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OP1l NL ON

This appeal is made pursuant to Section.25 of the Bank
and Corporation Franchise TaxAct (Chapter 13, Statutes of
1929, as amended) fromthe action of the Franchise Tax Com
mssioner in overruling the protest of Howard Autonobile
Conpany to a proposed assessment of additional tax in the
amount  of 635,56 for the taxable year ended Decenber 31,1938

Inits return of income:for 1937 Appel | ant deducted from
gross incone the amount of §5,279.44, representing |egal ex-
penses in connection with cerfain |itigation, and 10,000,
representing a subscription to the Golden Gate International
Exposition. =~ The Commi ssioner disallowed the deductions and
levicd his proposed assessnment accordingly. We are concerned
her%ln with the-question of .the propriety of his action in
so doi ng, ,

Legal Exvernses

During 1937 the Appellant paid 35,279.,44 as its share
of attorney fees and expenses incident to the defense of an
action for damages brought against-it, together with two other
corporations and seven individuals, by Edmond E. Herrscher,
It was alleged in the action that;: the defendants conspired
to defame the character of the plaintiff and to |ng ure him
both financially and sociall \S/ Appel | ant claimed this
amount as a deduction under Section 8(a) of the ;Bank and
Corporation Franchise Tax Act, which permts the deduction of
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®"A1l the ordinary and necessary expenses paid
or incurred duri'ng the income year in carry-
Ing on business . ,.n

The Comm ssi oner takes the_gosition that the amount of
the |egal expenses is not deductible as an ordinary and
necessary busi ness expense since Appellant was not naned a
defendant as a result of any ordinary and necessary activity
relevant to its trade or business, the cause of action being
not proximately related to the ordinary and proper conduct of
Appel | ant' s business,

~There does not appear to be any substantial difference
of opinion between the Appellant and the Comm ssioner as to
t he applicable principle of law., Eack relies in part upon
Kornhauser v, United States, 276 U 8. 1«45, holding that fees
pard to an attorney tor successfully defending an action for
an accounting instituted by a former pastner of the taxpayer
were deductible as ordinary and necessary business expenses.
This and simlar cases, such as _Ctron-Byer Co.,, 21 B.T. A
308 Mat son Navi gation Co., 24 B.T.A. 1&; and Tnternational
Sbag 3 38 B.T.A. 81; See alsoCommissionero:r Internal
Revenue v. _Continental Screen Co.,58 F. (2d) 625; and Com~-
m ssioner of Tnfernal Revenue v, Heinger, 88 L, Ed. (Adv.
Ops.) 197, stand tor the proposition that |egal expenses in
connection with litigation are deductible if the action was
directly connected wth or proximately resulted from the
busi ness of the taxpayer.

For the purpose of showing the nature and extent of the
char%es made against it, Appellant offered in evidence a copy
of the first amended complaint filed in the acticn in
gﬁestlon. The plaintiff alleged therein that the defendants

arles S. Howard, Charles S. Howard, Jr., and Lindsay
Howar d became vindictive and hostile toward himas a result
of his activities as attorney for the wife of Charles S.
Howard in a divorce proceeding instituted by her and that
those defendants, together wth the other named defendants,
thereafter conspired and acted to defame the character of the
plaintiff and to bring ruia to himboth financially and
socially, The conplaint alleges that Appellant and its two
corporate co-defendants, Howard Autonobile Cbnpan¥ of Los
Angel es and Charles S. Howard Ccmpany, were at all tines
mentioned therein under the control of the i ndi vi dual def end-
ants Charles S. Howard, Charles S. Howard, Jr., and Lindsay
Howard on account of the ownership by these individuals of
the majority of the corporate steck, and on account of their
control of the Board of Directors of the corporations,, It is
specifically alleged of the Appellant that many of the pay-
ments nade ‘to the defendants Kerrizan and McCarthy and ot her
moneys expended by the defendants Howard in carr |?% out the
conspiracy were nmade by the defendants Charles S. war d,
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Charles S. Howard, Jr., and Lindsay Howard through the Appell-
ant and the other two corporate defendants by nmeans of checks
I ssued by each of the corporations and noneys paid out by
each of the corporations under the direction and pursuant to
the orders of the defendants Charles S. Howard, Charles S..
Howard, Jr., and Lindsay Howard. Wile in many instances it
Is alleged generally that fithe defendants®™ conspired or took
certain action in furtherance of the conspiracy directed
against the plaintiff, it seens clear that by reason of the
nature of the charges, the three corporations could have
Part[0|pated in the alleged con3ﬁ|ra¢y only to the extent of
urni shing, by way of |oan cr otherw se, the funds used in
the furtherance thereof. The action of Herrschcr v. Howard
was subse?uently dismssed for want of prosecution on motion
Bf thg defendants under Section 583 of the Code of Cvil
rocedure.

The Appellant attenpts to bring itself within the rule
of the cases above cited by showing that while its principa
business is that of an autonobile distributor, its business
al so includes the lending of nmoney, its articles of incorpo-
ration authorizing it to do so, As respects the necessity
of the expenditure in gquestion, it points to the fact that
the defense of the action was essential to prevent the |oss
of business as a result of damage to its reputaticn and
public good will consequent to adverse public reaction to the
accusations of the conplaint, It sets forth specific in-
stances of such public reaction, one of which consisted of
the refusal of a custoner of long standing to continue the
purchase of autonmobiles fromit.

