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OPI NI ON

This appeal is nmade pursuant to section 256661’
of the Revenue anb Taxation Code from the action of the
Franchi se Tax Board on the protest of Redwood Mitua
Water Conpany agai nst proposed assessnents of additional
franchise tax in the amounts of $1,382.43 and $964. 08
for the incone years ended April 30, 1973, and April 30,
1975, respectively, anAdA of additional franchise tax and
a penalty in the total anount of $2,294.10 for the
i ncome year ended April 30, 1974.

. : 1/ Al statutory references are to the Revenue and
Taxation Code unless otherw se indicated.
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The primary issue oresented in this appeal is
whet her appellant, a nutual water conpany, may cal cul ate
its tax liability on the basis of total 1ncome and tota
expenses, the nmethod properly used by nost corporations.
‘If not, two additional issues are presented: (1)
whet her certain adjustnents are appropriate which would
reduce appellant's taxable gain from sales, and (2)
whet her appel |l ant may now change to reporting by the
installnment nethod wth respect to certain sales.

Appellant is a nmutual water association
created to provide economcal water service, and road
mai nt enance and recreational services, to residents of
the mountain community of Redwood Estates, a community
| ocated near Los Gatos, California. Appellant's prin-
cipal source of income is derived through assessnents
| evied on nmenbers for providing these services. During
the period under review, it also sold, at a qgain, par-
cels of real property and itens of equipnent, previously
used in providing the above services, the sales being
made both to menbers and to nonmenbers. These sales
were nade primarily to generate income and increase
appellant's available capital. During these years,
appel l ant al so received interest inconme inconnection
w th such sales and in connection with deposits in
banki ng institutions.

On its franchise tax returns for the vears in
question, appellant deducted its total expenses from
total income. It included in such reported total incone
the receipts derived from providing the aforementioned
services to nenbers, the gains fromsales of the rea
property and eaui pment, and the interest incone. Havi nq
sustai ned substantial total expenses during those years,
appel lant determned for tax purposes that it incurred
net |osses for the incone years 1973 and 1975 ($7,620.98
and $3,377.92, respectively), and a slight net income
($321.95L for the year 1974. Therefore, appellant con-
cluded that its liability for each year was satisfied
2% efynent of the mninmum tax orovided for in section

153.

_ Appel lant is a mutual association within the
meani ng of section 24405 of the Revenue and Taxation
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Code. That sectionz/ allows nutual associationsa

deduction for all incone resulting fromor arising out
of business activities for or with nenbers, or wth
nonmenbers when done on a nonprofit basis. Respondent

concluded that appellant's incone from assessing nenbers
for its services constituted deductible income under
that provision, but that the incone derived from the
real property and equi pnent sales, and from interest
recei ved, was not deductible thereunder

On its books and records, appellant had not
seqregated the expenses attributable to the incone
determined to be deductible by respondent from the
expenses attributable to the incone determ ned taxable
by respondent. For each year, respondent all ocated
expenses in excess of the greater of one percent of the
t axabl e i ncome or $100.00, to deductible income under
section 24405. As a coggequence of the provisions set
forth in section 24425, respondent did not allow
appel l ant to deduct the expenses respondent attributed
to that deductible incone.

2/ Section 24401 states that in addition to the deduc-
tions provided in article 1, "there shall be allowed as
deductions in conputing taxable inconme the itens speci-
fied in this article." Section 24405 provides, in part:

In the case of other associations
organi zed and operated in whole or in part
on a cooperative or nutual basis, all incone
resulting fromor arisina out of business
activities for or with their nmenbers carried
on by themor their agents; or when done on a
nonprofit basis for or wth nenbers ....

