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BEFORE THE STATE BOARD OF &UaLIZATION \250-5BE

OF THE STATE OF CaLiFORNTA

’ In the Matter of the appeal of )
G.D. ROBERTSON CO., INC. }

Appearances:
For Appellant : Charles J.Higson, Attorney at Law

For Respondent: Burl D. Lack, Chief Counsel; Mark
Scholtz, Associate Tax Counsel

OPINILQN
This appeal is made pursuant to Section 25 of the Bank and
. Corporation Ffranchise Tax act (Chapter 13, Statutes of 1929, as

amended) from the action of the Franchise Tax Commissioner (now
succeeded by the Franchise Tax Board) on the protests of G. D.

Robertson Co., Inc. , to proposed assessments of additional tax

in the amounts of $49.57 and $169.92 for the income years 1943

and 1945, respectively.

In 1925 an employee of Appellant embezzled property belong-
ing to appellant worth some $144,000. While recovery might have
been had from the surety on a faithful O‘oerformance bond previously
furnished by the employee, appellant did not so seek recovery, but
rather had the employee assign his assets over to it and credited
the sums realized therefrom to an account receivable in the amount
of $144,000 which it set up on its books as due from him. Included
in the assigned property were three insurance policies naming the
employee as the insured and providing both life insurance and

‘ disability insurance coverage. Following the assignment Appellant
paid the premiums falling due on the policies, doing likewise with
respect to two other policies of the same nature as those assigned
as to coverage but which had been purchased directly by Appellant
from the insurer. In 1938 the employee became totally incapaci-
tated and thereafter disability payments were made under each of th:
five policies to Appellant. The payments received under the
assigned policies prior to Appellants income years 1943 and 1945
exceeded the aggregate amount of the premiums paid out bg Appellant
on such policies before those years. asof January 1, 1943, how-
ever, the premiums paid out by Appellant on the purchased policies
exceeded the payments received under those policies by $1,226.25.
In each of the income years 1943 and 1945, Appellant received
disability payments in the amount of $1,450 on the assigned
policies and in the sum of $1,800 on the purchased policies, and
out of the aggregate turned over to the employee $1,457 in 1943
and $1,672.55 in 1945. The amounts received by Appellant were not

. reported as income to it for the years mentioned, but the Commis-
sioner believed that they should 'have been and based the proposed
assessments under consideration in part thereon.
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Q her property agsigned by the employee to Appellant in-
cl uded sone gealﬁioﬁsﬂsting_of l-and ahd a dwel l'ing thereon, the
. Appel [ ant and the Cbﬁzg:issioner agreeing that the latter on the

date of assignnment in 1926 had a basis of 41,898.95. The dwelling
was apparently aePrOX|nateLy 10 to 15 years of d" when acqui red by
the Appellant” and was carried on Appsilant's books from 1926 to
1945 at a figure of §2,000, no deductions having been taken for
depreciation during that tinme. Appellant sold the property in
1945, and in reporting a resultlnP_§ain as income for that year,
treated the dwelling as having a T'ife expectancy in 1926 of 33
years and a consequent adjusted basis in 1945 of §805.59. The
Commi ssi oner, however, conSidered that the dwelling had a life
expect.ancX of 33 years when new and a remeining life of only 18
years in 1926, and that, therefore, it had been fully depreciated

rior to 1945, so that in that year its adjusted basis was zero.

his determ nation also accounts in part for the proposed assess-
ment for the incone year 1945. 4t the hearing of this matter
Appel lant"'s Vice-President testified concerning the nature of the
building and that it had a |ife expectancy when built of about 50
years. His testinony was not controverted by the Conm ssioner.

_ Wth respect to the treatnment of the disability paynents as
incone to Appellant, the latter contends that they are within the
scope of the f0||QMAn%_pr0VISIOnS of Section 6(b§ of the Benkand
Corporation Franchise Tax Act:

"(b) The term'gross income' does not include the
followng itens which shall be exenpt from
taxation under this act:

(1) Amunts received under life insurance policies
and contracts paid by reason of the death of the
insured but if such anounts are held by the
insurer under an agreenment to pax i nt erest
thereon, the interest paynents shall be included

‘ in gross incone.

