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BEFORE THE STATE BOARD OF EQUALIZATION
OF THE STATE OF CALI FORNI A

In the Matter of the Appeals o%) - -
JAVES C. COLEMAN PSYCHOLOG CAL )

CORPORATI ON AND JAMES C. AND
AZALEA COLEMAN

Appearances:

F el |l ants: Dani el T. Sasahara
or AP Certified Public Accountant

For Respondent: Anna Jovanovich
Counsel

OPI1 NI ON

These consol i dated appeal s are nade pursuant to
sections 25666 and 18593 of the Revenue and Taxation Code

fromthe action of the Franchise Tax Hpard aon the
protests of James C %brenan Psycholog?ca Cor poration

and James C. and Azal ea Col eman agai nst proposed assess-
ments of additional franchise and personal Incone tax in
the anpunts of %2,026 and $2, 216 595 t he ncome years
ended May 31, 1976, and may31, 1977, respectively, and
in the anounts of $2,403.07 anEU$2,64 }$9 for the y? rs
1976 and 1977, respectively:. ring the course of” these
proceedi ngs, appellants paid the anounts assessed, thus
converting this action to an appeal fromthe denial of
claims for refund pursuant to Revenue and Taxation Code
sections 26078 and 19061.1.
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8§als of Janmes C. Col eman Psychol oqgi ca
rporation and James C.. and Azalea Coleman

_ The sole issue for determnation in this appea
I s whether respondent properly disallowed deductions
claimed by the corporation for settlenent costs,

aut onobi | € expenses, and travel expenses and proper |
included part of the disallowed amunts., asdividends, in
the incone of the individual sharehol der

Dr. James C. Col enan (appellanti wote two
psychol ogy textbooks in the 1950's. In 1970, he forned
James C. Col eman Ps¥chotog|cal Corporation (the _
corporation), transferring to the corporation his rights
to receive royalties fromthe books he had witten. ~The
t ext books were witten prior to appellant's marriage to
his forner wfe, Betty Col eman. However, appell ant
Bersonally owned t he copyrlggts during his narriage to
etty Coleman. \Wen Betty Col eman died in 1972, her
estate filed a lawsuit claimng an interest in the text-
books and sought half of all past, present, and future
royalty paynents fromthe publication of the books.

In order to settle the case out of court,
aPpeIIant made a direct paynent to the estate. In each
of the years 1976 and 1977, the corporation reinbursed
appel I ant $20, 000 for amounts he paid to settle the
lawsuit. On I1ts tax returns for these years, the

corporation deducted the reinbursed amounts as business
expenses.  Respondent disallowed the clained deductions

after determning that the settlenment costs were persona
expenses arising out of appellant's former marriage,
ra%he%_than out of the corporation's profit-making
activities.

The corporation also deducted .automcbile
expenses and depreciation in 1976 and 1977 which respon-
dent disallowed on the basis that appellant had not
provi ded substantiation of the business use of the
aut onobi | e beyond unsupported, general statements.

On its return for the income year ended Mmay31
1977, the corporation deducted the cost of a round-trip
airplane ticket for appellant's present wife, Azalea
Col eman.  The purpose given for Ms. Coleman's trip to
New York was to acconpany appellant when he neqgotiated a
renewal of a publishing contract. Respondent disallowed
this deduction on the ground that appellant had not
of fered any evidence that Ms. Colenan provided substan-
tial services directly related to her husband's business.

_ Respondent regarded the expenditures for which
deductions were disallowed as distributions of corporate
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earnings, taxable to appellant as dividends, The parties
agree that the decision regarding the propriety of the
corporate deductions will control the decision regarding
the liability of the individual taxpayers.

_ ~ Appellant argues that the |egal expenses were
paid orincurred to resist action that interfered with
t he business activities of the corporation and, there-
fore, are deductible as ordinary and necessary business
expenses. As to the autonobile expenses, appellant
submts that the use of the autormpbile was related to
busi ness purposes and that, even if respondent disallows
a portion of the autonobile expenses, it should still
allow at least 75 percent of the autonobile expenses
under the rule expressed in Cohan v. Comm ssioner, 39
F.2d 540 (2nd Gir. 1930) and follTowed by this board in
épgeal of Sinpson's Inc.', Cal. St. Bd. of Equal., Feb. 3,
965. Finally, appelTant contends that Ms. Coleman's
trip to New York Gty with her husband served a bona fide
gualnfsglpurpose; therefore, her travel expenses are
educti bl e.

