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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALIFORNIA

In the Matter of the Appeal of ;
J. E. KCEBERLE )

Appear ances:
For Appellant: George T. Altman, Attorney at Law.

For Respondent: W M Walsh, Assistant Franchise Tax
Comm ssioner; Harrison Harkins, Associ ate
Tax Counsel .

OP1 NI ON

This appeal is made pursuant to Section 19 of the Persona
| ncone Tax Act (Chapter 329, Statutes of 1935, as anmended from
the action of the Franchise Tax Conm ssioner in overruling the
rotest of J. E. Koeberle to a proposed assessnent of additiona
ax in the amount of $1,243.70 for the taxable year ended
Decenber 31, 1935.

In 1921 Appellant, a petrol eum engineer, entered into a
contract with the owners of certain |and under which they agreed
to pay himten per cent of any royalties they mght receive from
an oil lease of their land which Appellant was instrunental in

rocuring for themwth the General Petrol eum Corporation
oyalties were paid to him pursuant to the agreement for severa
years, Subsequently, however, the |andowners declared the |ease
cancelled due to an alleged default of the |essee, but the

| essee was not in fact in default and continued to operate

under the lease. The [andowners thereupon refused to accept

the royalties, which were deposited bK the lessee in a bank to
their account under Section 1500 of the Civil Code. Litigation

I nvolving the cancellation of the [ease was termnated in 1932
by a conprom se under which the |andowners acknow edged ful
performance of the terns of the |ease by the [essee and they
were declared free to withdraw the noney in the bank at any ting'
they elected to do so. The |andowners refused to pay Appellant
the ten per cent of the royalties deposited in the bank te which
he was entitled and *it was necessary for_himto institute
actions to recover the anmpunt due him  The actions were finally
termnated by decisions of the California District Court of
Appeal in Appellant's favor on January 30, 1935 {4 Cal. App.

{2d) 252; hearing by California Supreme Court denied March 28,
1935),and August 5, 1935 (8 Cal. Ap?. (2d) 634. Following
the” decisions the Appellant received the amount of the royalties
due himfor services rendered prior to 1935,

The Conm ssioner regarded the anmpunt so received by Appel-
| ant in 1935 as incone for gg}at year and |evied his proposed



Appeal of J. E Koeberle

assessment accordingly. H's action was based on the position
that the anpunt did not accrue until the termnation of the
|itigation in Appellant's favor in 1935 and that it was, there-
fore, not excludible under Section 36 of the Act and Article
36=1 of the Regulations relating thereto. The Appellant contends
on the other hand that the anount accrued prior to 1935 and was,
accordingly, not includidble under that Section and Article. In
support of this contention he argues that Appellant's services
were conpl eted long prior to 1935 5 that Appellant was clearly
entitled to the royalties upon the conpromse in 1932 of the

| andowners' litigation involving the cancellation of the |ease
and that nothing occurred after that year except the filing

of hissuit to recover his portion of the royalties already re-
ceived by the |andowners, the suit being based on a witten
agreement and to which the defendants therein did not have a
bona fide defense. #s an alternative position Appellant argues
that the income, assumng it did not accrue prior to 1935, was
community income of which only one-half was attributable to him
He also contends that the income, again assumng it accrued in
1935, should be reduced by the anount of $4,251.91, representing
expert witness fees, court” and printing costs and m scellaneous
itens in the total amount of §2,751.91 Pald by himin 1935 and
attorneys' fees in the total amount of $1,500 paid by him prior
to 1935, all the fees and costs having been %chrred I n connec-
tion with his suit against the |andowners. nis contention is
based on the ground that to the extent of said $4,251.91, the
amount received by himas a result of the I|tjgat|on constituted
not income but a recovery of costs. The question of the taxa-
bility of the incone received bx Appel l ant in 1935 was originall:
argued merely on the basis of the validity of that portién of”
Article 36-1 of the Conm ssioner's Regulations Relating to the
Personal Incone Tax ‘ct prOV|d|nP that "income accrued prior

