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OPI 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 A Epstein and
Sons, Inc., against proposed assessnments of additiona
franchise tax in the anounts of $9,154, $2,672, and
$44,951 for the income years 1972, 1973, and 1974,
respectively.
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The primary issue presented by this appeal is
-whether appellant A Epstc'in and Sons, Inc., was engaged
in a single unitary business with several affiliated
corporations and was required to determne its California
income by conbined reporting procedures during the years
on appeal. |If we determ ne that appellant was engaged in
a single unitary business, additional issues presented
concern: (i) whether the inconme earned from the sal e of
meat-processing equi pnent as part of the contracts
.entered iNto with a state-owned entity of the Polish
government (hereinafter referred to as the "Polish
contracts") constituted business incone; (ii) whe-ther the
interest income derived from the Polish contracts
constituted business inconme; (iii) whether appellant's
California income is fairly represented by the standard
apportionment fornula; and (ivf whet her the New York
partnership should be included in the unitary business.

Appel lant A Epstein and Sons,, Inc., is a
menber of a group of closely held affiliated corporations
(hereinafter referred to as the "Epstein Corporations")
whi ch are headquartered in Chicago, Illinois. Appel-
lant's parent, A Epstein Conpanies, Inc. (parent), owns
all or a mpjority of the shares of all the subsidiary
cor por ati ons. During the years in issue, the Epstein
Corporations were principally engaged in the rendering of
design services and, to a |esser extent, were engaged in
the construction business. Al activities were carried
out on a worldwi de basis. During the years in issue,
appel l ant was specifically engaged in rendering architec-
tural design services.

MKinley, one of parent's subsidiaries, was
engaged in two activities. The first activity was the
construction of commercial, industrial and nulti-unit
residential buildings from plans designed in sone cases
by appellant and in others by independent third parties.
MKinley's other activity consisted of the purchase and
resal e of equi pment pursuant to the Polish contracts,
During all of the years in question MKinley maintained
an office in California. Parent supplied managenent
services to the design subsidiaries, but not to MKinley.
Parent also established a construction division in
connection with certain construction projects undertaken
by NtKinIeK in Poland because the Polish authorities
requi red that the contracts be executed by parent rather
than by the subsidiaries performng those contracts.

In 1972 and 1973, as part of their foreign '
operations, the Epstein Corporations entered into con-
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tracts with a state-owned entity of the Polish governnent
i nvol ving the construction of several neat-processing
plants in Poland. In addition to the design and con-
struction of these plants, the Epstein Corporations were
al so responsi ble for the purchase and installation of the
operating equi pment and for testing the equi pment and
training the Polish personnel in the plants' operation.
Several enployees were specifically hired to fulfill the
| atter aspects of the contracts, including individuals
with specialized accounting expertise in equipnent sales.
I n nmost respects, however, the work on the contracts was
simlar to the design and construction done on a worl d-
wi de basis by the Epstein Corporations.

During the years in question, the principal
sharehol ders of appellant's parent were two brothers,
Raynond and Si dney Epstein, who each owned 41.9 percent
of the outstanding shares of stock. The Epsteins and
M. Garfield rRawitsch held the senior officer positions
of the parent and were officers in all of the other
Epstein Corporations. Actual control over the Epstein
Cor porations was nmaintained by having the Epstein
brothers and M. Rawitsch constitute a majority of the
board of directors of each Epstein corporation

The headquarters office oversaw the business
and concerned itself with the policy decisions involved
in the various activities engaged in by the Epstein
Corporations, including the design and construction
aspects of the Polish contracts. A flat fee was charged
by the parent conpany to the remainder of the Epstein
Corporations for admnistrative overhead. There was
al so a substantial anount charged for other interconpany
services ($1,329,456 in 1973 and $306,692 in 1974).

Appel lant's performance of significant activities for its
affiliates is further reflected by the growth, during the
income year 1973 fromzero to over $1.6 mllion, in

appel l ant's asset account "Due From -Affiliated Conpanies."