3/ Section 24421 states that "in conputing 'net incong'
of taxpayers under this part, no deduction shall be
allowed for the itens specified in this article.” One

of such nondeductible itens is specifically described in
section 24425 as "[alny anpbunt otherw se allowable as a
deduction which is allocable to one or nore classes of
incone not included in the neasure of the tax inposed

by this part, regardl ess of whether such inconme was
received or accrued Auring the incone year."
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Because t he disall owed expense deductions
exceeded the anount of incone that respondent concl uded
was deductible, respondent issued the proposed assess-
nments in question. A five percent penalty was al so
i mposed for late filing of the return for the year ended
April 30, 1974, pursuant to section 25931. Atinely
protest was filed with respect to the proposed tax
assessments. Thereafter, respondent nade only m nor
adj ust ment s.

Appel | ant contends that in computing its tax

liability, it was entitled to deduct total expenses
agai nst total incomne. It clainms this riaht on the
ground that, unlike for federal income tax purposes, it

does not have an approved nonprofit status under the
California law, and therefore it urqges it should be
taxed as an ordinary corporation. Appellant also relies
on the circunmstance that its net worth declined approx-
imately 33 percent in 14 years (three of those years
bei nq the appeal years) because of consistent net

| osses. Therefore, it clains that, realistically, it
did not receive the net incone respondent has cal cu-

| at ed.

In view of the provisions of section 24405, it
is settled that, for California corporate franchise tax
pur poses, associations such as appellant, orqganized ona
cooperative or nutual basis, whose primary purpose is to
provi de economical services to nmenbers on a cooperative
basis, should not include as part of their taxable in-
cone, operating income derived directly as a consequence
of providing such services. (Anahei m Uni on Water Co. V.
Franchi se Tax Board, 26 Cal. App. 3d 95, 102 cal. Rptr.
692 (1972); Appeal of San Antonio Water Conpany, Cal
St. Rd. of Equal., July 1, 1970; see also A
Unity Credit Union, Cal. St. Rd. of Equal., Jan.6,
1977.) Therefore, respondent acted correctly in exclud-
i ng such income. Moreover, because of the lansuage of
section 24425, expenses allocable to such incone are not
deductible and4yere, therefore, also properly excluded
bv respondent.— (Security-First National Bank v.
Franchi se Tax Board, 55 Cal. 2d 407 [359 P.2d 6251
(1961) app. dism 368 U S 3 [7 L. Ed. 2d 161 (1961).)

4/ Appellant has nade no specific objection to respon-
dent's calculation of the anpunt of expenses attributa-
ble to deductible income. On the basis of the record
before us, we cannot conclude that respondent's calcul a-
tion was erroneous.
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In an effort to render section 24425 inappli -
cabl e where oxpens'es attributable to deductible incone
exceed that incone, cooperative or mutual associations
may not elect to trea-t the deductible inconme as taxable,
and then deduct the expenses allocable thereto: they
sinply are not entitled to obtain a qreater tax benefit
by deducting such expenses, and including the |esser
i ncone. (Anahei m Uni on Water Co. v. Franchi se Tax
Board, supra; see Appeal of San Antoni o Water Conpany,
supra.) Consequently, respondent correctly concluded
t hat appellant did not have any such option.

Moreover, notw thstanding appellant's asser-
tion to the contrary, the consistent econom c |osses
suffered by appellant do not alter the situation. In
view of the inpact of the aforenentioned statutory pro-
visions, a net loss sinply did not result, for income
tax purposes, during the years under consideration
(See Anaheim Union Water Co. v. Franchise Tax Board,
supra; Appeal of Unity Credit Union, supra.)

It is also clear that the gains derived from
the sales of |and and equi pnent, nmade to generate nore
income and increase available capital, are includible in
t he conputation of taxable income. First, with respect
to those transactions where the sales were nade to non-
menbers at a profit, the qgain from such sal es was
clearly not deducti bl e under section 24405. (Woodl and
Production Credit Association v. Franchise Tax Board,
225 Cal. App. 24 293 (37 Cal. Rptr. 231] (1964); —Appeal
of California Pine Box Distributors, Cal. St. Bd. of
Equal ., Sept. 15, 1949.) Second, where the sales were
made to nenbers, the again fromthe sales was |ikew se
not deducti bl e. Those latter sales constituted 'business
transactions with membersin the nature of dealings with
third party comercial custoners, rather than transac-
tions with nenbers on a cooperative basis. Under such
ci rcumst ances, section 24405 is again inapplicable.