(2) amounts received (other than anounts paid by
reason of the death of the insured) under life
i nsurance, endownent or annuity contracts, either
during the termor at maturity or upon surrender
of the contract, equal to the total amunt of
remums paid thereon. In the case of a transfer
or a valuable consideration by assignment or
otherwise, of a life insurance, endownent or
annuity contract or any interest therein, only
the actual value of such consideration and the
anount of the premuns and other sums subsequently
paid by the transferee shall be excluded from
gross 1ncone under paragraph (b)(1) of this
section ...v

. . Appel lant urges that the payments received on the purchased
policies are nontaxable under the first sentence of Section 6(bj(2)
until all the premuns which it has paid out on such policies have
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been recovered by it; and that as to the paynments received under

the assi gned policies,fin‘ghﬂwﬁ t he second sentence of 6(b)(2)

no portion thereof is taxable until all the $144,000 enbezzled by

the enpl oyee i s recovered by Appellant, 25,000 thereof being

still unpaid and chargeable to himon its books at the end of

1945, It argues, in the alternative, that if the payments

recei ved under any.of the policies are subject to tax, it should
be allowed offsetfing deductions in the amounts turned over to the

employee, the theory here being that such amounts constituted

Paynents In consideration of past services performed by him and
herefore, were in the category of ordinary and necessary business
expenses.

It is our view, however, that these contentions of the
aAppellant are unsound. Section 6(b)(l) ana (2) do not provide, in
our opinion, any exclusion or exenption for amounts received pur-
suant to the disability coverage ﬁrQVISIonS of an insurance policy.
Since disability insurance as such is not specifically nentioned
inthe Section, it appears that it cannot be considered as being
subject to the provisions thereof unless it can be said to be
enbraced 'by the termviife insurancs.” That, however, does not
seemto 'be the case. Cur Insurance Code draws a clear |ine be-
tween the two kinds of insurance, Ilstlng each as a separate class
of insurance in Section 100. The Code defines vlife insurance® in
Section 101 as including "insurance upon the lives of persons or
appertaining thereto, and the granting, purchasing or disposing
of annuities™ and "disability insurance" in Section 106 asincl ud-
ing "insurance Pertalnlng to injury, disablenent or death resulting
to the insured from accidents, ‘and appertaining to disablenents
relating to the insured from sickness" and in Section 10110, et
seg., sets forth various provisions particularly applicable to
each type. In addition, it is to be observed that despite the
inclusion in Sections 22(b)(l) and (2) of the Internal Reveriue
Code of provisions simlar to those in our Sections 6{(b) (1) and
(2) of the Bank and Corporation Franchise Tax Act, Section 22(b) ¢
of that Code expressly provides for the exclusion of anounts recei:
as disability insurance. Indeed, we find in our own Persona
Incone Tax Law, in Section 17127 of' the Revenue and Taxation Code,
a simlar express exclusion of disability insurance paynments
notwi thstanding other provisions in Sections 17122 and 17124
which are the counterparts of those in Sections. 6(b){1) and (2).

~Although we believe that Sections 6(b)(l) and (2) do not

PYOVIde for exclusion of disability insurance payments, we never-

hel ess think that thesa payments are excludibla as a return of
capital to the extent that premiums to an equival ent amount have
been paid for the disability insurance, it being the intent of the
Bank and Corporation Franchise Tax Act to .include only incone in
the measure of the tax thereby inposed. See Section 4; Fullerton
Ol Co. v. Johnson, 2 Cal. 2d 162. Wth respect to the purchased
ﬁ0|ICIeS, however,” Appel | ant has not subnitted any proof that it
as not recovered the portion of the Prenluns paid relating to
the disability coverage. It has merely stated that it has not
recovered all the premuns paid on the policies, the unrecovered
amount being $1,226.25 as of January 1, 1943, but this could
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. . 1 - . .
relate in whole or in part to_the pértion of the premunms paid
for 1ife i nsurance covérage: The burden was clearly on Appellant
to show how nuch was paid-for the disability coverage in order to
justify a-n exclusion F(on1taxat|on of any portion of the disability
BaynEnts (see Corporation of america v. _Johnson, 7 Cal. 2d 295;

R

eople v. Richardson " 37 ¢al.a.pn. 2¢275), The maxi mum of such
an_exclusion berng Tinted to the anount thus shown, The prem uns
paid for the life insurance coverage were not al so excludible
since no part of the paynments received was for |ife insurance.