During the years in question, the Epstein Cor-
porations derived substantial anmounts of interest incone
from excess funds which were %enerated by the business
and invested on a short-termbasis in United States
Government securities pending a decision by nmanagenment on
what business use to make of the funds. Approximtely
sixt% to seventy percent of the interest incone in issue
can be directly traced to progress paynents on the Polish
contracts.
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During the years at issue, a partnership com-.
posed of Raynond. and Sidney Epstein operated.. in New York
and-rendered architectural services to parent. The New
York partnership was formed to conduct the architectural
activities of Epstein in New York because New York State
law did not permt a corporation to practice architec-
ture. According to appellant, the partnership agreed to
performall architectural services required in New York
for Epstein at cost, thereby negating the possibility of
profit to the partnership. Therefore, appellant main-
tains that any profit attributable to the architectural
services rendered. by the partnership becane the profit of
Epstein, although the properpy, payrol |, and sales of the
partnership were responsible for that profit. Further-
more, appellant asserts Epstein indemified the partners
of the partnership against clains arisin% out of the
operation of the partnership. Although the architectural
services were rendered solely to the Epstein Corpora-
tions, no Epstein corporation had any interest in the
par t ner shi p.

Appel l ant reported its income on a separate
accounting basis for the years on appeal. After an
audit, respondent determ ned that appellant and its
affiliates were engaged in a single unitary business
wthin and without California and redeterm ned appel -
lant's California income on a fornula apportionnent'’
basis. In addition, respondent determned that: (i)
the income fromthe sale of meat-processing equipnment
pursuant to the Polish contracts and the interest incone
derived from the Polish contracts constituted business
income; (ii) appellant's California incone is fairly
represented by use of the standard apportionnment fornmula;
and (iii) the New York partnership did not constitute
part of the unitary business. In deciding that appellant
and its affiliates were engaged in a single unitary
busi ness, respondent relied upon its finding that the
following factors existed: centralized managenent;
exchange of know how. interconpany sales; sharing of
adm ni strative services; and common ownershi p.

Appel | ant has disputed either the existence
or the significance of each of these factors. It also
contends that the incone fromthe purchase and sal e of
equi pnment and nachi nery under the Polish contracts and
the interest income was nonbusiness inconme and that the
property, payroll, and sales of the New York partnership
shoul d be taken into account in the apportionnment formula.
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The question which nust be decided initially is
whet her appel lant was engaged 'in a single unitary busi-
ness Wwth the other affiliated corporations and was
required to determine-its California income by conbined
reporting procedures during the years under appeal.

When a taxpayer derives income from sources
both within and without California, it is required to
neasure its California franchise tax liability by the net
inconme derived from or attributable to, sources within
this state. (Rev. & Tax. Code, § 25101.) If the tax-
payer's business is unitary, the income attributable to
California must be conputed by formula apportionment
rather than by the separate accounting method. (But | er
Bros. v. MColgan, 17 cal.2d 664 [111 P.2d 334] (I941),
affd., 315 U.é. 501 (86 L.Ed. 991] (1942); Edison
California Stores, Inc. v. McCol gan, 30 cal.2d 472 (183
P.2d 16] (1947).)

The California Suprene Court has devel oped two
general tests for determ ning whether a business Is uni-

tary. In Butler Bros., supra, the court held that the
existence Oof a unitary business is definitely established
by the existence of: (1) unity of ownership: (2) unity

of operation; and (3 unity of use. Subsequently, in
Edison California Stores, Inc., supra, the court  held
fhat a business is unitary when the operation of the
business within California contributes to or is dependent
upon the operation of the business outside the state.

More recent cases have reaffirmed these general tests and
gi ven them broad application. (Superior QG| Co. v.
Franchi se Tax Board, 60 cal.2d 406 [34 Cal.Rptr. 545, 386
P.2d 33] (1963); Honolulu G 1 Corp. v. Franchi se Tax
Board, 60 Cal.2d 417 [34 Cal.Rtpr. 552, 386 P.2d 407
171963); RKO Teleradio Pictures, Inc. v. Franchise Tax
Board, 246 Cal.App.2d 812 [55 Cal.Rptr. 299]7(1966).)
The California court has stated, "It is only if [a
foreign corporation's] business within this state is
truly separate and distinct fromits business wthout
this state, so that the segregation of incone nmay be nade
clearly and accurately, that the separate accounting

net hod may properly be used." (Butler Bros. v. MCol gan,
supra, 17 cal.2d 664, 667-668.) -