to January 1, 1935, is not taxable and need not be reported

even though the income is received on or after that date and
even though the taxpayer reports on the cash receipts and dis-
bursements basis." e point discussed was whether the incone
accrued prior to 1935. ol owi ng the decision in_Dillman v,
McColgan, 63 A . C.A. 563 (hearing in California Supreme Court
deni ed RMy 18, 1944) Appel | ant contended in a supplenental brief.
that the decision was not controlling here and that the taxpayer
shoul d prevail even if trticle 36-1 of the Regul ations had: not
been pronul gated. W believe, however, that The case does con-
trol this matter and that it requires that the poeition of the
Conm ssioner on the principal issue involved herein be sustained,

It was held in the ?illmgn case that a taxpayer reporting o
a cash receipts and disbursenents basis was entitled to deduct
In 1935 as a | oss sustained in that year the amount of a nationa',
bank stockholders' liability assessment paid in 1935 even tqgwgh
theliability may have accrued prior to that year. In reaching
this conclusion the Court found that the portion of Article

36-1, prOV|d|n% that a taxpayer reporting on a cash basis could
not deduct in 1935 an amount” paid in that year if liability
therefor was incurred prior to 1935 was not a proper interpreta-
tion of the Act. Section 16 of the Act was regarded as deter-

mnative, the Court quoting subsections (a), (d) and (e) thereof.
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The first of these subsections provides, so far as materia
herei.n, Jhat net income shall be conputed in accordance with
t he method of accounting regularly enployed in keeping the books
of the taxpayer; the second that "all ‘itéms of gross income shal
be included in the gross income for the taxable year in whjch
received by the taxpager, unl ess pursuant to subsection éa? any
such anounts are to be properly accounted for as of a different
eriod and the third that deductions and credits shall be taken
or the taxable year in which paid or accrued or paid or in-
curred depending upon the method of accounting enployed in com
ﬁutlng net incone. Just as subsections (a) and (e) were there
eld to require the conclusion that a taxpayer on a cash basis
coul d deduct..an anount paid in 1935 even though the liability
accrued prior to that vear, so in our opinion, do subsections
(a) and (d) require the conclusion that an item of gross income
received in 1935 is includible in gross income for that.Yeah
even though it may have accrued in a prior year. Only if the
amount received by Appellant in 1935 as compensation for his
services in prior "years is included in his gross incone for
1935 will his net income for that year have been conputed in,
accordance with the method of accounting regular] enpl oyed IN
the keeping of his books, as required by subsection (a) and wll

there have been conpliance with the specific mandate of sub-
section (d).

W\ are unable to accept Apﬁellant's contentions that
Sections 16 and 36 need not be harnonized, it being argued that
the_Purpose of the former is to determne nerely in which year
an item should be included in gross income and the purpose’ of
the latter to draw a line between itens which should be included
in sone year and itens which should never be included at all
It appears to us, quite to the contrary, that Sections 16 and 36,
which after all are nerely parts of a single Act, nust be con-
sidered together and that as so considered Section 36 in provid-
ing that the Act "shall apply to the net incone of persons
t axabl e hereunder received of accrued on and after January 1,
1935" nerely fixed the starting date of the tax at January 1,
1935, for a taxpayer report|n% on the cash basis as well ‘as for
one reporting on the accrual Dbasis. The itens of income to be
included in gross incone or the anmounts to be deducted from
gross income in 1935 or any other particular year are in our
0ﬂ|n|on controlled by Section 16. That such was the view of
the Court in the Dillman case is, we believe, dearly established
by the follow ng excerpt fromits opinion

