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OPI NI ON

This appeal is nmade pursuant to section 25666
of the Revenue and Taxation Code from the.action of the
Franchi se Tax Board on the protest of Wstern Icee
Corporation against proposed assessments of additiona
franchise tax in the anounts of $434.65 and $1,435.00
for the income years 1970 and 1971, respectively.



Appeal of Western Icee Corporation

Appel | ant Western Icee Corporation, fornmerly
known as Icee of Los Angeles, Inc., 1s a California
corporation which was incorporated in 1967 to act as a
distributor of the frozen carbonated product known as
"Icee." This distinctive product is produced in a
conpl ex machi ne which conpresses and refrigerates,
almost to the freezing point, a mxture of syrup, water,
and carbon dioxide. Wien the nachine's spigot is turned,
the m xture expands and drops into a cup as soft ice.

The uni que Icee machi ne was devel oped in the
early 1960's by the John E. Mtchell Conpany of Dall as,
Texas. At first, Mtchell had trouble marketing the
machines until it instituted a two-tiered franchise
plan involving "Devel opers” and "Subdevel opers."
Essentially, the Devel opers and Subdevel opers both paid
fees and rentals (Subdevel opers to Devel opers, and
Devel opers to a subsidiary of Mtchell) for the right
to use specified nunbers of Icee dispensers and for
rights wthin exclusive territories to distribute the
machi nes and to pronote the sale of the Icee drink.

This marketing schene apparently worked well forseveral
years, but by 1966 profits were declining, and the Icee
business was in financial trouble at all 1evels.

~ Mtchell's financial difficulties' eventually

came to the attention of Walter Rognlien, the chief
executive officer of The Runglin Conmpany, a very suc-
cessful manufacturer's representative whose princi pal
product was the Mark |V auto.air conditioner manufactured
by Mtchell. M. Rognlien becane concerned that the Icee
busi ness was jeopardizing Mtchell's very existence, and
he discussed the situation with Mtchell"s management on
numerous occasions. Since M. Rognlien had successful
marketed other Mtchell products tor many years, Mtche
solicited his advice on howto inprove its Icee business
and eventual ly suggested that he would be in a better
position to help themif he entered the business hinself.
M. Rognlien agreed with that assessment and decided to
enter the Icee operation as it then was organized. The
ﬁrincipal motivating factor for this decision seens to
ave been M. Rognlien's desire to protect the source of
gupply for his conpany's mgjor auto air conditioning

usi ness.
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M. Rognlien entered the Icee business in
Cct ober 1967 by incorporating appellant and causing it
to pay $20,000 to an Icee Devel oper for subdevel opnent
rights to.45 Icee dispensers |located in Los Angeles
county. In August 1968 appellant paid an additiona
$18, 900 for subdevel opnent rights to another 22 dispens-
ers located in Fresno and certain other central California
counties. Inthe interim M. Rognlien had begun to
study the Icee business by traveling all over the country
to interview Devel opers andSubdevelopers about their
problems. He found that their common conplaint was an
Inability to pronbote and expand their businesses aggres-
sively because of a lack of capital. Since they did not
have title to the dispensers, banks were unwilling to
loan them any nmoney. One of Mtchell's |argest Devel opers,
who was then delinquent to the extent of $1,900,000 in
his obligations to Mtchell and was about to go bankrupt,
told M. Rognlien that his bank would | oan him$1,000,000
if Mtchell would transfer title to the nmachines and
apply past rental payments to the -purchase price.

After confirmng that his own bank would not
make any |oans to appellant unless it held title to
the dispensers, M. Rognlien told Mtchell's managenent
what he had | earned. advised Mtchell to transfer.
title to the machines to the Devel opers and give them
credit against the purchase price for all previous
| ease paynments on the machines. That ma% t he Devel opers
could obtain financing to promote their businesses and
to buy additional dispensers, and Mtchell's air condi-
tioning and whol e business m ght survive.

. ~ Although Mtchell initially refused to follow

his advice, M. Rognlien becane convinced that eventually
it would relent, either voluntarily oras a result of a
nunber of lawsuits filed by Devel opers and Subdevel opers
attacking Mtchell's refusal to sell the dispensers as

a violatiron of the antitrust laws. Since he believed

that the Icee business could be very successful if

Mtchell made the suggested changes in the program

M. Rognlien had appellant continue to penetrate the
business in California. |In October of 1968, M tchel

agreed to upgrade appellant's status to that of Devel oper
and in the years 1968-1970, appellant purchased devel op-
ment rights to additional dispensers in Southern California
for a total consideration of $205,557. Al together,
appel l ant paid $244,457 for operating rights to 364 machines.
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In 1970 Mtchell finally yielded to the

Bgessure and agreed to sell the Icee machines to

evel opers.  Al'though all the Devel opers were in poor
financial condition, Mtchell insisted that it receive
sonEthln? from them for each dispenser. After negoti-
ating with Mtchell, appellant and sone other Devel opers
Wer e able to buy'the di spensers for $2,746 each, plus
a title transfer fee of $50 per machine and sal es tax.
Moreover, Mtchell agreed to credit against this Brlce
all the rental payments which had ever been made by
anyone on each machine. Thus, for its 364 dispensers,
aggellant pai d to Mitchell a net purchase price of
$662, 721, conputed as fol | ows:

- 364 dispensers @ $2,746 $ 999, 544
Sales tax & 5% 49, 977
Transfer fees ¢ $50 ré,zoo

$1,067,721

Less: Credit for rental pay-
nments (including $192,240

paid by appellant) (405,000)
$662,721

The issue in this case concerns appellant's
proper cost basis in the dispensers for depreciation.
purposes. Although it is not entirely clear what basis
appel lant used in filing its returns for the incone
years 1970 and 1971, respondent determned after an
audit that appellant should have used $474,945. Respon-
dent apparently arrived at this figure bylredu0|ng t he
net purchase price of $662, 721 a second tinme for the
$192,240 in rentals paid by appellant, and then
increasing it by $4,464 in rental income which appel-
lant recerved in the year of purchase. On appeal
appel | ant contends that if its basis in the machines
is to be reduced by both the general $405,000 credit
and the $192 240 in rents it paid to Mtchell, then it
shoul d be allowed to I ncrease the agreed basis of _
$474,945 by the $244,457 which it had paid for operating
rights, because that was the "cost" appellant paid to
enable itself to buy the 1cee dispensers on favorable
terms. \Wile respondent contends that the operating
rights did not have a [imted useful life, and therefore
were nondepreciable, it does now concede that appellant's
basis in the machines should not have been reduced tw ce .
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for the $192,240 in rents that appellant itself paid to
Mtchell. The question, therefore, is whether appellant's
basis should be $719, 402 ($474,945 + $244,457), or

$667, 185 ($474,945 + $192, 240).

The crux of appellant's argunent is that, from
the outset in 1967, all of its paynents to enter the
Icee business in various parts of California were nade
with the intention of later acquiring ownership of the
di spensers, and it enphasizes-that the so-called
"operating rights" which it acquired had no intrinsic
val ue separate and apart from the dispensers thenselves.
In substance, appellant contends that its acquisitions
of operating rights and title to the machines, pursuant
to separate contracts over a period of sone three years,
were all integrated steps in a single transaction that
shoul d be viewed as a whol e.

The probl em of deciding whether to accord the
separate steps of a conplex transaction independent
significance, or to treat themas related steps in a
unified transaction, is a recurring problemin the field
of tax law. (King Enterprises, Inc.-v. United States,

418 F.2d4 511, 516 (C. 4. 1969).) Although there Ts
no universal test applicable to step-transaction situa-

tions, the courts have enunciated two basic tests. The

"I nterdependence test" inquires whether the steps were

so interdependent that the |legal relations created by

one transaction would have been fruitless wthout the
conpl etion of the series. (King Enterprises, Inc. V.
United States, supra; ACF-Brill MbTors Co. V. Commissioner,
189 F.2d4 704, 707 (3@ OT. 1951).) The "end result Test,"
on the other hand, holds that purportedly separate trans-
actions will be amal gamated into a single transaction
when it appears that they were really conponent parts O
a single transaction intended fromthe outset to be

taken for the purpose of reaching the ultimte result.
(King Enterprises, Inc. v. United States, supra.)

Under either test, the facts of the particular
case are all-inportant, and in this case we think Ppel-
| ant's evidence falls short of establishing that all of
Its Icee transactions were part of a single, unified
transaction. In the ACF-Brill Modtors case, where the
court of appeals sustained the Tax Court's application
of the interdependence test, the court said that "at
the very least it nust appear that the entire series of
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transactions has been carried out in accordance with a
rearranged plan." 189 F.24 at 707.) M. Rognlien's
estimony indicates that he entered the. Icee business

before his investigations led himto the conclusion

that the success of the enterprise depended on the

Devel opers having title to the dispensers. It was

only after he had already, acquired the rights to 67,

machines, at an investnent of some $39,000, that he

began to think in terns of buying the machines. Thus

he clearly had no prearranged_plan to buy the machines

when he first entered the business. For this same

reason, we cannot find, under the "end result test,"
that all of appellant's investments in the Icee business
were "intended fromthe outset" to lead ultimately to

appel lant's Burchase of the dispensers in 1970. h e

nost reasonabl e inference we can draw from M. Rognlien's

testinmony is that his initial purpose, upon. investing

In.the Icee business, was S|nply to protect his existing

air conditioning business fromlosing its supplier.'

Sonetine later It became clear to himthat he could do

that and nake a success of the Icee business itself.

Subsequent events have confirnmed the accuracy of his

"j udgnent.

Based on all the, evidence, we conclude that
aPPeIIant's I nvestnments in the Icee business were not
all related steps in a single, unified 'transaction
because the possibility of acquiring ownership of the
di spensers arose sonetinme after appellant first entered
the business. W find, therefore, that respondent did
not err in detern1n|n?- that the cost of the intangible
operating rights should not be added to the depreciable
basis of the dispensers.

ORDER

Pursuant to the views expressed in the 'opinion
of the board on file in this proceeding, and good cause
appearing therefor,
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| T I'S 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 Western icee Corporation against
proposed assessnments of additional franchise tax in
the amounts of $434.65 and $1,435.00 for the incone
years 1970 and 1971, respectively, be nodified in
accordance with respondent's concession. In all other

respects, the action of the Franchise Tax Board is
sust ai ned.

Done at Sacranmento, California, this 8th day
of January , 1980, by the State Board of Equalization.

, Chai rman

Ly , Menber
%@ &7, Nenber
, Menber
, Menber