W have been given no information by Appellant as to
any activities or any transactions entered into by it which
led to its being named as a defendant in the action. The
Plalntlff alleged therein that it advanced funds for the per-

ormance of the acts involved in the alleged attenpt of the
defendants to defame and ruin him Wile Appellant states
that its business includes the Iendln% of noney, it has not
offered any evidence or even stated that it did in fact |oan
or otherwise furnish funds to the defendants Howard for the
Furposes set forth in the conplaint or for any other purpose.
I't has not pointed to any business activity entered into by
it which is in any way connected with the action, In'fact,
we are conpletely in the dark as to what, if anythln?, Ap-
pellant did to have itself naned as a defendant. AIT we know
Is that the conplaint alleges the advancing.of funds bx Ap-
pellant for the purposes set forth therein, which as hers-
tofore mentioned, involved not any ordinary business activity
of the A?pellant, but an attenpt to injure the plaintiff by
reason of the personal hOSII|It% and vindictiveness of the
def endants Howard toward him he direct expenditure of its
funds for the purposes set forth in the conplaint would
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clearly not be activity falling within the ordinary and
proper conduct of its business* The activity alleged in the
complaint to have occurred relates ba5|calh¥ to a persona
controversy between the plaintiff and the defendants Howard
rather than to the business affairs of the Aovellant. The
fact that the filing of the action had an adverse public re-
action which proved injurious to Appellant's business does
not of itself establish the propriety of the deduction in
question. Since the defendants Howard are the principal own-
ers of Appellant any personal activity of theirs which
resulted in a public reaction adverse to them mght well
injure Appellant's business even though the Anpellant had
taken no part in the activity.

_ In view of the foregoing considerations, we do not be-
lieve that the Appellant has net the burden of proof resting
upon it of estabFJsh|ng the unreasonabl eness of the action of
the Conm ssioner in determning that the |egal expenses did
not constitute ordinary and necessary business expenses W th-

in the meaning of Section 3{a) of the Act.

Subscription to Golden Gate International Expesiticn

Appel I ant subscribed and paid the sum of 310,000 to the
Col den Gate International Exposition. This anount "was al so
deducted by Appellant as a business expense for that year
pursuant to Section 8(a) of the Act. The Conm ssioner dis-
al | owed the deduction on the ground that-the subscription was
an investment in anticipation of profits, and that the amount
t hereof was therefore not deductible as a business expense,
but, if at all, as a loss to be taken in 1939 or lﬁbo when
the Exposition closed and it was definitely known that the
I nvestment was worthl ess.

W believe that the deduction was properly taken. |t
appears that the subscription was made without any hope of
its recovery from profits of the Exposition, ABpellant_be-
|ieved, and reasonably so, that the Exposition by bringing
many people to the San Francisco Bay Region, where its
activities were conducted, would increase its business.
Since the subscription could reasonably be expected to result
in a direct benefit to Appeliantts business commensurate
with the expenditure, rather than the result nprel¥ In some
indirect or remote benefit such as that resulting fromthe
mai nt enance of good will, the anount paid may properly be
regarded as a business expense rather than a non-deductible
donation or contribution. 0id Mssion Portland Cenent Co.
V. Helvering293 U. S. 289; Morgan Construction GO. V.

Uni T€d States, 18 F. Supp. 89z,

In Commissioner Of Internal Revenue v. The Fub, 68 F.
(2d) 34%, a deductron was upheld fCr a subscription Of Stock
in a nonprofit corporation formed to bring new and varied
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industries into the area in which the taxpayer was engaged in
busi ness. The Court determ ned that the expenditure partook
"more of the nature of an ex;ﬁenduure for advertis_inﬁ,-thagn of
a capital expenditure, * and that the extrenmely slight, if
any, possibility that the subscriber to the stock woul d ever
get back any part of the noney mis not sufficient to deprive
the taxnaver of an otherw se proper deduction for expenses."
Hirsch-Weis Manufacturing Co., 14. B.T.A. 796, and Matson
Navigation Co., 2k B.T.A. 1k, are also authority for the
allowance of the deduction, ~The former concerned a deduction
for a contribution by a Portland firmto the Chanber of
Commerce of that Gty for a drive to attract tourists to
Qregen and to enphasize the State's resources and facilities
for industrial expansion. The deduction was allowed upon
the bases that the business of the taxpayer was increased b
reason of the activities of the Chanber of Commerce and tha
the contribution was made for purposes connected with business
of the taxpayer and represented a benefit flowng directly to
it as an incident to its business. The JMatson case upheld
the deduction as a-business expense of an amount paid to
Californians, Inc., a nonprofit corporation, whose prinmary
%urpose.mas advertising the advantages of California, the
oard finding that the contribution was motivated primarily
by business considerations and that the Conpany received
definite tangible advantages therefrom

-y wme e ey wm

Pursuant to the views expressed in the opinion of the
?gardfon file in this proceeding, and good cause appearing
eref or,

I T |'S HEREBY ORDERED, - ADJUDGED &4ND DECREED that the
action of Chas. J. McColgan, Franchi se Tax Conmi ssioner, in
overruling the protest of Howard Automobile Company to a
proposed assessnent of additional tax in the amount of
$635,56 for the taxable year ended December 31, 1938, pursu-
ant‘to Chapter 13, Statutes of 1929, as amended, be and the
sane is hereby modi fied as fol | ows:

- Said Commissioner is hereby directed to allow the de-
duction fromgross income of the ampunt of 10,000 clai med
by said Conmpany under Section 8(a) of said Act ‘as an
ordinary and necessary business expense; in all other
{espegts the said action of the Conm sioner is hereby sus-

ai ned.
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Done at Sacramento, California, this 11 day of May,
1944, by the State Board of Equalization.

R__E. COLLINS , Chai rman

Wi, G BONELLI . Menber

GEORGE R. REILLY , Menber

HARRY B . RITEY , Member
J. H. QUINN , Member
ATTEST: DIXVELL L. Pl ERCE , Secretary
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