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OPI1 NI ON

This appeal is made pursuant to section 18594
of the Revenue and Taxation Code from the action of the
Franchi se Tax Board on the protest of Dean D. and Burdella
M Devries agai nst a proposed assessnment of additional
personal income tax in the amount of $2,865.32 for the
year 1972
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After a concession by the aﬁpellants, t he issues
remai ning for decision are: (1) whether appellants are
entitled to depreciate the cost of a covenant not to com
pete relating to their acquisition of the Carrollton,

M ssouri, Daily Denocrat; and (2) whether appellants may
deduct the "consulting and finder's fee" they paid to

the broker who arranged their purchase of the Dally,
Democrat.

At all pertinent tines, appellants were resi-
dents of Ukiah, California. For several years prior to
19. 72, appellants actively sought to buy a, newspaper for
their son to manage. Since they were unable to find
what they wanted on their own, they decided to enploy
a Kansas' newspaper broker-consultant to help them |ocate
a suitable investment. The broker found the Carrollton,
Missouri, Daily Denocrat for them and through his efforts
the appellants purchase?! all of the stock of the newspa-
per'-s publishing corporation on March 23, 1972. ‘

I n paragraph 7 of the sales contract, the sellers
agreed not to engage In the newspaper, radio,, television,
or advertising business within 50 miles of Carrollton. ‘
The contract specifically provided that the consideration
for this covenant was $48,750.00 (25 percent of the total
purchase price of $195,000.00), but it did not stipulate
any particular life for the covenant. Paragraph 3(c) of
the contract stated that appellants would pay a broker's
conmm ssion of $9,750.00 to their broker.

On their 1972 return, appellants clained a
depreci ation deduction of $9,750.00 attributable. to the
covenant not to conpete. Appellants arrived at this
figure by assigning a five-year life to the covenant and
then deducting one-fifth of the $48,750.00 paid for the
covenant. Appellants also deducted the $9,750.00 Paid
to the broker, describing this payment as a "consulting
and finder's fee." Respondent disallowed both deducti ons.
The depreciation deduction was deni ed principally on the
ground that the covenant had no definite useful life,
and the deduction for the broker's fee was deni ed because
respondent deternined that this payment should have been
capitalized and treated as a part of the cost of the stock.

_ Under appropriate circunstances, Revenue and
Taxation Code section 17208 authorizes a deduction for
the depreciation of a covenant not to conpete. One of
the required circunstances is that the covenant nust have
a linmted useful life.  (See Cal. Admin. Code, tit. 18, @
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reg. 17208(c).) In this case the evidence is conflicting
on whet her t'he covenant was intended to have a specific
life. The sale agreement did not specify any term of
years, but appellant Dean Devries testified at the hear-
Ing that he and the seller understood that the term was

to be five years. This testinony is supported by a letter
fromthe seller dated July 12, 1974, and also by a letter
from the broker, dated May 23, 1974. However, when respon-
dent's auditor later asked the seller whether a specific
time period had been agreed to, he denied that this was
the case. Although there is sone uncertainty on this
point, we have concluded that the weight of the evidence
Is in aPpeIIants' favor. W are inclined to discount

the seller's later denial of an agreed five-year life

for the covenant, since he had treated his entire gain

on the sale as a capital gain for federal and state

incone tax purposes, and respondent's auditor inforned

hi mthat any consideration received for a covenant not

to conpete tor a limted tine period should have been
reported as ordinary incone.

Havi ng deci ded that the covenant is depreciable
over five years, we turn now to the question of whether
appel l ants properly conputed their depreciation deduction
for the year of acquisition. As we indicated previously,
appel l ants deducted a full year's depreciation of $9,750.00
on their 1972 return. However, the sale agreenent was
dated March 23, 1972, and it provided that the sale was
to close on or before April 28, 1972, and that the trans-
fer of possession and control of the newspaper property
was to take place on May 1, 1972. In the absence of any
evi dence to the contrary, we will assume that the sale
did in fact close on or about April 28, 1972. The cove-
nant becane effective at that time, and it follows,
therefore, that appellants are not entitled to take a
full year's depreciation deduction for that asset.
Respondent's regulations provide, in pertinent part:

The period for depreciation of an asset
shal | begin when the asset is placed in service
and shall end when the asset is retired from
service. A proportionate part of one year's
depreciation is allowable for that part of the
first and last year during which the asset was
in service. .. (Cal. Admn. Code, tit. 18,
reg. 17208(j), subd. (2).)

