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)
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For el |l ant: Barry Bundy and
APP A0 M

David | | er
Certified Public Accountants

For Respondent: Donald C. MKenzie
Counsel

OPI NI ON

T™is appeal is nade pursuant to section
256661/ of the Revenue and Taxation Code from the
action of the Franchise Tax Board on the protest of
Postal Press against proposed assessnents of additional
franchise tax in the amounts of $25,611 and $31, 288 for
the incone years 1977 and 1978, respectively.

I/ Unless ornerw se specified, all section references
are t0 sections of the Revenue and Taxation Code as in
effect for the inconme years in issue.
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The first issue presented by this appeal is
whet her appellant's conmercial printing operation is
unltarx wth its subsidiary's operations. |f we conclude
that the two businesses are unitary, then we nust decide
whet her the loss fromrenting 37 percent of appellant's
bui | ding was a business or nonbusiness | o0ss.

_ Appel 'ant Postal Pressis a | arge vol une com=
mercial printing shop locatedin LoS Angel’'es. The busi -
ness was purchased in 1942 by WIIliam Levine Who incor-
porated it in California in 1956 and becanme its
president.

Inthe late 1960's, Hr. Levine determ ned t hat
apPeIIant shoul d expand its operation to include a small-
volume fast printing service. He developed the necessary
technol ogy and established Postal Instant Press (PIP) as
one of appel | ant's departnents. \Wen PIP proved success-
ful, four more PIP | ocations were opened. In 1967, PIP
began offering franchises for sale to independent opera-
tors throughout the United States and Canada. Soon
thereafter, PIP incorporated, borrowed noney fromappel -
l'ant and became publicly traded. Appellant Tetained
ownership of 68.3 percent of the sharesissued by PIP.

_ Appel lant's original PIP [ocation was converted

into a franchise with appellant as franchisee. Durin

the years at issue, this particular franchise produceg
gross printing sales for appellant of approxinately

$159, 000 which was only seven or eight percent of appel-

lant's total revenues. = During this period, appellant

paid franchise royalties ofapproximtely $1,800 a year

to PIP (about one percent of the franchise's gross sales

of $159,000).

ra1977and 1978, a purchaser of a PIP fran-
" chise was required to make an investnent of about
$45,000. Thefranchise itself cost about $22,500 for
which the franchisee received use of: the PIP nane,
advertising, and exclusive territory: financing;

training, consultation; and expertise fromPIP. The
remai ning $22,500 was used to purchase printing equi pment

and supplies. The typical franchisee also paid PIP

-365-



Appeal of Postal Press

ro alti7s of between six and eight percent of gross
sal es.

Respondent contends that unity between appel -
lant and PIP I's denonstrated by centralized nmanagenent,
use of asimlar trademark and name, a conmmbn profit-
sharing Elan for enployees, interconpany sales at less-
than market prices, reduced royalties paid byappellant
to PIP, interconpany financing, and en?agenent In the
same general line of business. Appellant contends that
t he conpanies were engaged in different types of busi-
nesses and that the S|?n|f|cance of the connections cited
by respondent is insufficient to support a finding of a
unitary business.

~ When ataxpayer derives incone from sources
both within and without this state, its franchise tax
liability is measured by its net income derived fromor
attributable to sourceS within this state. (Rev. & Tax.
Code, S 25101.) |f the taxpayer is engaged In asingle
unitary busipess with affiliated corporations, the inconme
attributable to California sources nust be determ ned by
appl ying an apportionment fornula to the total incone
derived fromthe conbined unitary operations of the
affiliated conpanies. éEdlson lifornia Stores, Inc. v.
McColgan, 30 Cal.2d 4727 (183 p.2d 16J (19470,

_ The existence of a unitary buswmssna% be
establ i shed under either of two tests set forth by the
California Supreme Court. In Butler Bros. V. scColqan,
17 cal.2d 664 [111 P.2d 3341 (T9471)77, aita., 37.?."4—'9_3'.9. 01
(86 L. Bd. 991) (19421, the court held that a unitary
busi ness was definitely established by the presence of
unity of ownership, unity of operation as evidenced by
central purchasing, advertising, accounting, and nanage-
ment divisions, and unity of use in a centralized execu-
tive force and general syStem of operation. |aterthe
court stated that a business is unitary if the operation
of the portion of the business done within Californiais
dependent upon or contributes to the operation of the

