o and to
treat t he agreenent as still in force.
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The first indication of the city's attitude cane on
Decenber 31, 1964, when, despite the defaults referred to
above, the city sold an additional lot (lot #14) to the
corporation for the price specified in the agreement. The
California courts have held that where, as here, one party
accepts the other's further performance under a contract, wth
know edge of the other's breach, a waiver of the breach has
occurred and the first party has thereby elected to affirmthe
contract.  (Boone v. Tenpleman, 158 Cal. 290 [110 P. 947](1910);
Kern Sunset OT Co. v. Good Roads Ol Co., 214 Cal. 435 (6
P.2d 711(1931); Lerter v. ETinge, 7246 Cal. App. 2d 306 [54
Cal. Rptr. 703)(I966).) Moreover, docunments contenporaneous
to the sale reveal that the city's sale of the 16 lots to
Butler and Rodeffer in My of 1965 was actual |y negoti ated
between the city and corporation. Such negotiations between
the parties to a contract also indicate a waiver of prior
breaches of the contract by one of the parties. (Spiegel man
v. Metropolitan Life Ins. Co., 21 Cal. App. 2d 299 [68 P.2d

~On the record before us, we are persuaded that the

corporation still had the right to buy the 16 lots fromthe
city in 1965. Certainly, thecity thought so at that tineg,

and al though the sale to the shareholders differed in severa
rpsEects fromthe terms of the 1960 agreenment, we do not agree
with the appellants that it was the result of an entirely new
agreenent between the city and the shareholders. The best
evidence of this is that on April 20, 1965, the Arcadia Gty
Counci| authorized the sale to the corporation for a price
based on the consideration stipulated in the original contract,
glus_ten percent of that anount and "interest to My 1, 1965."
he inclusion of "interest" is particularly revealing because
the amount to be paid (&L984.31)aﬁpears to have been equa

to the anount due the city under the 1960 agreenent as 1/
consideration for keeping the option open until My 1, 1965.=

I/ Wien the shareholders paid this "interest," therefore,
the city apparently recouped the option consideration of
$4,573.12 that the corporation had failed to pay on
Decenber 28, 1964.
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Al t hough we are not in possession of all of the facts
surrounding this transaction, we have concluded that the sale
was made pursuant to the 1960 contract even though that
agreenent did not contenplate a sale exactly on the termns
negotiated in 1965. The city and the corporation sinply
nodified the terns of the original contract, as they were
entitled to do at any tine. (See Cv. Code, § 1698.) W
find, therefore, that the corporation made a distribution of
property to its shareholders that is subject to the provisions
of section 17321 et seq.

1. }hs_regpondent correctly conputed the amount of the
di stribution®

Revenue and Taxation Code section 17322 provides
that, for purposes of sections 17321-17324, the anount of a
distribution is the amount of noney received, plus the fair
mar ket val ue of the other property received. Subdivision (c)
of section 17322 stipulates that fair market value shall be
deternmined as of 'the date of the distribution. Respondent's
position is that the fair market value of the right 2? pur -
chase the 16 lots was $312,060, conputed as follows:

Fair market value of the |and $384,000 (16 x $24,000)
Purchase price of the |and - 71,949
Val ue of the right to purchase $312,060

Respondent supports its valuation of the land on
three grounds. First, on June 8, 1965, one nonth after the
sharehol ders acquired title to the land, the corporate
appel lant sold two of the eight lots it had acquired fromthe
city to an unrelated third party, M. Geddes, for $24,000 a
lot. These two lots were identical in size and shape to the
16 lots in question, and they were |ocated adjacent to the 16
| ots on the same street in Arcadia. Second, a 1967 appraisa

2/ Respondent has conceded on brief that the proposed assess-
ments erred in valuing the distribution at nmore than $312, 060.
The assessnments will, therefore, be adjusted to reflect this
concessi on.
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done for a corporation related to the appellants appraised
three other lots in the sane tract at $24,000 a piece. Third,
the enpl oyee of the Los Angeles County Assessor's O fice who
apprai sed the proFerty for tax purposes in 1969 and 1970
stated that he believed a value of $24,000 a lot in 1965 was
reasonabl e.