"We find nothing in the applicable portions of the
statute before us that calls for the construction
placed upon it by art. 36-1. Section 16, supra,
states definitely that net income shall be conputed
upon the basis of the taxpayer's annual accounting
period in accordance with the method of accounting
regularly enployed by him in keeping his books;

that the anount” of all itens of gross incone shal

be included in the gross income for the taxable year
in which received by the taxpayer, and that the
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deductions and credits provided for shall be taken
for the year in which "paid or accrued,” or paid or
incurred,” dependent upon the method of accounting
upon the basis of which net incone is conputed.
This is admtted by the rule itself which recites
that 'ordinarily' @a taxpayer reporting on the cash
recei pts and di'sbursenents basis nust report all
income received during his taxable year even thou?h
accrued in a prior year, and may deduct all amounfs
pai d during such year, even though incurred in a

rior year. CQur attention is not directed to any
lanquage_in_thestatute that authorized-the-commis-
sioner to make the exception set forth in art. 36-1,
thaf 1ncone _accrued prior to January 1, 1935, was
not taxable and need not be reporfed thoudah received
after that date and even. though The taxpayer reported
on the cash receipts and dishursements basis. and
that such taxpayer could not deduct amounts pai d
after January 1, 1935, for obligations previously
incurred. As a rule of convenience this provision.9
may have had its advantages in the admnistration

of "the act; but it is plain that in pronulgating it
the commissioner was not construing any |anguage

of the statute, for it makes no distinction between
the years prior to and those subsequent to its enact-
ment, but was supplementing it. And if the conm s-
sioner could nDd|f¥_the provisions of the act as to

i ncome accrued or liability incurred prior to 1935,
he could as well be said to have been given authority
to soprovide for subsequent years, and thus to

nul i %.the provision of the act that a taxpayer who
keeps his books on a cash basis nust report as income
for a given year all cash incone received during

said year, and credit hinself with disbursements for
the year when disbursed." (Underscoring added)

63 A.C.A. 567.

Hel vering v. Estate of Enright, 312 U S. 636, is cited by
Appel Tant as a cas€ dealing with a problemidentical in all
respects with that involved herein. Wile it nmay be true that
I f Appellant's construction of Section 36 be adopted, the two
matters are somewhat simlar, the problens presented therein are
in our opinion far fromidentical. The Enright case invol ved
the followng statutory provision

"In the case of the death of a taxpayer there shal
be included in conPutln% net income tor the taxable
period in which falls the date of his death, anounts
accrued up to the date of his death if not otherw se
properly includible in respect of such period or a
prior period."

This Ianguage and the Congressional Committee Reports |eft

no doubt as to tha underlying purﬁose of Congress in enacting
the provision, viz., to put a cas
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accrual basis for the taxable period in which his death occurred.
The question at issue was the precise nmeaning to be given the
term "accrued" as used in the provision. Here, however, the
construction of Section 36 urged by Appellant has not been set
forth_b% the Legislature with any such degree of clarity and in
the Iight of the Dillman case that construction does not appear
to us to be correct. The phrase "net income of persons taxable
hereunder received or accrued on and after January 1, 1935,"
nust, we believe, under the principle of that case be construed
as neaning, in the case of Bersons reporting on the cash basis,
net income conputed on the basis of items of incone received

and di sbursements made on and after January 1, 1935, and, in the
case of persons reporting on the accrual basis, net income com
puted on the basis of accruals of itens of incone and deductible
amounts on and after January 1, 1935,

~As an alternative ground Appellant takes the position that

the income in question, if taxable at all in 1935, is community
Property of which only one-half is taxable to him He states

hat the Cormmissioner "is acting inconsistently in contending
that al though the income did not accrue until the final term na-
tion of the litigation in 1935, Appellant's right or claim
thereto arose prror to July 29, 1927, the effective date of
Section 16lag of the California Civil Code giving the wife a
vested one-half interest in community property. In support of
his position Appellant cites only Edwin C. F. Knowles, 40B.T.A,
861, That case is not believed to be authority for his position,
however, for the taxpayer therein was held to have had no en-
forceable right prior to July 29, 1927, to the stocks determined
to be community property. It is clearly recognized in that case
that the "time when property is deemed by law to be acquired,