_ Appel  ant argues that-the |egal expenses in

?uestlon were not personal in nature-because. the | awsuit
iled by Ms. Coleman's estate was ainmed directly at

obtaining a half-interest of the royalty incone owned by
the corporation. The books were wiitten in the late _
1950's prior to'his marriage to Betty Coleman in 1960 and
t hus werethe sole S%Parate property of Dr. Col eman_when
they were transferred to the corporation in 1970. The
lawsuit filed by the beneficiaries of the estate of Bett
Col eman cl ai med the beneficiaries should be the recipien
of one-half of the interest in the present_and future
royalty income owned by the corporation. Though
appel l ant asserts that the corporation had good grounds
for winning the lawsuit, he states that a decision was
made to seftle out of court in order to avoid a costly
and potentially Iengthy | egal proceeding and to protect
the only incone-producing asset owned sol el by he
corporation. Appellant further asserts that if the
| awsuit had not been settled, the corporation's very
exi stence woul d have been threatened since the |awsuit
was aimed at its primary source of revenue.

_ Section 24343 of the Revenue and Taxation Code
ermts the deduction of all ordjinary and necessarY
usi ness expenses. Deductions, however, are a matter of
| egi sl ative-grace and the burden is on the taxPa¥er to
prove that the expenses are within'the terns of the
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Appeal s of Janes C. Col eman Psychological
Corporation and Janes C. and Azal ea Col enan

statute. (New Colonial Ice Co. v.Helvering, 292 U.S.
435 [78 L.Ed. 1348] (1934).)

_ Sections 24343 and 24349 of the Revenue and
Taxation Code are substantially simlar to sections 162
and 167 of the Internal Revenue Code of 1954. Accord-
~ingly, the interpretation and effect given the federal
provisions are hlghly persuasive with respect to the
proper aggllcatlon of state law. (Holnes v. _MeColgan, 17
Cal.2d 426, 430 [110 P.2d 428] cert. den., 314 U S. 636
[86 L.Ed. 510) (1941); R hn v. Franchise Tax Board, 131
Cal.App.2d 356, 360 ([280 P.2d 893] (1955).)

_ _ Al though we can ffnd no case that is factually
i dentical to the present appeal, the question of whether
| egal expenses incident to a divorce are personal in
nature or a legitimte business expense has been

t horoughly exam ned by this board and by the United
States Supreme Court. (See Appeal of rtis H Lee, Cal
St. Bd. 0372E uaIS. : 3\gauly 26, 12978; un tlgcégSt ates v.
Gilmore, LS. (9 L.Ed.2d 570] ( ' —United
States v. Patrick, 372 U S 53 (9 L.Ed.2d 580] (1963).)
As we stated In the Appeal of Curtis H Lee, supra, the
pivotal question in both Gilmore and Patrick was whet her
t he taxPayer's | egal costs were a "business" expense.
rather than a "personal" expense. The characterization
of the litigation costs of resisting a claimas

"busi ness" or 'personal " depends on whether or not the
claim arises in connection with the taxpayer's profit-
seeking activities. It does not depend on the
consequences that mght result to a taxpayer's income-
produci ng property froma failure to defeat the claim

| n Gilmore, the court determned that the wife's clains
stemmed entirely fromthe marital relationship and not
fromany incone-producing activity. Since the expenses
were "personal" and not Tbusiness," the court concluded
"that none of the husband's |egal expenses were deductible
under the federal counterpart of section 17252,
subdi vi sion (b).

In denying a simlar claim the Patrick court
found that the clains asserted by the wife in the divorce
action arose fromthe nmarital relationship and were,
therefore, the product of the parties' personal or famly
lives, not the husband's profit-seeking activity. The
court could find no distinction in the fact that the
| egal fees were paid for arranging a stock transfer,
| easing real property, and creating a trust rather than
for conducting litigation. .These matters were incidental
to litigation brought by the wife, whose clainms arising
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fromthe taxpayer's, personal and famly |ife were the.
origin of the propert% arrangenents. |In the instant
case, We can find no basis to support appellant's
argument that the lawsuit was agalnst the principal

i ncome source of the corporation and not aimed at control
and preservation of an interest of a stockholder as in
the Gilmore and Patrick cases. In fact, the action by
Ms. Coleman's estate was todetermne her rights to

i ncone generated during her marriage to appellant and was
a_personal claim against appellant.” Ve also find it
significant that appellant has, to.date, been unwilling
or unable to provide copies of the actual clains filed by
Betty Coleman"s estate. As noted by respondent, a review
of the actual clains woul d_undoubtedly shed nmore Iight on
their origin and nature. The failure to provide evidence
which is within appellant's control gives rise to the
presunption that, 1f provided, the evidence would be
unfavorable. (O g%%er v. Conmi ssioner, - 266 F.2d 575 (4th
Cir.) cert. den., U S. 867 [4 L.Ed.2d 1021 (1959).)
Accordingly, we conclude that the |egal expenses in
question were in fact personal in nature and were

properly disallowed by respondent as deductions by the
cor porafi on.