If either of the above-stated tests are applied
to the facts presented in this appeal, we are led to the
concl usion that respondent has correctly determ ned that
aﬂpellant was en?aged in a single unitary business. with
the several affiliated corporations in issue. r con-
clusion is based on the presence of the following factors
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which indicate the existence of a unitary business under
the established tests: (1) common owner shi p-by appel -
lant's parent, A. Epstein Companies, Inc., of "all or a
majority of the shares of all the affiliated corpora-
tions; (2) the extensive interrelationship of officers
and directors in that the Epsteins and Garfield Raw tsch
are the principal officers of the Epstein Corporations
and constitute a majority of the board of directors of
each corporation; (3) theparent's exercise of control
over the major policy decisions of the affiliated corpo-
rations: (4) centralization of managenent at the Chicago
headquarters site; (5) the fact that there was a signifi-
cant rendering of interconpany services between parent
and the various subsidiaries: and (6) the existence of
shared know edge or "know how' enmnating fromthe centra
office of the parent and benefiting the various subsid-
iaries. \Wen all of these factors are considered, it is
apparent that respondent's determnation is supported by
surficient evidence.

I n support of its contention that it was not
engaged in a single unitary business wth-its affiliated
conpani es, appel l'ant advances two argunents. First,
appel l ant contends that it was not engaged in a single
unitary business with its affiliated conpanies but that
the Epstein Corporations were engaged in three separate
activities: (1) design, '(2) construction, and (3) the
purchase and sale of equipnent. Appellant submts that
these activities did not constitute a single trade or
busi ness, nor were they in the sane general |ine of busi-
ness or steps in a vertical process such as manufac-
turing, distribution, and sales.

Respondent's determ nation that appellant was
engaged in a single unitary business with its affiliated
conpanies is presunptively correct. (Appeal of John
Deere Plow Co. of Mdline, Cal. St. Bd. of Equal.,

Dec. 13, 1961.) The burden to produce sufficient cred-

I bl e evidence to negate the existence or significance of
the unitary connections relied upon by respondent and

t her eby. overcome the presunptive correctness of respon-
dent's determ nation is upon appellant. (See Appeal of
Saga Corporation, Cal. St. Bd. of Equal., June 29, 1982.)
Appellant would like us to view each activity it under-
took as separate and distinct. The lack of connection
and diversity between its affiliated corporations, appel-
lant maintains, dictates the conclusion that their opera-
tions are nonunitary. The identical question has been
raised in prior appeals before this board. We have
consistently held that the nere fact business entities
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are engaged,in diverse lines of businesses does not,

standing alone, preclude a finding that such businesses

are unitary. (See Appeal of Pittsburgh-Des Mines Steel

Conpany, Cal. St. Bd. ©of Equal ., June 21, 1983; Appeal of
nn Co., Cal. St. Bd. of Equal., Feb. 6, 1980.

Next, appellant maintains that each activity
was managed and accounted for separately as indicated by
t he schedul es of managenent and accounting personnel it
subm tted. (App. Ex. A) It contends that these sched-
ules clearly denonstrate that there was no strong _
centralized managenent and that, although Raynond Epstein
and Sidney Epstein generally oversaw the entire operations
as its chief executive officers, their function was
pol i cy-making rather than managi ng the operations of the
busi nesses. In fact, their unfamliarity with the pur-
chase and sal e of equi pnent under the Polish contracts
required that the% hire a new vice president for the
parent, Chaim Altbach, specifically to take charge of
those activities on both policy and operational |evels.
Further, it was necessary to hire a significant nunber of
enpl oyees with highly specialized experience in such
equi prent to handle the sales, and the Epsteins necessar-
iy had to defer to those with the specialized skills in
t hese areas.

The fact that Raynond and Sidney Epstein were
not involved in the day-to-day operations is not the
critical factor in determning whether affiliated cor-
porations are integral parts of a unitary business. In
fact, it is precisely the fornulation of major policy
decisions that is the inportant factor in determning
whet her affiliated corporations are integral parts of
a unitary business. (Chase Brass & Copper Co. V.
Franchi se Tax Board, 10 Cal.App.3d 496 [87 Cal.Rptr.
239], app. dism and cert. den., 400 U S. 961 [27 L.Ed.2d
3811 (1970); Appeal of Golier Society, Inc., Cal. St.

Bd. of Equal., Aug. 19, 1975; Appeal of F. W. Wolworth
Co., Cal. St. Bd. of Equal., July 31, 1972; Appeals of
Harbison-Walker Refractories Co., Cal. St. Bd. of Equal.,
Feb. 15, 1972; Appeal of Mnsanto Co., Cal. St. Bd. of
Equal ., Nov. 6, 1970,) Accordingly, appellant's argunent
nust be rejected.

