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OP1 NI ON
This appeal is made pursuant to section 25667 of the Revenue and Taxation
Code fromthe action of the Franchise Tax Board on the protests of Alfred M,
Lewis, Inc., against proposed assessments of additional franchise tax in the
anounts of $67,296.74 and $80,728.,12 for the incone years ended July 30, 1995,
' and July 28, 1956, respectively,

Appel l'ant, a California corporation, was originally organized in 1933 for
the purpose of operating a wholesale and retail grocery business. It was
reorgani zed in 194k, thereafter limting its activity to the wholesale grocery
busi ness. Pursuant to the reorganization its capital stock was divided into
three classes: (1) preferred stock, (2) class A" common stock, and (3) class
Bt common st ock.

Each share of preferred stock is entitled to a cunulative, non-
participating, 6 percent annual dividend but hol ders thereof have no voting
power unless such dividends are in default for a period of two years. The
hol ders of class ®a* common stock are given exclusive voting power and are
entitled to dividends declared out of any surplus profits remaining after
preferred dividends are paid. Except for certain patronage dividends, class "Bt
conmon stockhol ders are not entitled to participate in any of appellant's net
profits and have no voting rights or control over its activities

Appellant's business is divided into the nenbership division and the
cash and carry division. The nenbership division, known as the Orange Enpire
Co-op, is OEerated as a nonprofit cooperative buying group, doing business
with more than 1200 retail grocer-nenbers. The cash and carry division deals
with nonnmenber retailers. Each division's sales, costs and profits are
separately accounted for.

Menbership in the co-op is conditioned upon the r;])urchase of two shares of
. appel lant's class " common stock for $100 each and the paynent of certain
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noninal fees and dues. The Bt stock is held only by nmenbers and no ot her
class of stock is held by them

Under the agreenent entered into with the co-op, each nmenber agrees to
"maintain a buying deposit equal to two weeks' average purchases through the
co-op." These deposits supply nuch of the capital necessar?/ for acquisition
of a large merchandise inventory and also provide security ftor the menber's
purchases, Appel lant does not, however, rigidly adhere to the two-week
purchases requirenent in all cases. Figures showing the deposits of menbers
of appellant’s Riverside branch in August and Cctober of 1955 indicate that a
signiticant nunber fell short of the required deposit by amounts ranging from
a fewcents to $47,825.04. At the same time an overwhelmng najority of the
accounts reflected an excess deposit. Watever the amount, nenbers received
5 percent interest thereon pursuant to agreement with the co-op. Total menbers'
buying deposits averaged more than $6,900,000 during the years under review
while capital and surplus accounts averaged a little over k4,800,000 (the
latter figure includes $1,411,341 resulting from revaluation of fixed assets).

Appel | ant buKs products in large quantities, storing themin its own
war ehouses until they are sold to the co-op members. The goods are sold at
prevailing market prices and tw ce each year the co-opts profit is conmputed
and distributed to its nenbers according to the ternms of the menbership
agreenent, which states:

7. Mermbers will share in the profits nmade on their purchases
in this manner: (a) Patronage Dividend will be paid on

war ehouse purchases and drop shipments based on that portion
of profit made which the memberls purchases bear on the total
purchases of all menmbers and (b) rebates and pronotional

al lowances will be paid on each nmenber's purchases of such
items, Patronage Dividends will be nade sem -annually and
will be credited to each member's buying deposit, evidence

of which will be furnished each nenber.

The profits allocable to purchases by the holders of class "B" comon stock
are specifically protected from being utilized for dividends on preferred or
class " stock.

Membership in the co-op may be termnated at any time by appellant's board
of directors or upon 30 dayst notice by a nenber, At the expiration of 30 days,
the menber is entitled to receive in cash or nerchandise the total of the
followng anounts: (a) the value of the stock certificate turned in; (h) the
amount of the nenber's credit in the revolving fund; (c) the amount accumul ated
in the menber's buying deposit; and, (d) accunulated trade rebates.

Co-op menbers receive no distributions based on their investment in
class "B* conmon stock, Appellant contends that the amounts it paid to co-op
nmenbers as patronage dividends are excludable from gross incone on the ground
that such distributions are merely price adjustments. It also urges that the
anounts paid to menbers on their buying deposits are deductible as interest
expense.
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The Franchi se Tax Board determ ned that appellant may not exclude
patronage dividends fromits income or deduct the interest expense connected
with buying deposits.