W& do agree with respondent that appellant's
records with regard to his autonobile expenses fall short
of the desired standards for conplete substantiation of
such expenses. Appellant did present sone evidence of
his business travel as including: transportation of
publ i shing executives to and from Los Angel es |nterna-
tional Airport; meetings with his attorney; trips to
|ibraries for research projects; trips to Camarillo State
Hospital and California State Pol ytechnic University in
San Luis Obispo. (App. Br. at 6.) As such, we cannot
aﬁree with respondent’s position that the lack of records
should result 1n a denial of any deduction for autonobile
expenses. Instead, we believe that this is a proper case
for application of the so-called_"Cghan rule," which
provides for the making of an approximation oOf
expenditures of this t%pe where It is clear that
"sonething was spent" but where the taxpayer's records
are so inadequate that it is inpossible to determne with
any accuracy just how nuch was spent for business
purposes. (Cohan v. Conmi ssioner, supra; see also AgFeaI
of Sinpson'sTnc., supra.) 1Ine record does not permt an
exact agportlonnent, ut we are persuaded that appell ant
shoul d be entitled to deduct sone portion of his autono-
bil e expenses. Making what appears to be a reasonable
estimate, taking into consideration the informtion
appel lant did furnish concerning the use of his

~470-
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automobi e for various business trips, we-conclude that
appellant | S entitled to deduct 35 percent of his _
aut onobi | e expenses ‘and depreciate the automobile a |ike
percentage for the years in question.

W turn next to the question of whether respon-
dent properly disallowed the deductions made for Ms.
Col eman's travel expenses to New York. Respondent
contends that no evidence has been presented which tends
to show that Ms. Coleman's presence was necessary.
pel lant submts that Ms. Coleman's presence | n New
ork was essential and invaluable-and offers as evidence
a letter fromthe corﬁoratlon's New York counsel, Ms.
Harriet F. Pilpel. The purpose of the business trip in
question was to negotiate' a contract for the corporation
W th Scott, Poresman and Conpany, a New York publisher.
As secretary of the corporation, Ms. Coleman's purpose
for traveling to New York was to assist Dr. Col eman and
Ms.Pi I pel in negotiating this contract. According to
the facts presented, Ms. Coleman attended all sessions
~of the contract negotiations and was intimtely involved
with all decision and details of the contract
proceedi ngs.

Respondent cites Watherford v. United States

418 r.2d 895 (9th Cr. 1969), for the proposition that a
wife's travel ing expenses are not deductible unless it is
shown that she provided substantial services directly and
Brlnarlly related to the carrying on of her husbhand's

usiness. In Weatherford, supra., the wife's travellnﬁ
expenses were disalTowed after a showi ng that while the
witTe was interested in her husband' s business, she had no
speci fi ¢ business purpose in meking the trip. She did
not work on the ranch, was not a partner in the ranch

busi ness, and was not engaged in public relations for
either the ranch or the wheat industry. W find the
facts in the instant case to be quite different. Ms,
Coleman was an officer in her husband's corporation. She
was involved in the negotiations and has offered proof of
this involvenent. Accordingly, we conclude that S.
cfﬁemi?'s'travel expenses shoul d properly have been
al [ owed. .

_ In accordance with our foregoing analysis, it
I's our conclusion that respondent ﬁroFerly di sal | owed any
deduction for |egal expenses but should properly have

al l owed the deduction taken for travel expenses and 35
ercent of the deduction claimed for autonobile expense.
he disal |l owed anounts shoul d be considered distributions

of corporate earnings taxable to appellant as dividends.
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O RDER

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,
ursuant to sections 26077 and 19060 of the Revenue and
Taxation Code, that the action of the Franchise Tax Board
in denying the clains of Janes C.Col eman Ps¥cholo?ical
Corporation and James C. and Azalea Coleman for refund of
franchi se and Bersonal Income tax in the amunts of
$2,026 and $2,216 for the income years ended May 31, 1976,
and May-31, 1977, respectively, and in the amounts of
$2,403.07 and $2,645.39 for the years 1976 and 1977,
respectively, be and the sane is hereb¥ modified in
accordance with this opinion. In all other respects, the
action of the Franchise Tax Board is sustained.

~ Done at Sacramento, California, this9th day
of ril , 1985, by the State Board of Equalization, .
with Board Menbers Mr. Dronenburg, M. Collis, M. Nevins
and Mr. Harvey present.

_Ernest J. Dronenburg, Jr. » Chairman
Conway H. Collis » Member
Wl ter Harvey* » Menber

» Member

» Member

*For Kenneth Cory, per Governnent Code section 7.9
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