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BEFORE. THF. STATRE ROARD OF REQUAT,TZATION
OF THE STATE OF CALI FORNIA

In the Matter of the Appeal of g
VEST MAYFAI R COVPANY )

Appear ances:
For Appel | ant: J. Everett Blum Attorney at Law

For Respondent: Burl D, Lack, Chief Counsel;
groawf olrd H, Thomas, Associate Tax
unse

PPl NL ON
This appeal is made pursuant to Section 25667 of the

Revenue and Taxation Code from the action of the Franchise
Tax Board on the protests of Vst Myfair Conpany to pro-
posed assessments of additional franchise tax in”the
ag?regate anount of §8,627,78 for the taxable years ended
Cctober 31,1947, and 1948, based on the income year ended
Cct ober 31,1947, and é;5,078_.01 for the taxable year ended

%:Lt*gber 31,1949, based on the income year ended Cctober 31,

Appel | ant was_incorporated in February, 1946, and
engaged in the business of constructing and selling houses.
I't "adopted a fiscal year ending Cctober 31, and the accrual
met hod of accounting.” Another “corporation, Southwood Con-
struction Conpany, Was formed a few weeks later, for the
st at ed Purpose_of supervising the construction of the houses.
It adopted a fiscal year ending July 31, and the cash nethod
of accounting. Both” corporations were controlled by the sane
persons, as shown by the follow ng table:

Percentage of Stock

St ockhol der s West  Mayfair Sout hwood
Paul W. & Mrgquerite Trousdal e L5% 5%
Wn A Godshall 35% 107
Rel atives of Wm. A, Godshall 22%
Howard Burrell 10% 10%
Edwin A Tonlin 10% ,
O hers 13%
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Appeal of \West Mayfair Conpany

An arrangenent, evidenced by the mnutes of the neetings
of the board of directors, Was entered into whereby Southwood
was to be paid $600 per house for supervising construction,

pel | ant ‘constructed 441 houses by January, 1948, and sold
themall by June, 1948. In its returns for the years in
question it deducted a total of $264,600 as accfued to South-
wood for supervision of construction, This ampunt was
di stributed b){ Appel | ant directly to the stockhol ders of
Sout hwood in the period from Septenber 28 to Cctober 6, 1948.

Sout hwood occupi ed the same office as Appellant, It
apparently kept no books or records, Its only asset was cash
In the approximate anount of $2,000. It neither paid nor in-
curred liability for any salaries, wages or commssions. On
Its returns it reported no inconme, an expense of §1,50 for
the year ended July 31, 1946, an office expense of $51.50 for
the year ended July 31, 1947, the same amount of office ex-
ense for the payment of a city license tax in the anount of
5229.60 for the year ended Jul'y 31, 1948. It dissol ved on
Cctober 1, 1948.

M. Trousdal e wasvice-president of Appellant and .
president of Southwood, During the period of construction
Appel [ ant pai d himthe sum of§;75,000 "o supervise the
architectural and construction probl,ems of the houses con-
structed by Appellant] and to expedite the flow of critical
materials," "W are not inforned of the nature and extent of
the supervision by Southwood,

Acti n%] under Section 14 of the Bank and Corporation
Franchise Tax Act (hereafter referred to as the Act), the
Franchi se Tax Board purported to tecompute the net income of
Appel I ant and Sout hwood by conbining the net income of both
corporations and treating the combined net income as the net
incone of Appellant, |n addition to this adjustment the
notice of additional tax préposed . to be assessed stated that
"Any deductions or charges to costé of sales on account of
feeS alleged to have acCrued id fd¥or of Sout hwood Construct -
ion Conmpany on account Of services alleged to have been
rendered to West Mayfair Conpany are disallowed on the further
ground that they did not constitute ordinary and necessary ex-
penses or costS of sales,"

_Appel ' ant contends that Section 14 of the Act is not
applicable and the Franchise Tax Board is wthout authority
to combine the income of the two corporations because there
was no evasion of taxes and i\ppellant's i ncome_was ¢l ear|
reflected. Furthermore, 1t alleges that the Franchise Ta
Board in fact did not conbine incones but merely disallowed
as a deduction to Appellant the amount of the fées which
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accryed to Sout hwood. Althou?h Appel | ant apparently reported
the fees as a part of the cost of goods sold, it argues that
the only question at issue is whethier the payment of the fees
constituted an ordinary and necessary business expense.