Wi le recognizing that under a well established federal practice,
patronage dividends are excludable from gross income, respondent contends that
this is not the rule in California, The sane issue was recently decided by us
in the Appeal of Certified Gocers of California, Ltd., Cal. St. Bd. of Equal,,
SePt. 20, 1962, CCH Cal. Tax Rep. Par. 201-976, Z P-H State & Local Tax Serve
Cal . Par. 13285, wherein we found that the Legislature, by defining gross incone
in substantially the same terms as found in federal law, adopted the federal
practice with regard to patronage dividends.

It is not disputed that the distributions here in question neet the
conditions required to qualify as true patronage dividends under the federal
rule. (See Poneroy Cooperative Gain Co. v. Conmissioner, 288F.2a 326,) This
case is distTngurshable Trom the srtuation poSed In t [ 1]
Gocers of California. Itd., Supra, in that there business was conducted wholly
wth Certified s nmenbers, who were its only stockhol ders and who controlled
the conduct of its operations. Respondent does not assert, however, that the
fact that a portion of appellant's business was conducted with nonmenbers or
that the persons receiving distributions had no control over the business
prevents the application of the patronage dividend rule. And, indeed, it seens
clear that these circunstances cannot affect the result here. Val par ai so
Grain & Lunber Co., Ly B.T.A 125; Clover Farm Stores Corp., 1(7_T.€T2'6§?
Tniform Printing & supply Co. v, Oomsmm & Wiggins G n,
I'nc., 37 T.C. 861, appealed on other grounds, July 11, 1962.(}_ Accordingly,
we conclude that appellant is entitled To exclude patronage dividends from
gross incone,

The Franchise Tax Board's disallowance of appellantis interest expense
deductions is bhottomed on its conclusion that the anounts paid on co-op
members! buying deposits were dividends and not interest. Essentially the
sane issue was considered by us in the Appeal of Certified Gocers of California,
Ltd., Cal. S. Bd. of Equal., Sept, 20,7196Z, CCH Cal. Tax Rep. Par. 201-976,
2 P State & Local Tax Serv. Cal. Par,13285, supra, wherein we found that
nmenbers' deposits created bona fide i ndebt edness and were not capi tal
contributions, as urged by the Franchise Tax Board, Although, as we stated
in Certified, the question involved is one of fact and each case nust stand on
its own peculiar circunstances, the close simlarity of the two cases conpels
us to conclude that our holding is Certified is dispositive of the issue here.

Mst of what we said in Certified applies with equal force here,
Furthernore, there are additionar tactors that support our conclusion. Not
only are we not dealing with a closely held corporation, but the opposing
interests represented by the class v stockhol ders, as against preferred and
class mn stockhol ders, insure that all their business was conducted with the
co-op on a bona fide, arm's | ength basis. The fact that some co-op members
were considered sufficiently reliable credit risks to exenpt them Prom the
general t wo-week purchases requirement, enphasizes the geniune business purpose
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behind the deposit arrangenent. Finally, in Certified we were inpressed by
the fact that while each menber had only an equal voice in the taxpayer's
managenent, there was great variety in the size of their deposits. This
distinction is infinitely more significant here where the co~op nenbers had
absolutely no right to a voice in appellant's operation.

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

| T 'S HEREBY ORDERED, ADJUDGED AND DECREED, %ursuant to section 25667 of
the Revenue and Taxation Code, that the action of the Franchise Tax Board on

the protests of Afred M Lews, Inc., against proposed assessnents of

addi tional franchise tax in the amounts of $67,29.74 and $80,728,12 for the

incone years ended July 30, 1955, and July 28, 1956, respectively, be and the
sane is hereby reversed.

Done at Sacramento, California, this 17th day of April, 1963, by the
State Board of Equalization.

Paul R, Leake s Acting Chairman
Ri chard Nevi n ; Member
(£0. R, Rellly , Menber
Alan_Cranston s Menber
, Menmber

ATTEST: Dixwel | L. Fierce , Secretary
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