as between husband and wife, is as of the time of the acquisi-
tion of the initial right" and that "in a broad sense, contrac-
tual obligations are property, and such property, as between
husband and wife, is acquired as of the date when the obligation
becomes binding.” 40 B.T.A.866, 867. The Commissioner3
position that the income is taxable in its entirety to Appellant
Is upheld by Sara R. Preston, 35 B.T.A. 312, In that matter,

as here, the contract under which the husband performed personal
services was entered into prior to July 29, 1927, the services
were completed prior thereto and compensation therefor was re-
ceived after that date. There, too, as here the husband was
compelled to sue to recover a portion of the fee to which he was
entitled and subsequently received payment pursuant to a judgment
entered after July 29, 1927. The anmount received by the husband
was held to be his separate property upon the ground that deter-
mnation of the character of the property is to be made not at
the tine of the vesting of the property in the husband or the
receipt of the income therefron but at the tine of the inception
of the rights whereby the income i S earned.

As a second alternative ground Appellant contends that to
the extent of $4,251,91, the anpunt received by himin 1935
followng the termnation of the litigation was not incur,' but
a recovery of costs, ~The $4,251,91 represents expert witness

fees and court, printing and 'm scel | aneous costs totalling
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$2,751,91 paid by him in 1935 and advances on attorneys' fees
tofal[ing $1,500 paid prior to 1935, all the costs and fees
relating to the litigation as_a result of which he received the
income in question in 1935. The Conm ssioner denies that such
litigation expenses nay be considered as capital items or that
any portion of the anmount received by Appellant constituted a
return of capital and contends that the itens are nmerely ex-
penses, the deductibility of which is governed by tge rul e
relatln% to the deductibility of expense items. ~Under suc
rules, he contends, the attorneys' fees §ald prior to 1935 are
not deductible in 1935 under Section 8{a) of the Personal |ncone
Tax Act inasnuch as they were not "paid or incurred during the
taxable year" and the witness fees and other costs paid in 1935
are not deductible in that year by virtue of Article 36-1 of

the Regul ationsrelating to that Act as the obligation to pay
themwas incurred prior to 1935. Neither the Appellant nor the
Commi ssioner has cited any authorities in support of his respec-
tive position. The contention of the Conm ssioner that the
items making up the $4,251,91 are properly to be regarded as
ordinary expenses_raf%er than capital itenms appears to us to

be correct. Conmmi ssioner of Internal Revenue v. Eseyer, 77

(2d) 824, |In Tact, AppelTant hinselT so regarded the attorneys
fees of $1,500 paid in years prior to 1935 for he deducted the
amounts of such fees in his federal income tax returns (filed
on a cash basis) for the years prior to 1935 in which the
amounts were paid. As respects the fees and costs totalling
$2,751.91 paid in 1935, Appellant is entitled to a deduction in
that anmount under _Dillman v, McColgan, 63 A C. A 563.

ORDER

~Pursuant to the views expressed in the opinion of the Board
on file in this proceeding, and good cause appearing therefor

| T ISHERFBY ORD & REDADJUDGED AND DECREED that the action of
Chas. J. MCol gan, Franchise Tax Comm ssioner, in overruling the
rotest of J. E, Koeberle to a proposed assessnent of additi onal
ax in the amount of $1,243,70 for the taxable year ended
Decenmber 31, 1935, Pursuant to Chapter 329, Statutes of 1935,
as amended, be and the sanme is hereby nodified as follows:
said Conm ssioner is hereby directed to allow the deduction from
the gross income of said J. E. Koeberle for the taxable year
1935 of the amount of §2,751.91 as an expense under Section 8(a)
of said Act; in all other respects the said action of the said
Commi ssioner is hereby sustained.

Done at Los Angeles, California, this 14th day of Novenber,
1944, by the State Board of Equalization

Wn G Bonelli, Menber
J. H_ Quinn, Menber
Geo, R Reilly, Menber

ATTEST:  F. S. Wahrhaftig, Acting Secretary
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