_ Under  ordinary circunstances the fees clainmed as deduct-
ions fromincome by Appellant would have been included in the
measur e of Southwood's tax for the year in which they were
received. Under the circunstances here, however, if the fees
are allowable deductions to Appellant they have ‘escaped taxa-
tion in the hands of either corporation. ~Sjnce Aﬁ el | ant was
on the accrual basis it claimed deductions from incone as the
fees accrued. As Southwood was on the cash basis the fees
were not includible INn its income until they were received.
Appel [ ant, however, paid the fees in the year of Southwood's
dissolution. Under Section 13(k) of the Act, Southwood!'s tax
for the year of dissolution waS measured by incone of the
receding inconme year, a year _in which it had no inconeg,
ether Upon these facts fhe Franchise Tax Board could
properly 1nvoke the provisions of Section 14 of the Act, how
ever, is a question which we are not required to resol ve,

- Former Section 8 of the Act, as it read during the
period in question, allowed the deduction of "all fhe
ordinary and necessary expenses paid or incurred during the
i ncome ‘year in carrying on business . .." Appellant's POSition
appears 'to be that Supervision of construction is ordinary
and necessary and that where supervision is authorized and
paynments are,nade,ther are deductible, The fallacy of this

osition is imrediately apparent. Quite obviously the ex-

ent to which expenditires for supervision of construction
constitute ordinary and necessary expenses is a question of
fact which nmust be determned in the l[ight of existing circum
stances. Certainly an expenditure made for supervisory.
services which have been authorized but not performed’is not
an ordinary or necessary expense of doing business.

A brief review of the record before us shows a conplete
absence of evidence of anK services performed by Southwood
for Appellant, On the other hand, the evidence shows that
Appel I'ant paid M. Trousdale a substantial salary for super-
VISIH? its building activities. AIIhou%h ﬁ$pellant states
that The supervision of its activities . Trousdal e was
not the sane type of supervision as that rendered by South-
wood, no attenpt is made to explain the distinction, "or to
establish the nature and extent of the supervision by
Sout hwood.

Southwood's only asset was cash in the amunt of §2,000.

During the years in question it had no_enployees and no in-
cone. ~ Except for the cost of a city license its annual
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expenditures did not exceed the aggregate sum of $51.50. It
kept no books or records, The mere recital of these facts
would seem to refute the contention that the corporation
performed supervisory services worth , 600, or any sub-
stantial part of that sum. When coupled with a record barren
of any evidence of the services performed, the contention is
untenable, Since Appellant has failed to meet its burden of
proof, we conclude that the fees in question did not con-
stitute ordinary and necessary expenses of doing business.

) Appellant has alleged error in imposing a tax for its
first and second taxable years based on income for the in-
come year ended October 31, 1947, This allegation has not
been "amplified, No tax for its first taxable period, ended
October 31, 1946, is involved. Under Section 13( c) of the
Act, since Appellant? first taxable year was less than
twelve months, the tax for its second and third taxable
years is based on income_of its second year, There is
nothing to show that the Franchise Tax Board did not act in
accordance with the statute.

Pursuant to the views expressed in the opinion of the
tBk?ardf on file in this proceeding, and good cause appearing
erefor,

1T IS HEREBY ORDERED, ADJUDGED AND DECREED, pursuant to
Section 25667 of the Revenue and Taxation Code, that the
action of the Franchise Tax Board on the protests of West
Mayfair Company to proposed assessments of additional fran-
chise tax in the a%;re ate amount of $8,627.78 for the
taxable years ended October 31, 1947, and1948,and $5,078.01
for the taxable year ended October 31, ' 1949,  respectively,
be and the same is hereby sustained.
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Done at Sacramento, California, this 27th day of
1956, by the State moard Of Equalization.

Novenber,

ATTEST:

D xwel |

Paul R Leak‘/e

Robert E. MeDavid

Janes H. Quinn

Geo. R. Reilly /

Robert C. Kirkwood

4

H

)

L, Pierce , Secretary

-139~

Chai r man

Member

Member

Member

Member