(See Appeal of San Antoni o Water Conpany, supra.)

For the sane reasons that establish taxability
of the gain fromthe |and and equi pnent sales, the
interest income derived from such sales is also taxable.
Moreover, theinterest incone received from investnents
in banking institutions is clearly taxable. (See Appeal
of Unity Credit Union, supra.)

Havi ng concluded that appellant's primary
contention lacks nerit, we nust turn to appellant's
alternative argunents. Appellant contends that the
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reported gains on the |and were excessively high because
appel | ant expensed oroperty taxes «n~d4 road naintenance
costs rather than capitalizing them It urges that

t hese costs may be treated as capital expenditures, and
t hereby added to the basis of the parcels sold, wth

a consequent reduction of taxable gain. Appel |l ant
explains that it would have capitalized, rather than
expensed, these costs had it known it was not goina to
be taxed as an ordinary corporation.

As provided in section 24426, anounts paid for
ot herwi se deductible taxes under regulations prescribed
by the Franchise Tax Roard may be capitalized if the
t axpayer elects, in accordance with such requlations, to
so treat such taxes. Pursuant to respondent's regula-
tions, such election is to be exercised, however, by
filing with the original return for the year for which
the election is made a statenent indicating that the
t axpayer elects to treat such items as' chargeable to the
capi tal account. (Cal. Admin. Code, tit. 18, req.
24426(a), subd. (3)(c).) Inasmuch as an election was
not made in the manner authorized, appellant's present
attemmt to capitalize the property taxes previously
expensed is untinely and thus cannot be qiven effect.
(Appeal of GCitizens Devel opment Corporation, Cal. St
Bd. of Equal., July 31, 1973.)

Mor eover, we are unable to conclude, as urqged
by appellant, that the expenditures, which appell ant
refers to as nade for road nmintenance, nmay now be
capitalized. Appel | ant has neither alleged nor proved
that the expenditures were other than for incidental
repai rs and mai nt enance. Such expenditures are not
capital expenditures. (See § 24222: Cal. Admn. Code,
tit. 18, req. 24422(a).)

Next, appellant maintains that it should be
allowed to capitalize the anpbunts previously expensed on
its records and returns as depreciation of the equipnent
subsequent |y sol d. As already indicated, this sold
equi prrent was personal property which appellant had used
solely in connection with the furnishing of services
resulting in receipt of exenpt incone. The capitaliza-
tion now souaht, if allowed, would increase the basis of
such sold equi pnent, and thereby reduce taxable gain.
According to information furnished by appellant, the
equi prent sales in question consist only of the sales of
two vehicles. One was the sale of a Ford truck for
$135.00 in the year ended April 30, 1973, whose cost to
appel l ant of $1,050.00 had been fully depreciated, on
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appel l ants records and returns. The other was the sale
of a Ford tractor and backhoe for $2,745.00 in the year
ended April 30, 1975, whose cost to appellant of
$7,650.72 had al so been fully depreciated on appellant's
returns.

Pursuant to section 24916, proper adjustnent
to the basis of property is to be nmade for exhaustion,
wear and tear (i.e., depreciation) to the extent allowed
(but not less than the anmount allowable) under the Bank
and Corporation Tax Law. In the instant case, nost of
t he depreciation of the two pieces of equipnent was sus-
tai ned and was deducted by the appellant as an expense
for taxable years prior to those on appeal. Si nce those
deductions forprevious years were never challenged by
respondent, they were "allowed" wthin the meaning of
section 24916. (See Virginia Hotel Corporation v.

Hel vering, 319 U.S. 523 [87 L. Ed. 15611 (1943).) Con-
sequently, that anmount of the depreciation was properly
treated by respondent as reducing the basis of the. two

pi eces of equi pnent sol d.