The appellants contend that the 16 lots were worth no
nore than the price paid by the shareholders. They argue that
this price was arrived at by armis length bargaining with the
city, and that there is no evidence that the city believed it
was selling the land for only a fraction of its real val ue.

W believe, however, that this "bargaining" was pervaded by
the 1960 agreenent between the corporation and the city, and
that the purchase price agreed upon was governed nore by that
agreement than by the parties' estimates of the real value of
tﬂe land. Moreover, regardless of what the city officials
bel i eved that value to be, the evidence shows rather clearly
that the lots were, in fact, worth a great deal nore than
Rodeffer and Butler paid for them Specifically, we believe
respondent's valuation of $24,000 a lot is reasonable and
amply supported by the record. Al though the appellants have
argued that the Geddes sale does not accurately reflect the
property's fair market val ue §7cause he was inpelled to make
the purchase for tax reasons,=’ there is no evidence that M.
CGeddes was thereby willing to pay a price some five tines
greater than Butler and Rodeffer paid for very simlar
property. W are also not convinced that there were any
significant differences in grading and fill requirenents that
woul d nake the Geddes |ots nore valuable than those in question

II'l. Has respondent correctly calculated the amount of the
distribution taxable as a dividend?

In accordance with section 17323, quoted in Part |
above, respondent treated the distribution to the sharehol ders
aspartly a dividend, partly a return of capital, and partly a

3/ Tt appears that sonme of M. Ceddes’ proEerty had been
taken i n condemmation proceedi ngs and that his purchase of
two lots fromthe corporation was for the purpose of
reinvesting the proceeds in qualified replacenent propert
in order to avoid recognition of the gain realized from the
condemat i on. (See Rev. & Tax. Code, §§ 18082-18084.)
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capital gain. The appellants have advanced several argunents
in support of their contention that respondent erred in
computing the corporate appellant's earnings and profits, and
thereby erred in conputing the portion of the distribution
taxable as a dividend to the sharehol ders.

First, appellants argue that the distribution took

place in the corporation's taxable year ended April 30, 1965,
when the corporation had a deficit 1n both current and

accumul ated earnings and profits. Respondent's position is
that the distribution took place after April 30, 1965, and
thus fell. in the taxable year ended April 30, 1966, when the
corpsration had earnings and profits of $67,715.11. W
bel i eve respondent is correct. A menorandumfromthe city
manager to the Arcadia City Council on May 4, 19.65, shows that
as of that date the sale was still to be nade to the
corporation. Later that day, when the council met, Butler and
Rodeffer were substituted as grantees of the deeds to the
Eroperty. Thi s suggests that the distribution to the share-
ol ders occurred no earlier than May 4, and appellants have
of fered no evidence tending to show that the distribution
occurred. prior to May 1, 1965.

Second, appellants contend that respondent incorrectly
computed the corporation's earnings and profits for the year
ended April 30, 1966, because the auditor increased the =~
corporation's reported gain on the Geddes sale. In conputing
its gain, the corporation included in the basis of each |ot
one-ei ghth of the depreciated cost of certain off-site
i nprovenments the corporation had been required to construct
under the 1960 agreenent. The corporation allocated the tota
adj usted basis of these inprovenents to the eight lots
(including the "tw sold to Geddes) that it had acquired prior
to the city's sale of the remaining 16 lots to the sharehol ders.
Respondent determ ned that the inprovenents benefitted all 24
lots equally, and that the basis of each of the |lots sold to
Geddes shoul d therefore include only one twenty-fourth of the
cost of the inprovenments. Respondent and the appellants agree
that resolution of this issue depends upon whether the
corporation had a ri%ht to purchase the 16 |lots and
distributed that right to its shareholders. Since we have
already held that this was the case, it follows that
respondent correctly allocated the cost of the off-site
i mprovenents to all "24 lots covered by the original 196.0
agreenent .
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Finally, the appellants object to respondent's deter-
mnation that the corporation is not entitled to deprecigfe
the cost of the off-site inprovenents referred to above.—
This determ nation was based on respondent's conclusion that
the corporation had no depreciable interest in these
facilities, which consisted of a sewage punping station, a
wat er main, engineering for sewers, clearing and grading, and
other inprovenents. Respondent reached this conclusion after
learning that the facilities were dedicated to the city, which
hﬁs borne all costs of repairing, naintaining, and replacing
t hem

