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OPINTIOWN

Thi s ap eal is made pursuant to section 26075,
subdi vision (a), of the Revenue and Taxation Code '
fromthe action of the Franchise Tax Board in denying the
claimof Inco Express, Inc., for refund of franchise tax
in the amount of $5,244 for the income year 1981.

1/ Unless ofherwise specified, all section references
are to sections of the Revenue and Taxation Code as in
effect for the income year in issue.
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~ The question presented by this appeal is
whet her interest income earned by appellant fro= short-
termcertificates of deposit was properly characterized
by the Franchi se Tax Board (FT8) as appertionasla
busi ness incone.

Appel ' ant, a Washington corporation, is a
common carrier engaged in the interstate trucking busi-
ness. During the year in issue, appellantwas doi ng
busi ness in 10 western states, i ncl udi ng California, and
British Colunmbia and had applied for authority to do
business in a total of 40 states. During the appeal vyear
and several immediately preceding years, "appel | ant had
apparent|ly been retaining earnings so that it wsuld not
need to borrow noney at high interest rates. These
earnings were apparently invested in shert-terz certifi-
cates Of . deposit when not being used in appellant's busi-
ness., They were al so anarentI% intended to be used
eventual ly to purchase [and to be used in connection with
t he expansion of appellant's business.

ApBeI]ant owned property in Downey, California
(the Downey business park), fromwhjch it received renta
i nconme fromcomercial and industrial tenants. The
m nutes of the meeting of appellant's board in Fesruary
1981 reveal that M. Pietro, appellant's presjdent and
sol e sharehol der, was searching For a location in King
County, Washington, ®*fer a truck termnal to waieh access
woul d be more conveni ent and whi ch woul d further permt
t he expansion of the conpany's operation into the ware-
housing field by creation of a |large encugh facility to

i ncl ude space for a warehouse division." (ﬁ o. Ex. A at
3.) The mnutes of the annual neeting of t g‘sharehol%er
and directors, held in August 1981, recite that

Mr. DiPietro was continuing his land search "for the
urFose of relocatlng the conpany's facilities or

ui 1 ding new expanded facilities to be used as a ter-
mnal, warehousing division or business park." (zesp.
Ex. A at 3.) Land was located and purchased iz Decermber
1981, aFFarentIy with a large cash anount made possible
by appellant's retention and accunul ation of zunds. The
record does not reveal whether or how the raw | and pur-
chased was devel oped.

Appel lant is enggﬁed in a unitary business and,
apparently, conputed its ifornia tax liability on the
basis of ‘a conbined report and fornula apportionnent.

For the year at issue, the Downey business park, was

consi dered a nonbusi ness asset produci ng nonbusi ness
income and the Kings County |land was not included in the

-108-



®

v

Appeal of Inco Express, Inc.

property factor, "since the land was not as yet ready to
be used in the unitary business.” (Resp. Br. at 8.) The
FTB, in an audit, characterized appellant's short-term
certificates of deposit as "the investnent of surplus
idle working capital” (Resp. Br. at 2), and interest
earned on the certificates as business income, apportion-
abl e anong the states in which appellant did business.
This resulted in a proposed assessnent of additional tax.
The FTB applied a previous overpaynent by appellant to
the additional anmount determned to be due and appel |l ant
filed this timely appeal

Wien a taxpayer is engaged in a unitary busi-
ness, its California taxable incone nust be determ ned
under the provisions of the Uniform Division of |ncome
for Tax Purposes Act (UbiTpa), found in sections 25120
threagh 25139. (Rev. & Tax. Code, § 25101; Cal. ddmia.
Code, tit. 18, reg. 25101, subd. (£).) "Business incone"
?nﬁl"nonbusiness i ncome" are defined in section 25120 as

ol | ows:

(a) "Business incone" means incone
arising fromtransactions and activity in the
regul ar course of the taxpayer's trade or
busi ness 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.

* % *

(d) "Nonbusiness income" neans all incone
other than business incone.

Busi ness income is apportioned to this state using a
three-factor fornula. (Rev. & Tax. Code, § 25128,)
Nonbusi ness incone is specifically allocated as provided
in sections 25124 through 25127. (Rev. & Tax. Code,

