N

0-SBE-0
BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of )
T.E. CONNOLLY, | NCORPORATED )

Appear ances:
For Appel | ant: CGeorge A Andrews, Jr., Attorney at Law
For Respondent: Burl D. Lack, Chief Counsel;

' John S. Warren, Associate Tax Counsel
A. Ben Jacobson, Associate Tax Counsel

OPL1l NL ON

Thi s agpeal_is made pursuant to Section 25667 of the
Revenue and Taxation Code from the action of the Franchise Tax
Board on the protest of T. E. Connolly, Incorporated, to a
proposed assessnent of additional franchise tax in the amount
of $2,337.02 for the income year 1947.

~ Appellant, who is engaged in the heavy construction
business, filed on June 15, 1948, its Bank and Corporation
Franchise Tax Return for the income year of 1947, which
shows as its "total income™ on line 15 thereof under the
section entitled "Gross Income™ the sum of $167,831.75.
The total receipts appearing on schedules attached to the
return are in the sum of $2,454,225.45.

~ On March 7, 1950, Appellant filed an anmended return
showing a "total income" Of $232,36L.62, an increase of
$64,532.87. O this anount, $44,899.20 represents amounts
collected by Appellant from enployees through payroll deduc-
tions for board and room provided the enpl oyees who were
workina on one of Appellant's construction projects;
$10,221.54 represents paynents nmade by enpl oyees to Appel -
lant for safety helnmets and simlar eéquipnent, which were
al so collected through payroll deductions; and the renainder
is due to a change in certain joint venture income reported

by Appel | ant.

In a schedule attached to its original return, pel
| ant deducted fromits reported receipts the cost of the
services and equipment supplied to its enployees. That
deduction was included as-part of a total-cost figure
W thout being separately identified. The receipts from
the enpl oyees were not teported.

~173-



Appeal of T. E. Connolly, |ncorporated

~ On February 26, 1954, Respondent issued to Appellant a
notice of additional tax assessment in the ampunt of $2,337.02
for the income year of 1947. This notice was issued nmore than
four years but less than six years after Appellant's origina
return had been filed.

At the tine the original return was filed a notice of
def|C|enc%_assessnent was required to be mailed to the tax-
payer within four years after the date the return was filed
(Section 25(f) of the Bank and Corporation Franchise Tax Act).
I'n 1949 the follow ng |anguage was added to Section 25(f):

*If the taxpayer omts fromgross incone
an anount properly includible therein
which is in excess of 25 percent of the
amount of gross income stated in the
return, the tax may be assessed, or
a proceeding in court for the collec-
tion of such tax may be begun w thout
assessnent, at any time within six
years after the return was filed."

Except for the time limtation, this mordin% s identica
Hgsghat of former Section 275(c) of the Internal Revenue Code of

The question presented by the parties on this appeal is
whet her Respondent may make this assessment pursuant to the
above-quoted |anguage. The only sum alleged by Respondent to
constitute an omssion is that of $55,120.74, the amount paid
to Appellant by its enployees. -

~ Appellant argues that the phrase ™"gross i ncome” in the
California statute neans "gross receipts.” It then points
out that the difference between the total inconme figures on
the original and amended return is far less than 25 percent
of the gross receipts stated in the original return,

Appel lant refers to Section 650L{e) of the Internal
Revenue Code of 1954. This section incorporates the |anguage
Section 275(c) of the 1939 Code and adds the foll ow ng:

"(i) In the case of a trade or business,
the term 'gross i ncome? neans the total
of the anounts received or accrued from
the sale of goods or service (if such
amounts are required to be shown on the
return) prior to dimnution by the cost
of such sales or services; and

(ii) In determning the amunt omtted
fromgross incone there shall not be .
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taken into account any amount which
Is omtted from gross incone stated
in the return if such amount is dis-
closed in the return, or in a state-
ment attached to the return, in a
manner adequate to apprise the
Secretary or his delegate of the
nature and anmount of such item."

It is then contended that this section nmerely clarifies
kBe [|02 Iaw; 0?x¥h|0h thﬁ_Cﬁglfornla StétgtezaSSESSed'
pel lant cites Davis v. |% ower, 230 Fed. ,in sup-
ort of this proposrtion. at case indicated that the new
ederal section,. clarified existing |aw by providing that
there is no omssion if the amount is disclosed in the return
or in a statement attached to it. The court made no reference,
however, to that part of the section defining gross income as
the total Dbf the,amounts received fromthe sale of goods or
services prior to-d-imnution by the cost of the sales or
services. ——-.

