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OPI NI ON

Thi s aiyeal I s made pursuant to section 26075,
subdi vi sion (a), of the Revenue and Taxation Code
fromthe action of the Franchise Tax Board in denying the
claimof Villa Maria Managenent Cbrgorat|on for refund of
franchise tax in the amount of $4,425 for the incone year
ended February 28, 1983.

1/ Unl'ess ofherw se specified, all section references
are to sections of the Revenue and Taxation Code as in
effect for‘the income year in issue.
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Appeal of Villa Maria Managenent Corporation

_ The questions presented are: (1) whether appel-
lant is entitled to an interest expense deduction for
amounts paid in connection with notes involving a sales
a%reenent executed between stockhol ders of appellant; and
(2) whet her apPeIIant Is entitled to a deduction for
amounts allocated to a covenant not to conpete in connec-
tion with a sales agreenent executed between stockhol ders
of appellant.

_ ~ The principal business activity of appellant, a

California corporation, is the ownership and operation of

a conval escent hospital in Frenont, California. During

the period at issue, Verne R Lee (Lee? was both presi-
dent of appellant and its sole shareholder. In order to
resolve a dlsgute with appellant's forner' owners, Jimy
Mtchell and 0. Merle Custer, concerning the ownership of
appel lant's stock, Lee entered into an aqreement in 1982
settling such ownership questions. The agreenent pro-
vided that the former owners were to sell to Lee, denoted
as buyer, "all their right, title, and interest in [appel-
lant] and any stock thereof." (Ex. A at 3.) The terns

of the agreement provided that $23,295 was |n|t|allﬁ to

be paid to Mtchell and $5,000 to Custer and that the

bal ance was to be paid on an installnent basis, $158,783.50
to Mtchell and $48,000 to Custer, with interest at the
rate of 12 percent per annum In addition, the agreement
provided that Mtchell agreed not to conpete "with any busi-
ness owned in whole or in part by Buyers [i.e., Lee] engaged
in the operation of skilled nursing facilities. ..."

(Bx. A at 7.) The agreenent allocated $152,100 of the

“purchase price paid to Mtchell to his covenant not to
- conpet e.

_ Appellant filed a timely tax return for the
period at issue but, thereafter, concluded that it had
I nadvertently overl ooked interest expenses paid to
Mtchell and Custer and anmortization of Mtchell's cove-
nant not to conpete. Therefore, appellant filed an
amended return deducting $48,058 for interest expense and
$10, 140 for the covenant.

On audit, respondent concluded that the agree-
ment was nade between stockhol ders and that the paynent
of the interest was Lee's obligation and not that of his
corporation, appellant herein. ~ Mreover, respondent
concluded that the owner of the covenant was Lee and not
aBPeIIant and that any paynents nade by appellant on this
obligation were not deductible by it. " In ‘addition
respondent now argues that even if the covenant'was found
t 0 be appellant's, appellant has not shown that it had
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made a capital investnent in such covenant or what por-
tion of such covenant was used in its trade or business.

Appel [ ant answers that the agreement was, in
fact, executed by and on behalf of the corporation so
that the notes at issue were its own obligations. How
ever, appellant has not addressed respondent's arguments
concerning the covenant not to conpete.

_ Section 24344 allows a deduction for "al
Interest paid or accrued during the incone year on

i ndebt edness of the taxpayer." It also is well settled
that the deduction for interest on indebtedness neans for
Interest on an obllﬁatlon of the taxpayer claimng it.
Payments made on obligations of others do not neet the
statutor£ requi renment.  (Post v._Comm ssioner, ¢ 79,419
T.CM ( -Fb_él97&). There appears t0 be no di spute that
aﬁpellant paid the interest on the notes referred to
above. However, as indicated above, before appellant

is entitled to claiman interest deduction for these
paynents, it nust demonstrate that it was [iable on the
obl i gati ons.

_ Al t hough appell ant has argued that it was an
obligor of the subject notes in that the agreenent was
executed by and on its behalf, no docunentary evidence
has been introduced which would support a finding that it
was directly liable on such notes. In the agreenent
presented and the supporting docunents, Lee and his wfe,
not aBFeIIant, are designated as payors and obligors of
the obligation. VWhile appellant is de3|?nated as guaran-
tor on the pronmssory note nade in behalt of Mtchell, it
is well settled that a guarantor is not prinmarily |iable
on the obligation and, consequently, its paynent of
interest is not deductible by it. ~ (Golder v. Commis-
sioner, 604 F.2d 34 (9th Cir. 1979.) Tn This TTght, we
must uphold respondent's determ nation denying appel -
| ant's deduction of the interest.

Wth respect to the second issue presented,
amounts paid for an agreement not to conpete in a trade
or business where the taxpayer can prove the existence of
such an agreenent are capital expenditures and subject to
al l owance for depreciation ratably spread over the perjod
nentioned in the agreement. (4 Nertens, Law of Federa
| ncome _Taxation § 23A 93 (1985 Rev.z.) ~As Tndicated
above, respondent contests appellant's right to anortize
the covenant not to conpete contending that any agreenent
exi sted between Mtchell and Lee and. not with appellant.
Moreover, respondent argues that even if the covenant was
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found to be appellant's, appellant has not established
the econonmic reality of such agreenent. As indicated
above, appellant has not responded to this issue. It Is,
of course, well settled that a covenant not to conpete
cannot be anortized if it has no econom c substance or
di scernable value. (See, e.g., Nye v. Comm ssioner, 50
T.C. 203 (1968).) Based upon the record before us, we
find respondent's second argunment to be decisive and we
find that appellant has not net its burden of proving
that the covenant has a discernable value. Accordingly,
deduction of the covenantnust be disall owed.

_ For the reasons cited above, respondent's
action nust be sustai ned.
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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 1S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 26077 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board in
denying the claimof Villa Maria Managenment Corporation
for refund of franchise tax in the anount of $4,425 for

the income year ended February 28, 1983, be and the sane
I's hereby sustained.

Done at Sacranento, California, this 10th day
O June , 1986, by the State Board of Equalizati on,
wth Board Menbers M. Nevins, M. collis, M. Bennett,
M. Dronenburg and M. Harvey present.

Ri chard Nevins , Chai rman
Conway H Collis , Menber
WIlliam M Bennett ,  Member
Ernest J. Dronenburg, Jr. , Menber
Val ter Harvey* , Member

*For Kenneth Cory, per Government Code section 7.9
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