Havi ng concl uded that appellant was engaged in
a single unitary business with its several affiliated
corporations, the next issues which nust be determ ned
are (i) whether the incone earned from sale of meat-
processi ng equi prent as part of the Polish contracts
constituted business incone; (ii) whether the interest
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i ncome derived fromthe Polish contracts constituted,
business incone; and (iii) whether appellant's California
income is fairly represented by using the standard. UDITPA
forml a.

Since its adoption in 1966, the Uniform D vision
of..Incone for Tax Purposes Act (Rev. & Tax. Code,
§§ 25120-25139) (UDI TPA) has provided a comprehensive
statutory schene of apportionment and allocation-rules
to.measure California's share of the inconme earned by a
t axpayer engaged in a nmultistate or nultinational unitary
busi ness.  UDI TPA di sti ngui shes between "business . income,"
whi ch nmust be apportioned by formula, and "nonbusiness
income," which Is specifically allocated by situs or
commercial domcile. Business incone is defined, as;

income arising from transactions and activity
in the regular course of the taxpayer's trade
or business and includes income from tangible
and intangi ble property if the acquisition,
managenent, and disposition of the property
constitute integral parts of the taxpayer's
regul ar trade or business operations.

(Rev. & Tax. Code, § 25120, subd. (a).)

Nonbusi ness income, on the other hand, is defined as "al
i ncome ot her than business incone." (Rev. & Tax. Code,
§ 25120, subd. (d4).)

Al t hough appellant would like to characterize
the purchase and sale of the meat-processing equi pment as
a separate and distinct activity, to do so would Ignore
the fact that the equipment sales were part and parcel of
the sane contracts which included the overall design and
construction of the meat-processing facilities. early,
the latter operations are at the very heart of the
corporate. group's regular operations. Accordingly, we
nmust conclude that the purchase and sale of the meat-
processi ng equi pment enconpassed "integral parts of the
t axpayer's regular trade or business operations." (Rev. &
Tax. Code, § 25120, subd. (a).) Therefore, it follows
t hat respondent correctly categorized this incone as
busi ness i ncone.

Next, there is the question of the business or
nonbusi ness character of the interest income derived, from
the investnent of the excess of the progress billings
received fromthe Polish contracts over the disbursenents
whi ch were nade. Appellant objects to the inclusion of
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interest income received during 1972 and 1973 on the
basis that it is not business income. W disagree. |t
is clear that this, income is business income in that it
arose out of or was created in the regular course of the
t axpayer's trade or business operations, i.e., the Polish
contracts. (See Cal. Admn. Code, tit. 18, reg. 25120,
subd. (c)(3)(E)(arts. 2 and 2.5).) Therefore, 1t follows
t hat respondent also correctly categorized the interest

i ncome as business incone.

. Next, appellant contends that its california-
source income is distorted by applying the standard
upIiTPA fornula to the interest inconme and the incone from
the sale of the neat-processing equipnent. The heart of
appel lant's argunent 1s that neither item nor Incone
constitutes business incomne. However we have al ready
deci ded this question adversely to apellant. ny
event, appellant has offered no credible factual evidence

to support its argument that the standard UDI PTA fornul a

provisions do not fairly represent its activities in
California. Based upon the record in this appeal, we
nmust conclude that the standard UDI TPA fornula as applied
‘to appellant's various activities, including the equip-
ment sales pursuant to the Polish contracts and the
interest incone derived therefrom was a fair and reason-
able nethod of taxation and fairly reflected appellant's
Cal i f orni a- source incone.

The final issue to be resolved is whether the
New York partnership should be included in appellant's
unitary business.

~ The New York partnership was formed to conduct
the architectural activities of Epstein in New York
because New York State law did not permit a corporation
to practice architecture. Appellant alleges that the
partnership agreed to performall architecCtural services
required in New York for Epstein at cost; therefore,
there was no possibility of profit to the partnership.
According to appellant, any profjit attributable to the
architectural services rendered by the partnership becane
the profit of Epstein, although the propertY, Payroll
and sales of the partnership were responsible for that
profit. Allegedly,, Epstein indemified the partners of
the partnership against clains arising out of the opera-

tion of the partnership. ApPeIIant concl udes that these
facts illustrate that the role of the partnership was

. merely as a nomnee for Ep.tein and that, in such a case,

to fail to take into account the property, payroll, and
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[,
sal es of the partnership and at the sane tinme including
the income attributable to the services rendered by the
partnership causes; a Cl ear distortion of the incone.
attributable to California. -Appellant contends that the
inequity can only be rectified by either excluding the
New York income or taking into account the property, pay-
roll, and sales of the New York partnership andthat
respondent should consider additional factors as provided
in- Revenue and Taxation Code section 25137 in-order to
reach an equitable apportionnent of incone to California.