§ 25123.) Nonbusiness interest incone is allocable to
the state of the taxpayer's commercial domcile. (Rev. &
Tax. Code, § 25126.) The FTB contends that appellant's
interest inconme is apportionable business income, nmaking
an apportioned anmount of the interest taxable by
Calitornia.. The appellant argues that the interest

i ncome i s nonbusiness incone, all of which is specifi-
cally allocable to appellant's comrercial domcile,
Washi ngt on.
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The definition of business inconme in section
25120 provides two alternative tests for determning the
character of inconme. The "transaction test" [ooks to
whet her the transaction oractivity which gave rise to
the income occurred in the regular course of the tax-
payer's trade or business. Alternatively, the "func-
tional test" provides that incone is business income if
the acquisition, managenent, and disposition of property
giving rise to the income were integral parts of the
taxpayer's regul ar business operations, regardless of
whet her the incone was derived from an occasional or
extraordinary transaction. Appeal of Fairchild
Industries, Inc., Cal. St. Bd. of Equal., AUP. T, 1980;
Appeal of New York Football Gants, Inc., Cal. St Bq4. of
Equal ., .E2k L3047, Appeal of Borden, Tnc., Cal : st.
Bd. of Equal., Feb. 3,71977.)

. The regulation under section 25120 provides
that income is to be considered business income unless it
is clearly cl assi fiabl e as nonbusi ness i ncone, (Cal .

Admi n. de, tit. 18, reg. 25120, subd. (@) (art. 2.5).)

_ In general all transactions and activi-
ties of the taxpayer which are dependent upon
or contribute to the operations of the
t axpayer's econom c enterprise as a whole
constitute the taxpayer's trade or business
andwi || be transactions and activity arising
in the regular course of, and will constitute
integral parts of, a trade or business.

(Cal. Adm n. Code, tit. 18, reg. 25120, subd. (a)
(art.2.5).)

More specifically, the regulation also provides that

I nterest inconme is business incone where
the intangible with respect to which the
interest was received arises out of or
was created in the regular course of the
taxpayer's trade or business operations
or where the purpose for acquiring and
holding the intangible is related to or

I ncidental to such trade or business
operations.

(Cal. Adm n. cbde,tit. 18, reg. 25120, subd. (e)(3).)

Appellant's basic argunent is that, in 1981, it
"earmarked" certificates of deposit for investnment in
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nonbusi ness property and, in fact, purchased the property
in Decenber of that year. (Appeal Zzr. at 2.) However,
appel | ant apparently concedes that some portion of the
interest incone is business incone - either $2,500
§Appeal Ltr. at 1) or five percent of the interest incone

romthe certificates (App. Reply Lzr., Nov. 19, 1985, at
2).

Appel lant's argunent is based on the prem se
that the interest income "should be treated and cl assi -
fied as the.asset [} which it ultimately purchased (non-
business |and to be used for-the non-busi ness Business
Park)." (App. Reply Ltr., Nov. 19, 1985, at 4.) How
ever, the relevant I nquiry under the statute and regul a-
tions is not what asset was purchaszd with the incone,
but whether the intangible which created the incone is
rel ated to the taxpayer's unitary buisiness. We find thet
this inguiry is clearly answered in the affirnative and
that the interest incone is properly characterized as
apportionabl e business incone.

The certificates of depositc from which the
I ncone arose were apparentlz short-z2rm investnents of
extra cash which appellant kept available so that it
could draw on its own cash reserves rather than pay
interest on borrowed noney. Short-t erminvestnent in
order to maximze the incone of whaf would otherw se be
nerely idle funds awaiting their need in appellant's
business is sinply prudent and customary corPorate noney
managenent. Therefore, these certificates of deposit can
be considered as arising in the regular course of appel-
| ant's business as well as acquirsé, managed, and
di sposed of as integral parts of agp=llant's regul ar
busi ness operations.

Appel | ant asserts that the certificates were
earmarked in 1981 for the purchase of a nonbusiness
asset, but, even if that would make a difference in the
characterization of the interest inzome, appellant has
not provided any convincing evidence that such was the
case. None of the corporate neeting mnutes indicate
tha-t there was any segregation or earnmarking of any
particular funds for the purchase of |and, nor do we know
whether all or just part of the interest inconme was used
to purchase the | and.

We nust concl ude, based on the rel evant

statutes and regulations and on the record before us,
that the FTB properly characterized appellant's interest
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income as apportionabl e business income. Respondent's
action, therefore, nust be sustained.
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ORDER

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

| T I|'S HEREBY OKDERED, ADJUDGED AND DECREED,
pursuant to section 26077 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board in
denying the claimof Inco Express, Inc., for refund of
franchise tax in the anount of $5,244 for the incone year
1981, be and the same is hereby sustained,

Done at Sacramento, California, this 3rd day
of March , 1987, by the State Board of Equalization,

with Board Menbers M. Collis, M. Bennett, M. Carpenter
and Ms. Baker present.

Conway H. Collis , Chairman
Mwilliath M. Befiett D & r
Paul Carpenter , Member
Anne Baker * , Member
. Menber

*For Gray Davis, per Government Code section 7.9
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