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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of )
) No. 84A-432-MCA

YOUNG S MARKET COVPANY )
Appear ances:
For Appel |l ant: ‘albert R. Rodriguez and

WIlliam R N chol as
Attorneys at Law

For Respondent: Karl F. Minz
Counsel

OPI NI ON ]
|

This appeal is nmade pursuant to section
256661/ of the Revenue and Taxation Code from the
action of the Franchise Tax Board on the protest of
Young' s Market Conpany agai nst proposed assessnents of
additional franchise tax in the anounts of $9, 135 and
$233,167 for the income years ended February 28, 1979,
and' February 29, 1980, respectively.

T/ Unless otherw se specified, all section references
are to sections of the Revenue and Taxation Code as in
effect for the income years in issue.
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The issues presented in this appeal are:
1) whether appellant's distribution of the Buena Vista
BV) vineyards was a dividend or a return of capital;
and (2) whether appellant is entitled tooffset its
overpaynent for incone year 1978 against its proposed
assessment for income year 1979.

Appel lant is a corporation engaged primarily in
whol esal e liquor distribution in California. Appellant
and its wholly owned subsidiary, BV, were nenbers of a
single unitary business.

In 1970, appellant purchased BV through a newy
formed subsidiary. BV began operating a w nery and
devel opi ng vineyards for the purpose of supplying
products to appellant and others. BV's producCts were
sold by a distributor to appellant and to a Hawaiian
subsidiary of appellant as well as to unrelated parties.
Over the course of several years, sv's financial results
sroved to be di sappointing.

In 1979, because of BV's poor financia
showi ng, appellant'decided to find a purchaser.to acquire
BV's winery and vineyards. Appellant was able to find a
buyer who was willing to purchase all of BV's assets
except its vineyards. In-order -to acconplish the )
transaction, appellant caused BV to.declareadividend In
kind Of its vi neyards which were then distributed to
appel lant. The BV stock was sold to the purchaser on
Oct ober 31, 1979.

BV's adjusted basis in the vineyards distrib-
uted to appellant was $1,912,989 at the time of the
dividend. 1t is undisputed that the fair market val ue of
the vineyards at the tinme of the distribution exceeded
their basis and that pursuant to section 24452,
subdivision (a), BvV's adjusted Basis in the vineyards
properly neasures the anmount of the distribution.
Appellant elinminated the entire anount of this dividend
inits conbined report for its fiscal year ended _
February 29, 1980. Appellant also reported a loss on its
sale of the BV stock in the anpbunt of $3,736,083. On
audit, respondent took the position that the distribution
by BV could not be treated as a dividend because BV did
not have sufficient earnings and profits, conputed on a
separate accounting basis, to fund the dividend. Appel-
| ant took the position that the earnings and profits of
BV woul d have been determ ned by reference to the anmount
ofunitary business incone attributed to BV by fornula
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apportionment. Respondent treated Bv's distribution as a
return of capital and decreased appellant's basis in the
BV stock. This adjustment reduced the |oss on the
subsequent sale of the stock and increased appellant's
taxabl e income by the amount of the dividend.

The answer to whether appellant's distribution
of the BV vineyards was a dividend ora return of capita
turns on the' question of whether nenbers of a unitary
%roup must conpute their earnings and profits on the

asis of separate account|nP or whether the earnings and
profits of each nenber should be conputed b% reference to
the amount of unitary business income attributed to-each

menber of the group by fornmula apportionnent.

A distribution of property may be a return of

capital or a dividend. "That portion of the distribution
which is not a dividend shall be applied against and
reduce the adjusted basis of the stock." Rev. & Tax.

Code, § 24453, subd. (b).) A dividend is defined as "any
distribution of property made by a corporation to its
sharehol ders--(a) Qut of its earnings and, profits
accumul ated after February 28, 1913; or (b) Qut of its

earnings and profits of the income year." (Rev. & Tax.
Code, § 24495.) The anmount distributed, whether dividend
or return of capital, is defined under section 24452 as
"whi chever of the following is the lesser: (1) The fair

mar ket val ue of the other property received: or (2) The
adj usted basis (in the hands of the ... corporation

i mredi ately before distribution) of the other property
received." It would thus be seem ngly inpossible for a
corporation, such as BV which has | osses, to nake a

di stribution of property which constituted a dividend out
of "its" earnings and profits. Appellant, however,
argues that incone apBortioned to a nenber of unitary
group by fornula can be utilized to determ ne the
earnings and profits of the declining corporation

A review of relevant case |aw does not support
apFeIIant's position. The early case of Edison
California Stores, Inc. v. McColgan, 30 cal.2d 472, 481
(183 P.2d 16] (1947), which defined the concept of

unitary income, stated: "The ascertainnment of income by
t he aﬁportlonnent method is not necessarily a disregard
of the corporate entity .... Fornula allocation

[apportionnent] is nerely a nethod of ascertaining the
true income attributable to the plaintiff's business.”
In the Appeal of Househol d Fi nance Corporation, decided
by this Board on Novenber 20, 1968, we further described
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the concept of fornula allocation of unitary income,
concl udi ng:

The function of this concept is not to
disregard the various taxable entities
i nvol ved and conbine them as one unit.
(Citations.) Rather its function is nerely to
ascertain the true incone of the buisness
attributable to sources within California.

