ -
ated with the integrated executive forces of a unitar
busi ness.  The instances of technical or informationa

I nterchange which occurred during these years, rather
than show ng any integration of operational systens;,
point up the |earning process which Inflight's execu-
tives were undergoing at that tinme. W find that
appel l ant has not 'shown that there was unity of use
during the appeal years. ‘

The lack of unity is even nore clear under
the contribution or dependency-test. The preceding
di scussion shows that, upon exam nation, the unitary
factors propounded by appellant do not show that the
OEeratlgn of Hol | ywood contributed to or depended upon
the business of 1nflight in such a way as to conpel the
conclusion that the two conpanies were enﬂaged in a
single integrated econonmic enterprise. ThIS Is not to
say that the conpanies could never be found to be uni-
tary, given a somewhat different factual situation in
other years, but only that appellant has not shown that
they were sufficiently integrated during these yeﬁrs to
be considered a single unitary business.” Under”these
ci rcunstances, respondent's action is sustained.




Appeal of Hollywod Film Enterprises, Inc._

ORDER

e -

Pursuant to the viewsexpressed in the opinion
of the board on file in this proceedi ng, and good cause
appearing therefor,

| T 1S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 26077 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board in
denying the clainms of Hollywood Film Enterprises, Inc.,
for refund of franchise tax in the amounts of $80, 597,
$54, 375, and $56,620 for the income years ended June 30,
1971, June 30, 1972, and June 30, 1973, respectively, be
and the same is hereby sustai ned.

Done at Sacramento, California, this 31st day
of March , 1982, by the State Board of Equalization,

with Board Members Mr. Reilly, M. Dronenburg and M. Nevins
present.

_* . . » Chai r man
Ceorge R Reilly - » Menber
Ernest J. Dronenburg, Jr:'  , Menber
Richard Nevins ~—, Menber

.+ Menber




