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Kathleen M Morris
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OPI1 NI ON

Thi s a%peal_ls made pursuant to section 18594 of
t he Revenue and Taxation Code from the action of the Franchise
Tax Board on the protest of Harold S. and Wnifred L. Voegelin
agai nst a proposed assessment of additional personal incone
tax in the anount of $709.98 for the year 1972.
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Appeal of Harold S. and Wnifred L. Voeqelin

_ ~ Appellants, Harold S. and Wnifred L. Voegelin,
filed a joint California personal income tax return for the
year 1972 wherein theY reported an actual net |oss of $564, 219
on the sale of capital assets held for not nore than one
year and-an actual net gain of $116,797 on the sale of capital
assets held nore than five years. Accordingly, appellants'
1972 capital asset transactions resulted in an actual total
net capital loss of $447,6422 ($564,219 - $116,797). However
as will be explained below, appellants were entitl’'ed to claim
a total net capital |oss of $505,820 in 1972 by virtue of
the preferential tax treatnment accorded capital gains
pursuant to section 18162.5 of the Revenue and Taxation Code.

The sol e issue presented by this appeal is whether
the ' $58,398 difference between appellants' actual total net.
capital loss for 1972 and the total net capital 1loss recognized
by virtue of section 181'62.5 constitutes an item of tax
Breference subject to the tax on preference income inposed
py section 17062 of the Revenue and Taxation Code. As the
I Ssue presented is one of first inpression before this board,
our resolution of the appeal is prefaced with an analysis
of the various statutory provisions that define or delimt
the tax on preference i ncone in Situations involving capital
asset transactions.

_ Section 17062 of the Revenue and Taxation Code,
in effect Decenber 8, 1971, inposes a special tax on certain
items of inconme and deduction that are accorded preferential
tax treatment under California's Personal |ncome Tax Law.
For exanple, in defining the various itens of tax preference
subject to the tax inposed by section 17062, section 17063
refers to: accelerated depreciation on certain real and
personal property in excess of straight-line depreciation:
percentage depletion in excess of the basis of the fproperty
I nvol ved; and, conmencing in 1976, excess "net farm loss"
deductible from nonfarm i ncone. (See Rev. & Tax. Code, §
17063, subds. (b), (c), (e), and (i), respectively.) Section
17063 al so contains two separate provisions which refer to
the preferential tax treatnent accorded capital gains as an
Item of tax _preference supiect to the tax Inposed by section
17062. (Rev. &Tax. code, § 17063, subds. (£f) and ¢(h) .)

_ Subdi vision (£) of section 17063 defines as an
itemof tax preference the preferential tax treatnent that
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was accorded capital gains in taxable gears begi nning prior
to January 1, 1972. n conputing taxable income for such
years, individual taxpayers were allowed to deduct from
ross incone 50 percent of the amount by which their net
ong-term capital gains exceeded their net short-term
caprtal losses. (Rev. & Tax. Code, §s 18151, 18162,
repeal ed bg Stats. 1972, ch. 1150.) Subdivision (f) of
section 17063 defines as an itemof tax preference "[a]ln
amount equal to one-half of the amount by which net
long-teym capital gain exceeds the net short-term capita
loss ., "=~ Accordingly, subdivision (£) subjects to the tax
on preference income the portion of capital gains not
included in taxable income by virtue of the capital gains
deduction that was in effect” for taxable years beginning
prior to January 1, 1972.

Subdi vi sion (h) of section 17063, on the other
hand, deals with the preferential tax treatment accorded
capital gains for taxable years beginning on or after
January 1, 1972. For such years, with the enactnent of
section 18162.5 of the Revenue and Taxation Code and the
repeal of the above described capital gains deduction,
California established a new nmethod for according capita

ains preferantial tax treatnent. Specifically, section
8162.5 provides:

(a) In the case of any taxpayer, only
the follow ng percentages of thé gain or
| oss recogni zed upon the sale or exchange
of a capital asset shall be taken into
account in conputing taxable incone:

I/ Subdivision (£) of section 17063 is applicable with
respect to "taxable years Dbeginning after Decenber 31
1970, and ending_on ‘or before Novenber 30, 1972." (Rev.
& Tax. Code, § 17063, subd. (h).)
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(1) One hundred percent if the capita
asset has been held for not nore than one’
year:

(2) Sixty-five percent if the capita
asset has been held for nore than one year
but not nore than five years:

(3) Fifty percent if the capital,gsset’
has been held nore than five years. -*

The follomﬁn%Stmo exanpl es dermonstrate the operation

and effect of section

Exanple 1

Assume that a taxpayer with a taxable year beginning
January 1, 1972, realizes actual "l-year" capital gains
totaling $5, 000, actual "lI-to-5 year” capital gains
totaling $3,000, and actual "S-year" capital |osses .
totaling $1,000. The taxpayer's total net canital gain
woul d be conputed under section 18162.5 aS follows:

162. 5:

Act ual § 18162.5

Gin or LOSS Gin or Loss
"I -year" qgain.....e.... $5,000 x 100% = $5, 000
"I-?%-S yegr" gain..... 3,000 x 65%= 1,950
"S-year” 1o8S...ee0nnes (1,000)x 50%= ( 500)
Total gain $7,000 $6, 450

Pursuant to section 18162.5, the taxpayer woul d account
for a total net capital gain of $6,450, rather than the
realized or actual total net capital gain of $7,000, in
conputing his 1972 taxable incone.

2/ Hereinafter, the capital gains and |osses referred to
in section 18162.5 wi |l be described, according to the
correspondi ng holding period, as "l-year", "l-to-5-year",
or "S-year" capital gains or |osses, respectively.
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Exanpl e 2

Assume that a taxpayer with a taxable year beginning
January 1, 1972, realizes "l-year" capital |osses totaling
$5, 000, "]-tp-5 year" capital gains totaling $3,000, and
"5-year" capital gains totaling $1,000. The section

- 18162.5 total net capital |oss would be conputed as

foll ows:
Act ual § 18162.5
Gin or Loss Gin or Loss
"l-year" 1oSS..iieencecnns ($5,000) x 100% = ($5,000)
"|-t0-5 year" gain........ 3,000 x 65% = 1,950
"S—¥ear' gain............. 1,000x 50% = ' 500
otal [oss ($1,000) (32,550)

Pursuant to section 18162.5, the taxpayer would account
for a total net capital loss of $2,550, rather than the
actual total net capital loss of $1,000, in conputing his
1972 taxabl e incone.

_ As indicated, section 18162.5 results in prefer-
ential tax treatment for certain capital gains by providing
for aspecified percentage reduction in the amount of such
gai ns takeninto account in conputing taxable income.
Accordingly, subdivision (h) of section 17063 designates
as an item of tax preference the preferential tax treatnent
accorded capital gains by virtue of section 18162.5.
Specifically, subdivision (h) provides, in pertinent part:

For taxable years beginning after
Decenber. 31, 1971, the anount of the tax
preference income wth respect to capita
gains shall be an anmpunt (but not bel ow
zeroz equal to the difference between (1)
the taxpayer's total net capital gains
and | osses (determned wthout regard to
any capital loss carryover) for the
taxabl e year, and (2) the taxpayer's net
capital gains and |osses recognized by
virtue of Section 18162.5 for the sane
t axabl e year.
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Appl yi ng subdivision (h) to the exanpl es set
forth above, we find that the taxpayer in Exanple 1
experienced or realized tax preference income in the anpunt
of $550, since that anount represents the difference
between the taxpayer's $7,000 actual total net capital
gains and the $6,450 total net capital gainps recognized by
virtue of section 18162.5. By the sane"token, the taxpayer
in Example 2, according to subdivision (h), experienced or
realized tax preference incone in the amount of $1, 550,
since that amount represents the difference between the
taxga%er's $1,000 actual total net capital |osses and the
$2,550 total net capital | osses recognized by virtue of
section 18162.5. It is inportant to note that in both
exanpl es the tax preference income arose by virtue of the
artiticial decrease in the taxpayer's actual capital gains.

The instant appeal presents a factual situation
anal ogous to that set forth in Exanple 2. In 1972, appellants
realized an actual total net capital |oss of $447,422 on
their capital asset transactions. Yet, by virtue of section
18162.5, as shown below, appellants were entitled to claim
a total net capital loss of $505,820.