As for the assigned policies, there is no issue as to the
excludibility of premuns paid. The issue is rather one as to
whet her any paynents received can be treated as taxable income
until the entire $144,000 enbezzled by the enployee is recovered
bKAppeIIant. W agree with the Conm ssioner that the paynments
should be considered as a return on Appellant's own investnent in
the policies, rather than in extinguishnent of any I ndebt edness
from the enpl oyee? and, consequently, taxable to the extent that
they exceed Appellant's capital investnent in the ﬁO|ICIeS_aS
incone to it since Appellant became the owner of the policies at
the time and byvirtue of the assignnents. (See Peoples Finance
and Thgift Conmpany (June 13, 1949) Docket No. 15919, 1Z 7.C.

Nc. 136.

Any |oss sustained by Appellant by reason of the enbezzle-

ment coul d have been deducted as a | oss under Section 8(d) of the
Bank and Corporation Franchise Tax Act, that Section providing for
a deduction of |osses "sustained during the income year and not
conpensated for by insurance or otherwse ,,.," and not, as

pel | ant apparentiy supposes, as a bad debt under Section 8(e).

ee C. T. Haskell, T. C. Memo. Qp. Dkt. No. 11i2627-8, Feb. 28,
19447 THerten's "Law of Federal Income Taxation,*' Vol. 5, Secs. 28.5¢
30.05.

Appel [ ant has not net the burden resting upon it (Botany
Wrsted MIls v. United States, 278 U. S. 282; agpgrp. COTporation,
38 B.T.4. 1225; Miller Iffe. CO, V. Commissioner, 1L9 Fea. 2d 42
of establishi ng that the amounts 0f [NE disability payments which
it turned over to the enployee in 1543 and 1945 were deductible
under Section 8(a) of the Act as a reasonable allowance for com
?ensatyon for personal services actually rendered by him In fact,

he evidence indicates that the payments to the enployee consti-
tuted gifts to enable himto meet [iving expenses rather than
payments of conpensation.

The Conmi ssioner's proposed assessnents were al so basedin
part on _the inclusion in the Appellant's gross income of dividends
of $34.70 in 1943 and $68.20 in 1945 on the aforenentioned insurance
policies. Since no evidence or argunment has been presented by
the Appellant with respect to the matter, this action of the
Cormmi ssi oner must be sustai ned.

~There remains for consideration only the correctness of the
Comm ssioner's view that the dwelling sold by Appellant in 1945
had an adjusted basis of zero at that tine, rather than, as con-
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tended by the Appellant, an adjusted basis of $805.59. while the
Conm ssioner's determnation of the point was presunptively
correct (Todd v. McColgan, 89 &.C.A. 562), we believe that such
presumption was overcome and Appellant's position sustzined by
Ehe_gncentroverted evi dence offzred by the appellant's Vica-
resident.

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

I T 1S HEREBY ORDERED, ADJUDGED awD DECREED, pursuant to
Section 25 of the Bank and Corporation Franchise Tax act, that
the action of the Franchise Tax Conm ssioner (now succeeded by
the Franchise Tax Board) on the protests of G D. Robertson Co.
Inc., to proposed assessments of additional tax in the anounts
of $49.57 and $169.92 for the income years 1943 and 1945, res-
pectively, be and the sane is hereby nodified as follows: said
action is hereby reversed in so far as the Comm ssioner has
reduced the adjusted basis of the dwelling sold by Appellant
in 1945 from $805.59 to zero; in all other respects said action
I s hereby sustained,

Done at Sacranento, ¢alifornia, this 5th day of January,
1950, by the State Eoara of Equalization.

George R Reilly, Chairnman
J. H. Quinn, Menber

J. L. Seawell, Wember

Wn G Boneili, uenber

ATTEST:  Dixwell L, Pierce, Secretary
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