In a case where the taxpayers, who were devel opers of
mul tipl e-housing projects, constructed sidewal ks, curbs, paved
streets, sewers, and water mains in conjunction with their
projects, and then turned over to |ocal government units al
the mai ntenance responsibilities for these facilities, the Tax
Court held that the taxpayers had no depreciable interest in
the sidewal ks, cte. (Algernon Blair, Inc., 29 T.C 1205,
1220-1222 (1958) ;see also F. M_HubbelI_Son & Co. v. Rurnet
51 ¢.2d64 4 (8thcir. 1931).) Since the facilities had been
dedicated to p ubl i ¢ use and had becone part of |ocal street
systems, the court felt that they were being used primarily in
the public 's, not the taxpayers', business, and that the
taxpayers thus did not have the special pecuniary interest in
the facilities that is necessarywsupport a depreciation
deducti on. We believe that holding IS controlling i.n this
case. The off-site inprovenments were dedicated to public use,
were maintained by the city, and were not used primarily in
t he corporation's business. The case of D. Loveman & Son
Export Corp., 34 T.C. 776 (1960), aff'd, 296 F.2d 732 (6th
cir. 1961), cert. denied, 369 U.S. 860 [8 L. Ed. 24 18]

(1962), relied on by appellants is distinguishable. In that
case the taxpayer was allowed to depreciate its share of the
cost of paving a dead-end road adjoining its warehouse. The
| ocal governnment had refused to pave the road and did not
maintain it, and although it was ope:x to public use, the
dead-end road was obviously not used primarily in the public
busi ness but rather in the businesses of those persons who
owned property adjoining it.

On the basis of the above, we can find no error in
respondent’s conputation of the corporation's earnings and
profits or of its tax liability for the years in question.

4/ Respondent's deternination on this i Ssue apparentl:
r'lse to the deficiencies assessed agalnst the €8rp8P§§Voﬁ?V§s

wel | as causing an upward revision of the corporation's earnings
and profits for the year of the distribution to its sharehol ders.
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There-fore, respondent's determnation of the amount of the
distribution taxable as a dividend to the shareholders will be
sustained, as will the deficiencies against the corporation.
The deficiencies assessed against the individual appellants

wi Il be revised in accordance with respondent's concession
regarding the anount of the distribution.

ORDER

Pursuant to the views expressed in the opinion of the
b(r)]ardf on file in this proceeding, and good cause appearing
therefor,

I T IS HEREBY ORDERED, ADJUDGED AND DECREED, pursuant
to sections 25667 and 18595 of the Revenue and Taxation Code,
that the action of the Franchise Tax Board on the protests of
Arcadia Industries, Inc., Dewain R and Enilia Butler, and
El mer 0. and Phyllis m. Rodeffer against proposed assessnents
of additional franchise and personal income tax in the anounts
and for the years as follows:

Taxable |Incone Years Proposed .
Appel | ant s Year s Ended Assessment s g
' ' 4-30- 66 $ 742.44
Arcadia Industries, Inc. 130-88 42.44
pewain R and Emilia Butler 1965 5,905.43
Elmer 0. and Phyllis M Rodeffer 1965 6,719.43

be and the same is hereby modified in accordance wth resp?nden 'S
Inall other

concessi on regarding the amount of the distribution.
respects, respondent's action is sustained.

_ Done at Sacranento, California, this 6th day of
April, 1977, by the State Board of Equalization.

ATTEST: %%M , Executive Secretary

/
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