The definition of gross income in Section 6501(e) is
a distinct innovation, directly contrary to the previously
establ i shed meaning of gross income as that portion of gross
recei pts exclusive of anounts representing a Terurm of
capital;the meaning-that St1l| appli€s for Fedéral tax
purposes other than the Tinted purpose of the new section
Doyle v. Mtchell Bros. Co., 247 U. S. 179; Sout hern
acific Co. v. Lowe, 247 U 8. 330; Lela Sullenger, IT T.
;Rev.Rul . 54-88,C. B. 1954-1, p._ I77, Mertens, Law
of Federal Incone Taxation, Vol. 1, '$5.10.)

~ Under former Section 275ﬁ%3, the Tax Court and a
Crcuit Court of Appeal have held that the ordinary neaning
of gross incone applied in determning whether an om ssion
exceeds 25 percent of "the anount of gross i ncome stated

In the return." (fay Tdentield, 19T. C. 13;Carew v.

Comm ssioner, 215 Fed. 2d 58.) In that respect, those cases
have never been overruled. To the contrary, after the
enactment of Section 6501{e) the Tax Court, in applying
former Section 275(c) to earlier years, adhered without
discussion to its original view of the meaning of the

above- quot ed. phrase. Estate of Webb, 30 T. C. 1202;

Fred Draper,'32 T. C 545 (. Bond-d eason, Inc.,

1. C Memo, Op., Dkt. No. 57019, Jan. I3, 1959.])

In our opinion, it would require an amendnent of
the California law simlar to the language added by Sec-
tion 6501(e) to construe "Qgross income" as meaning "gross
recei pts.” W conclude that the words "the amount Of

——
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ross incone stated in the return" as used in the California

aw mean in this case the sum of $167,831,75, arrived at by
_Appellant after the deduction from greoss receipts of those
amounts representing returns of Capital. —

Appel I ant argues, nevertheless, that the California
statute does not apply because there was no onission from
gross incone but rather an overstatement of costs. In
support of this position, Appellant cites the cases_ of
Upt egrove Lumber Co. . Conmissioner, 204 Fed. 2d 570,
and Deakman-VeITs Co., INAC. v, Comm ssioner, 213 Fed.

2d 894.

The cases cited by Appellant stand for the proposition
that there is no omssion fromgross income within the mean-
ing of Section 275(c) if all receipts are reported and appear
In the conputation of gross income, even though there is an
overstatenent of costs deducted from gross receipts in
arriving at the final gross income figure. Those cases are
support ed bY the decision of the United States Suprene
Court in Colony., Inc. v. _Conm ssioner, 357 U S. 28. The
rational erof the Supreme Court 1S that sone clue to the
error is provided the Conm ssioner where all of the receipts
are reported, as contrasted with a case where an item of
receipts is mssing entirely fromthe return.

As distinguished from those cases, the Appellant here
conp!etel¥ failed to disclose in its original return the
receipts fromthe enployees. These receipts Were conpensa-
tion for goods and-services and™were includible in arriving
at Appellant's gross income. No doubt the final gross
incone figure reported by Appellant woul d have beén correct
If it had not deducted the costs of the goods and services,
but there was no error in deducting those as costs of -
operation. The error was in failing to account for the
recel pts from-the employees.

Appellant—states that the itemomtted was an item
of gross receipts rather than of gross inconme. Some por-
tion of those receipts, but not all, was undoubtedly a
return of capital. W cannot determine the anpunt Trom
the information before us. In any .event, the fajlure to
report the receipts constituted an omssi'on of the entire
amount from the conputation of gross income within the
purview of the UpTegrove, Deakman-\Vells and Col ony cases,
and resulted in~a correspoﬁﬂrﬁg‘ﬁﬁﬁﬁﬁrfon1ttéﬂ‘fﬁ%nlthe
final result of the conputation. By failing to make this
disclosure in its return, the crucial consideration, that
Respondent be provided aclue to the error, was not net.

It is our conclusion that Appellant did, within the
meaning of the California statute, omt from gross income
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an amount properly includible therein which is in excess of
25 percent of the amount of gross income stated in the return.

pel | ant advances as "equitable considerations" a
number of points which it does not contend, and which do not
in fact, have any |legal basis. Al though we have considered
these points, we will not extend this opinion by discussing
them since they cannot control the result.

ORDER

Pursuant to the views expressed in the Opinion of the
tBﬁardf on file in this proceeding, and good cause appearing
erefor,

I T IS HEREBY ORDERED, ADJUDGED AND DECREED, pursuant
to Section 25667 of the Revenue and Taxation Code, that the
Action of the Franchise Tax Board on the protest of T. E
Connol I'y, Incorporated, to a proposed assessnment of addi-
tional franchise tax in the amount of $2,337.02 for the
I ncone year 1947 be and the sane is hereby sustained.

Done at Sacranmento, California, this 13th day of
Septenber, 1960, by the State Board of Equalization.

, Chai rman
Ri chard Nevins , Member
G0. R Reilly , Menmber
Paul R. Leake , Menmber

,  Menber

ATTEST: Dixwell L. Pierce , Secretary
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