However, as a consequence of the audit for the
appeal years, respondent did not allow appellant to
deduct the bal ance of the depreciation of this equipnment
that was sustained and clained for the appeal years,
since the deduction was attributable to the use of
equi prent in deriving exenpt incone. Thus, this anmount
of the depreciation was neither allowed nor allowable
within the neaning of section 24916: therefore. appel-
lant is entitled to capitalize this sum. (See United
States v. Ludey, 274 U.S. 295 [71 L. Ed. 10541 (1927);
Bel knap v. United States, 55 F. Supp. 90 (W.D. Ky.
1944).)

Appel | ant al so urges that the sales price of
each parcel of land sold should be revised downward by
an anpunt aoproximating what aopellant would have
assessed an owner of such parcel for maintaining water
road, and recreational services, had the purchaser
rather than appellant, owned the property during the
time the services were rendered. Thus, appellant clains
it should he allowed to treat such amount as a "back
assessnment” for services and, consequently, deductible
i ncome. This position is untenable. The entire sales
price sinply was actually received as consideration for
the sale.

Finally, appellant contends that it should be
permtted to use the installnment nethod of reportinag
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with respect to the taxable sales. W have held that
where a taxpayer elects to report the entire aain on the
sale of property in the year of sale, he cannot, there-
after, change his election to the installnent method of
reporting the gain, after the expiration of the tine

allowed for filing a return. (Appeal of denn R. and
Julia A. Stewart,.Cal. St. Bd. of Equal., Oct. 18,
1977; Appeal of Carl H and Ellen G Berqman, Cal. St.
3d. of Equal., Feb. 19, 1974.) 1In those appeals, we

relied on the decision of the United States Suprene
Court in Pacific National Co. v. Wlch, 304 US. 191
[82 L. Ed.” 12827 (1938) which held that where a taxpayer
nmakes an election not to use the installnent reporting
met hod, that election is binding and may not be changed
after expiration of the time allowed for filing the
return. In so holding, the Court stated:

Change from one nethod [of reporting incone]
to [another], aspetitioner seeks, would re-
quire reconputation and readjustnment of tax
liability for subsequent years and impose
burdensonme uncertainties upon the adm nistra-
tion of the revenue | aws. It would operate

to enlarge the statutory period for filina
returns ... to include the period allowed
for recovering overpavments .... There is
not hi na to suagest that Conqgress intended to
permt a taxpayer, after expiration of the
time within which return is to be made, to
have his tax liability conputed and settled
according to [another] nethod. Ry reporting
incone fromthe sales in question accordina to
[one] nethod, petitioner nade an el ection that
is hinding upon it and the comm ssioner. (304
U.S., at 194-195.) (Footnote omtted.)

In the instant appeal, appellant reported the
entire gain fromthe sales on its tax returns, thereby
electina not to usethe installnment nethod. In line
with Pacific National Co. v. Wlch, supra, and the two
appeal s cited, appellant cannot thereafter change that
election and report the gains on the installnent basis.
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R _DE R

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

I T IS HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Poard on the
protest of Redwood Mutual Water Conpany aqai nst proposed
assessnments of additional franchise tax in the anounts
of $1,382.43 and $964.08 for the incone years ended
April 30, 1973, and April 30, 1975, respectively, and of
additional franchise tax and penalty in the total anount
of $2,294,10 for the incone year ended April 30, 1974,
be and the sanme is hereby nodified to reflect the capi-
talizing of certain of the amounts previously expensed
for depreciation of the equipnment sold, as directed in
the opinion, and thereby, to that extent, increase the
basis and reduce the gain fromthe sales of such proper-
ty. In all other respects, the action of the Franchise
Tax Board is hereby sustained.

Done at Sacranento, California, this lst day
of  August , 1980, by the State Board of Equalization

lﬂ<3;22:;42é§;;ég;;; , Chai rman

, Menber

Memher

Menmber

,  Menber

- 363 -