Actual § 18162.5

Gain or LoSS Gin or LosS

"l -year" loSS..ieereens ($564,219) x 100% = ($564,219)
"S-year"” Qgain.......... 116, 797 x 50% = 58,399
otal 10ss ($447. 422) (3505, 820)

~The difference between appellant's actual total
net capital loss in 1972 and the net capital |oss recognized
by virtue of section 18162.5 is $58,398. The narrow question
presented for our resolution is whether that anount
constitutes an itemof tax preference as defined in
subdi vi sion (h) of section 17063,

_ Apgellants.take the position that subdivision (h)
of section 17/06'3, like its predecessor, subdivision (f),
does not and was not intended to identify or define tax
preference incone in situations where the taxpayer's total
capital |osses exceed his total capital gains. ~ Under such
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ci rcumstances, appellant's argue, the taxpayer receives no
I nmedi ate tax benefit as a result of his capital asset
transactions, since the resulting total net capital loss
is, for the nost part, of value only as a capital |oss
carrgover to subsequent years. (S€ée Rev. &« Tax. Code, §
18152.)  Therefore, appellants conclude, such a taxpayer
receives no tax preference "income" and should not be held
liable for the tax inposed by section 17062.

It is our opinion that appellants' position is
based upon an erroneous construction of the Ianguage, ,
contai ned in subdivision (h) of section 17063. ~Subdivision
(h) identifies tax preference income only in situations
where the operation of section 18162.5 results in an
artificial decrease in a taxpayer's realized capital gains:
I f a taxpayer realizes only capital |osses in the taxable
year, or if the cap|tal(?a|ns whi ch he realizes are solely
‘| -year" gains accounted for at 100 percent, thg /taxpayer
has no preference incone under subdivision (h).=/Mfreover,
If the operation of section 18162.5 causes an artificia
reduction of a taxpayer's realized capital |osses aswel
as his reallzed_capltaL(?a|ns_(see ExanBIe 1, supra), the
tax preference incone identified by subdivision (h)is, in
effect, limted to the amount by which the total reduction
in actual neL capital gains exceeds the total reduction in
actual net capital |osses. Thus, it seems clear that
subdi vi sion (h) was designed to define tax preference
income with respect to capital gains in terns of the tota
section 18162.5 reduction in the taxpayer's realized
capital gains, with an offset allowed for any section
18162.5 reduction in the taxpayer's realized capita

3/ I'n such situations, the difference between the taxpayer's
actual total net capital gain or loss and the total net
capltal gain or |loss recognized by virtue of section 18162.5
will always be an anmount equal to or below zero. such
amounts are expressly excluded from the definition of tax
R;gégrence I ncome contained in subdivision (h) of section
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Voeqel in

losses-, regardl ess of whether or
net capital |osses exceed his tota

not the taxpayer's total
| net capital gains.

Finally, subdivision (h) contains no |anguage which

suggests that the Legislature inte

nded to postpone or

exclude the tax on preference items in cases such as the
I nstant appeal where the section 1816212n[9d ction in

capital gains ultimtely produces
an imedrate tax benef|¥. eﬂlfe P
preference tax in sug? cases m ght
matter of tax policy= , r&salution

a po ral - as OEposed to.
ost ponenment of the

be aﬁpropriate as a

of this appeal nust be

bhsed upon the plain language of the s}atute i n question.

(&?ee Appeal of Chester A Row and,
t. 21, 1975.)

St. Bd. of Equal.,

For the reasons stated above, we concl ude that

the preferential tax treatment acc

orded appellants' 1972

capital gains by 'virtue of section 18162.5, represented as
$58, 398 pursuant to the express terns of subdivision {h) of
section 17063, constitutes an item of tax

to the special tax inposed by sect
respondent's action in this mtter

i on 170%r2?f er&’%%quahw )?,Ct

must be sustai ned.

i/ At the federal |evel, for exanple, provision is made

Tor postponenent of the preference
taxpayer has a net operating |oss
part to items of'tax preference.
1954; § 56(b).)
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ORDER

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

appearing therefor,

| T IS HEREBY ORDERED, ADJUDGED AND DECREED
pursuant to section 18595 of the Revenue and Taxation Code,
that the action of the Franchise Tax Board on the protest
of Harold S. and Wnifred L. Voegelin against a proposed
assessnment of additional personal income tax in the anount
of $709.98 for the year 1972, be and the same is hereby

sust ai ned.

Done at Sacranento, California, this 3rd day O
February, 1977, by the State Board of Equalization

’%::;7, Ch;irma

‘ 2 /é
QZQQ!Z'!' + Member
"f(’ » Menber

: | AMM;{ » Menber
- | | . Menber
ATTEST: éézzf/%&(iszgz;%ff;éi » Executive Secretary
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