In summary, the unitary concept and fornula apportionment
ascertains the amount of incone subject to taxation
within the state and does not act to consolidate the

busi ness group. It does not affect the earnings and
ﬁrofits of the separate entities, but sinﬁly det er m nes
ow nmuch of the unitary business inconme should be taxed
to each corporate entity in California:

Bot h appel | ant and respondent point to favor-
abl e | anguage taken from_the decision by the court in
.safeway Stores, Inc. v. Franchise Tax Board, 3 Cal.3d 745
[971 Cal.Rptr. 616] (1970) as standing for the proposition
that formula apportionnent can or cang&t be ¥Feq in the
particul ar circunmstances before us. Ile the Safeway
court acknowledged that dividends were properly payable
as determ ned by separate accounting, lngllcit in the
court's analysis was the following: first, a
determ nation as to whether the entity had separate
earnings and profits to pay a dividend, and, second,
whet her any part of the funding source was taxed in.
California. The first criteria is clearly lacking in the
I nstant case.

Appel  ant places great reliance on the
authorities which cite the benefits of conbined reporting
and formul a apﬁortionnent, yet it fails to take into
account that the benefits are spoken of within the _
context of the unitar% concept as a whole. Appellant is
unable to cite an authority that stands for the
proposition that a conpany utilizing conbined rePortin
met hods abandons its separate accounting nethod. for al
ot her purposes. W nust conclude that this is clearly
not the case.

In summary, during the years at issue, BV had
no earnings and profits from which to declare a dividend.
The income, attributed to it because of the utilization of
conbi ned reporting cannot formthe basis of earnings and
profits from which a dividend can be declared.
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The second issue is a statute of [imtations
problem  There was a dispute between appellant and.
respondent concerning the correct apportionnment of !NCoONe
appel | ant received over a number of years under a
distribution agreement with Tequila Cuervo, S. A The
settlement of this dispute led to an overpaynent for
income year 1978 in the amount of $1,949 and a deficiency
for the income year 1979. Appellant contends it i's
entitled to an offset of the 1978 overpaynent against the
1979 deficiency under section 26073d of the Revenue and
Taxation Code. = Respondent contends that a refund of the
overpaynent is barred by the statute of |imtations
contained in section 26073 and that appellant is not
entitled to an offset under section 26073d. It cites
section 26073 which provides:

No credit or refund shall be allowed or
made after four years fromthe |ast day
prescribed for filing the return or after one
year fromthe date of the overpaynment, which-
ever period expires the later, unless before
the expiration of such period a claim therefor
is filed by the taxpayer, or unless before the
expiration of such period the Franchise Tax,
Board allowed acredit, nmade a refund, issued
a notice of proposed overpayment, or certified
such overpaynent .

Appel lant failed to timely claima refund or credit but
has asserted in its brief that section 26073d applies.
That section states, in pertinent part, as follows:

(1) Notwi t hstandi ng any statute of
limtations otherwi se provided for in this
part, any overpaynent due a taxpayer for any
year, shall be allowed as an offset in
computing any deficiency in tax, for the sane
or any other "year, if such overpaynent results
from

(a) A transfer of itens of incone or

deductions or both to or from another year for
the sane taxpayer; or

* * *

(b) (2) The offset provided by sub-
division (1) shall not be allowed after the
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expiration of seven years fromthe due date of

the return or returns on which the overpaynment
i's determ ned.

The $1,949 corporate franchise tax overpayment
for income year ended February 28, 1978, resulted f%ﬂm a
reduction in the anount of incone to be-reported. I'S
was caused by the utilization of different income appor-
ti onment percentages and the recharacterization of 1tens
of income generated by the agreement between apEFIIan%
and respondent regarding the geublein incone. under that
agreenment, income characterized as capital gains by the
| nternal Revenue Service (IRS) was apportioned 100
percent to California, and that portion deened to be
ordinary inconme by IRS was apportioned at 88-89 percent
rather than at the original 100 percent.

W agree with respondent that appellant does
not cone within the terns of section 26073d because there
was no transfer of items of income. Appellant has failed

to denonstrate how section 260734 applies in the instant ‘
case.

Based on the foregoing, we nust conclude that

respondent's actions in this matter are sustained in all
respects.

-204-



Appeal of Young's Market Conpany

ORDER

Pursuant to the views expressed in the opinion

of the board on file in this proceeding, and good cause
appearing therefor,

| T 1S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board onthe
protest of Young's Mar ket Conpany agai nst proposed
assessments of additional franchise tax in the anmounts of
$9, 135 and $233,167 for the incone years ended _
February 28, 1979, and February 29, 1980, respectively,
be and the same is hereby sustained.

Done at Sacranento, California, this 19th day
of November , 1986, by the State Board of Equalization,

with Board Menbers M. Nevins, M. cCollis, M. Bennett,
M. Dronenburg and M. Harvey present.

Ri chard Nevins , Chai rman
Conway H. Collis . Menber
Wlliam M Bennett » Menmber
Ernest J. Dronenburg, Jr. , Menmber
il ter Harvey* . Menber

*For Kenneth Cory, per Government Code section 7.9
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