2/ During the years at I1ssue, there were 33 conpany
owned franchiseS of which nore than half were reposSessed
from franchi sees who defaul ted. ot her ei?ht stores
were acqui red from the bankruptcy of other franchising
conpani es. By 1986, there were only four conpany-owned
stores. During the years at issue, franchised units
increased from208 to atotal of 403 in 1978.
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busi ness outside California. (Edison California Stores
| nc. v. MeColgan, supca, 30 cal.2d at 481.)

Respondent's determ nation is presunptively
correct and appel | ant bears the burden_of proving that it
is incorrect. (Appeal of John Deere Pl ow Conpany of
Mol i ne, Cal. Sste."B3. ol Equal., Dec., 13, 1961,) Where,
as here, t he appellant i S contesting respondent's deter-
mnation of unity, it nmust provethat, in the aggregate,
the unitary connections relied on b% respondent were so
| acking in substance as to conpel the conclusion that a
single integrated economc enterprise did not exist.

~In the casebefore us, the presence of unity of
ownership, a prerequisite to the existence of aunitary
busi ness under either thethree unities or the contribu-
tion ordependency test, does not appearto be contested.
Appellant owned 68. 3 Percent of PIP, thus, unity of
ownership is presen

The first areaof controversy appearsto be the
degree of integration of the executive forces of the two
groups Whi ch is considered an el ement of exceeding inpor-
tance in determning whether unity of use is present.
Generally, unity of use relates to executive forces and
operational systems. |Interconpany salesare al so clear
evidence of unity of use. The cornerstone of respon-
dent's contention that the executive forces were closely
integrated is that appellant and PIP shared the follow ng
common of ficers and directors:

Appel | ant PP
W1 liam &Vine Presi dent, Presi dent,
Director Director
Michael LeVine Sal es Manager Vi ce- Presi dent,
_ _ Di rector
Stanl ey Richards Vice-President, Secretary,
Director Director

Respondent contends that WIIliam Levine "as-the highest

of frcer and founder of both conpanies nade all major
policy decisions for both conpanies [and] cIoseIY

supervi sed and devoted nost of his tinme to PIP ....*
(Resp. Br. at 2 & 3.) Appellant argues that there is no
basis for respondent’s contention. W nust agree with
appel lant. Asin the Appeal ofVidal Sassoon of New York,

h
Inc., decided by this board June 27 1984 , the record 1s
devoid of any facts which would indicate that william
LevVine set overall managenent policy or closely
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supervi sed the inplenentation of policies, or that
centralized nmanagenment otherw se existed between both
operations. During'the yearsin question, there was no
centralized management of the two conpanies. Appellant
was managed by M chael Levine and StanK%y Richards, while
WIliam Levine managed PIP. Al though WIIiam LeVine
received a salary from appellant as a consultant in each
of the appeal years, operational control of appellant
remai ned 1 n the hands of Mchael Levine, Stanley R chards
andtheir executives. Their positions as officers and

directors of PIP were nore formal than substantive.

Respondent also relies heavil¥ inits argument
on the fact that appellant shared key officers and direc-
tors. It then makes a series of suppositions about the
"attendant nut ual coogeratyon and exchange of information
[which] was of obvious benefit to both conpanies.'

(Resp.. Re.. a2 &),. Itlt falls however to offer any evidence
t hat this in fact occurred. Additionally, there were no
direct interconpany sal es other t han a“"pass-through®
tr?nsactlon to start-up franchises. (app's. Erg. Br. at
6.

There has al so been no show ng that any great
degree of unity of operations was present. The ‘require-
ment ofunity of operations, first nmentioned in Butler
Bros. v. McColgan, supra, includes such centralized
features as purchasing, advertising, accpuntlng, | egal
services, and financing. The two conpanies did not have
any central purcha3|ng due to the differences intheir
printing processes. PIP had a separate advertisin
departnent which advertised franchises for sale. %ppel-
| ant used a separate advertising firmand advertised
printing. Each conpany had its own acgountlnqqdepartnent
and accounting system "with the exception ofthe same
certified public accountant who prepared their annual
financial statements andtaxreturns. |nsurance and
| egal problenms were also handl ed separately by the two
conpani es.