_ ~ Respondent contends that the New York partner-
_Shl? activities of the Epstein brothers should not be
included as a part of appellant's unitary business. It
argues that appellant has failed to provide a sufficient
factual foundation for concluding that the partnership
was, a nomnee of the Epstein Corporations. In this con-
text, respondent arques that appellant has not shown that
the standard UDI TPA provisions fail to fairly represent
its business activity in California. For the reasons
expressed bel ow, we agree Wi th respondent.

Ve have consistently held that the special pro-
cedures authorized by Revenue and Taxation Code section
25137 may not be enployed in any situation unless the
arty invoking that section first proves that UDITPA's
asic provisions "do not fairly represent the extent of
t he taxeayer's busi ness activity in this state." (Appeal
of New York Football Gants, Inec., Cal. St. Bd. of °
Equal ., Feb 3, 1977, Appeal of Danny Thomas Producti ons,
Cal. St. Bd. of Equal.,  Feb. 3, I97/.) The partg seekin
to deviate fromthe statutory fornula bears the burden o
proving that such exceptional circunstances are present.
(Appeal of New York Football Gants, Inc., supra.) Wiile
appelTani s allegation has an initial appeal, we nust
conclude that appellant has failed to establish that the
partnership was, in fact, a nomnee of the Epstein Corpo-
rations. (See Mline Properties v. Conm ssioner, 319
U S. 436 (87 L.Ed. TI499T (1943).) AdditionalTy, we nust
presume that there were sound business reasons-why the
partners structured the partnership to function as a
nonprofit operation if, in fact, it did so. The fact
that appellant was forced to establish the New York
partnership in order to conply with the [aws of New York
State serves to enP_haS| ze the separate existence of the
ngrtnershl_ p. (Mdline Properties v. Conmi ssioner, supra,

w Colonial IcéTo.  v. Helveri-ng, 292 US. 441 (78 L.Ed.
13487 (1934).) AS aconsequence, appellant nust accept
the negative as well as the positive aspects of the
situation. Finally, appellant has failed to provide any
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evi dence that the existence of the partnership caused any
di stortion when the standard fornula was applied.
Accordingly, we conclude appellant has not established

that there is a need to apply a special formula pursuant
to section 25137.

For the reasons set forth above, respondent's
action is sustained.
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O RDE.R

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 A Epstein and Sons, Inc., against proposed
assessments of additional franchise tax in the-anmounts of
$9, 154, $2,672, and $44,951 for the incone years-1972
1973, and 1974, respectively, be and the sane is-hereby
sust ai ned.

Done at Sacranento, California, this 10th day
of October , 1984, by the State Board of Egualization,
W th Board Members M. Nevins, M. Dronenburg; M; Collis,
M. Bennett and M. Harvey present.

Ri chard Nevi ns ,~ Chai rman
Ernest J. Dronenburg, Jr. , Member
Conway H Collis . Menber
WIlliam M Bennett , Menber

Wl ter Harvey* ,  Menber

*For Kenneth Cory, per Governnent Code section 7.9
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BEFORE ' THE STATE BOARD COF EQUALIZATION
OF THE STATE OF CALIFORNIA

In the Matter of the Appeal of
A.EPSTEI N AND SONS, | NC

S N NP Nt

ORDER _DENYI NG _PETI TI ON _FOR REHEARI NG

Upon consideration of the petition filed _
Novenber 21,1984, by A Epstein and Sons, Inc. for rehearing
O its apﬁeal fromthe action of the Franchise Tax Board, we
are of the opinion that none of the grounds set forth in the
petition constitute cause for the granting thereof and,
accordingly, it is hereby ordered that the petition be and the
same i s hereby denied and that our order of October 10, 1984,
be and the same is hereby affirmed.

.Done at Sacramento, California, this 5th day of
February, 1985, by the State Board of-Equalization , with

Board Menbers M. Dronenburg, M. Bennett, M. Nevins and
M. Harvey present. -

Ernest J. Dronenburg, Jr. , Chairman
WIlliam M Bennett ,  Menber
Ri chard Nevins , Member
Wl ter Harvey* , Member

,  Menber

*For Kenneth Cory, per Governnment Code section 7.9
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