Under this rule, appellants are entitled at nost to depre-
ciate the covenant over the |ast eight nonths of 1972,
(Taylor S. Hardin, |l 73,193 P-H Meno. T.C. (1973), affd.,
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507 F.2d 90:3f(4th Cr. 1974,15)' Wlljam R Collins, 18 T.C
99 (1952), affd., 203 F.2d 565 Ot Tir, 1953).; There-
fore-, their allowable deduction is $6.500.00 (8/12 : X

$9,750.00). Respondent's assessnment W || be modified
accordingly.

Wth respect to the purpose and nature of the
$9,750.00 paid to the broker, we find again that the
evidence is conflicting. Relying on cases hol ding, that
broker's conmi ssions and |egal” and apPralsaI fees incurred
I n connection with the acquisition of stockare nondeduct -
I bl e capital expenditures that must be added, to the basis'
of the stock, (Woodward v. Conmi ssioner, 397 U.S. 572 [25
L. BEd. 24 5771 Ti970); Helverin ering v. winmill, 305 U S. 79
[83 L. Ed. 52] (1938”,,respondéﬁ?ﬂcoﬁf§ﬁ6§'that this

ayment was a nondeducti bl e-conm ssion- paid for the bro-
er's services in arranging for appellants' acquisition
of the Daily Denocrat's outstanding stock. The evidence
tending TO support respondent's position is as follows:
first, the sale agreenent described the paynent specifi-
cally as a "broker's conmm ssion"; second, M. DeVries
himsel f stated that the broker was enployed to find a
newspaper after appellants had been unsuccessful in

| ocating one themselves: and third, the payment anounted
to exactly five percent of the agreed $195,000.00 pur-

chase price for the Daily Denocrat, a percentage very
likely to ConStItute_ﬁ_§¥ﬁﬁﬁﬁTﬁ_ﬁﬁhﬂ1SSIOn.

The appel l ants argue, however, that this fee
was not a conm ssion but rather was conpensation for
consul ting services the broker had agreed to render for
five years following the sale. |n support of their
version of the payment, appellants have submitted two
di fferent cogles of a letter fromthe broker detailing
the terms of the consulting agreement. Both copies are
dated March 23, 1972, the date of the stock purchase
agreenent, and both contain spaces for M. DeVries to
sign and date his agreement to the terns outlined by the
broker.  The copy appellants subnmitted with their opening
brief indicates that M. DeVries signed it on August 20,
1974.  The copy appellants submtted after the hearlng,
however, indicates that it was signed on March 28, 1972,
and appellants allege' that this copy is the original
letter. It is readi |y apparent, however, that this copy
s a photocopﬁ rather than an original typed letter, and
it is clear (because of differences in the broker's sig-
nature% that this alleged "original" was not used to
make the copy submtted with appellants' opening brief.
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Faced with these inconsistencies, we are in-
clined to agree with respondent that this letter was
drafted sonetime in 1974, after respondent had begun its
audit of appellants' return. During the |ater stages of
the audit, appellants' representative told the auditor
that the consulting agreenent had never been reduced to
witing, and in his reply brief on appeal M. Devries
described the letter dated March 23, 1972, as a confirnma-
tion of his oral agreement with the broker and admtted
that he signed the letter on August 20, 1974, because he
had been advised to do so by his attorney. Mbreover, in
another letter from the broker that was notarized as
havi ng been signed on May 23, 1974, the broker did not
mention any witten consulting contract even though this
letter was clearly witten to persuade respondent that a
consulting agreenment had been entered into at the tinme
of the stock purchase. W conclude, therefore, that the
|etter dated March 23, 1972, was in fact witten sonetine
after May 23, 1974, in a belated attenpt to justify the
deduction in question. Under the circunstances, that
letter is insufficient to establish that the paynent to
the broker was anything other than a conm ssion, as stated
in the stock purchase agreenent. Accordingly, on this
I ssue respondent's determnation wll be sustained

ORDER
Pursuant to the views expressed in the opinion

of the board on file in this proceeding, and good cause
appearing therefor,
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IT | S 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 Dean D. and Burdella M Dpevries agai nst a
proposed assessnent of additional personal income tax
In the amount of $2,865.32 for the year 1972, be and the
sane is hereby nodified to allow a depreciation deduction

of $6,500.00. In all other respects, respondent's action
| S sustained.

Done at Sacranento, California, this 18th day
of Odtober , 1977, by the State Board of Equalization.
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