_ Respondent contends that appellant and PIP had
virtually identical trademarks and nanes. W agree that
whil e a common use of nanes and trademarks may De one
i ndi cation of un|t§, It certainly is not the only one.
FAppeaI of Vidal Sassoon of New York, supra.) Under the

acts of tnis_appeal, nowever, we tind little, if any,
unitary significance to the use of allegedly common
trademarks and nanes by appellant and PIP.
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Qther factors cited by respondent prove to be
equal Iy inconclusive. Based upon information provided by
appel l ant, respondent is mstaken in its characterization
of ashared pension plan. The profit sharing plans were
separate plans with separate statements, filings and
funds. (See app's. Erg. Br. at 5.) And while sone
i ntercompany financing did occur, it was relatively mnor
and non-recurring.

The last factor which must be considered is

that appellant is in the commercial printing business, a
highly specialized field, requiring large presses, cut-
ters and expensive caneras costing approximtely
$239, 000. typical PIP store, on the other hand,
requires an AB Dick press and small canera costing .
approxi mately $11,600. Al arge-volunme comnmercial printer
such as appel | ant specializes in printing menus, business
forns, stationary, and other large-scale commerci al | obs.
APIP store specializes in instant printing _of docunents
which requires little printing expertise. ~ The conpanies
had vastly different customer bases. Appellants' custo-
mers were |arge well-known conpanies with specialized
| arge-vol ume printing needs. he custoners ofthe 33
stores owned by PIP were small service businesses, whole-
salers, churches, and soci al groggs_reqU|r|ng small-
volume copying. In 1978, only $3 nillion ofPIip's
$9 mllion in revenue came from'i nst ant ?rlntlng sal es
and only $3 million of$7 million in 1977. The remainder
of the revenue earned came from franchise related sales.
It is readily aFBarent that the printing activities of
%Bpellant and PIP's franchisees are radically different.

re |nPortantIy, however, is that PIPis, in reality, in
avery di fferent ‘business of selling franchises and =
serving its franchisees by providing themwth continuing
cooperative advertising, education, and financing.

I n viem10fthefotegoin? anal ysis, we nust
conclude that the three unitres test has not been net in
the instant case.

, W recogni ze, however, that a unitary business
may exist if the alternative Edison test is safisfied,
i.e., if the business carried on within the state contri-
butesto or is dependent upon the operation of the busi-
ness outside california. To find for respondent under
this.test, we mustbe convinced that PIP contributed to
or was dependent upon appellant's operations within this
state. fter applylng this test to the facts presented
to us, we nust conclude that appellant and PIP were not
engaged in a single unitary enterprise.
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Respondent has attenpted to denonstrate the
xistence Of contribution and dependency by using nuch

.e. centralized management, simlar trademark,and name,
nterconpany sales, financing and royalties. There IS
ittle merit to respondent's allegations since the rela-

tionships relied on lack substance. Accordingly, we must

concl ude that appellant and PIP did not constitute a

single integrated economc enterprise during the appeal

years.

e
‘the sane criteria as usedfor the three unities test,
|
i
I

For the reasons stated above, we conclude that
respondent’'s determnation that appellant and PIP were
engaged in a unitary business is erroneous. In view of
our determnation onthe primary issue, it follows that
all of the loss incurred by apPeIIant fromthe rental of
Its headquarters building should be specifically allo-
cated to its California situs.
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ORDER

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

| T IS agresy 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 Postal Press against proposed assessments of
additional franchise tax In the anmounts of $25,611 and
$31, 288 for the incone years1977 and 1978, respectively,
be and the sane i s herebyreversed.

Done at Sacramento, California, this 17th day
of June , 1987, by the State Board of Equalization,

with Board Menbers M. Collis, M. Dronenburg, M. Bennett,
w.Car penter and wsBaker present.

Conway H Collis , Chairman
Ernest J. Dronenburg, Jr. . Member
WIlliam M Bennett , Menber
Paul Carpenter , Member
Anne Baker* , Menber

*For Gray Davis, per CGovernment Code section 7.9

-371~



