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This :ippeal. is illacj'e puTsuant to S~CtiO~l 13059 of
the Revenue a-i~d Taxat2.on Code from the action of the
Franchise Tax Ibard in denying the claim of Arthur C, and
EUgCXi.2. Loverii-ig  for refund o f  ~~%SOi~~l  ii3COme t24.X iI> the

,amoi_int of $165, 76 fos the yea-s 1962,

Arthur G, Lovering (hereafter referred to as
i'a~@flant") was an officer in 'the United States Ai's Force,
En June 1962, 'after having COiTipl.etCd almost eighteen years
of continuous mi,L$tary sexvice, appelfan~;:  was released from
a.ctive duty due to a xeduction in foxe,

: Because.of  the inwaluntaxiness of his release in'
1962, appellant received a lump-sum readjustment  palymcnt
a:; that time in the amount of $.l_2,3OO, pursuant to sectf.on
265(a) of the Armed Foxces Reserve Act0 (66 Stat, 481, as
amended, 76 Stati;, 120, 50 II,S,C,A, $ 1016,) The day aftex
l-23, reLease as an off.icer, appellant enlisted in the same
Jxanch of the service, intending to complete 20 $kars of
active se-mice and thereby to become eligible fez retirement
bePef:its,
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Under the terms of the above mentioned federal
statute, if a recipient of a read jUStlilC?ill payment sub-
sequently became eligible for retirement, hJ.s receipt of any
Yetirement: pay was "subject to the immediate deduction irom
that pay of an amount equal to 75 percent of the amount of
the readjustment payment, t.:if;hout interest.". (50 U,S,C.A.
$ 1016, subset. (c).) Appellant placed $9,225 (75 percent of
the $12,300) in the bank, intending to keep it intact for re-
payment to the federal government upon his retirement, He
nevertheless reported the entire $l2,3OO as income in 1962
fox both federal and California income tax purposes0

In August 1964 appellant completed his 20 years
of active duty and retired from the Air Forcer At that time
he withdrew $9,225 from his bank account and repaid that
<mount to the federal government,

Appellant then filed amended federal and state
income tax returns for the year 1962. In those returns he
excluded from his gross income the amount which he paid to
the federal government in 1964. Both the Internal Revenue
Service and respondent rejected those returns, advising
appellant that the $3,225 should be deducted on his returns
for 1964, the year of repayment. .Such a deduction in 1964
~~~ould  have exceeded appellant's income for that year by
approximately $4,000, The federal government granted him a
-refund under section X34.1 of the Internal Revenue Code of
1954, which allows a taxpayer to claim a deduction in the year
of.repayc~cnt or, alternatively,. to reduce his tax fpr the
year of repayment by the amount of the tax attributabfe to
the inclusion of the item in incam& in a px;i,oa: yea;:> and to
recqive a refund of any excess,

Respondent has denied appellant's claim for refund
for 1962 on the ground that appellant received the $12,300 lump-
sum readjustment payment in 1962 under a claim of right and
it therefore constittited income to him in that year,.even
though he subsequently returned a,portion of ito Respondent
contends that since section 134.1 of the 1954 Internal Revenue
Code has no countcrparc :in Cal:i,~ornia nnw, %ho only tourfnQ
open to appellant is to claim the repayment as a deduction
in 1964, the year of repayment,
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In support of his contention that he is entitled
to a refund of Csl.if0m:i.a personal. incone tax, appellant
states that he was gj_ven no 0pZ:lon to refuse the readjustment
pCl)Xileilt made to him in 1962, He states further that he had
no intention of ever using that money since he~immed~ately .
enlisted in the Air Force and knew he would have to repay
chat amount upon *ree;ircmen~ if he was to receive full military
retirement pay, Ele points to the fact that the InternaL
Revenue Servixe granted a refund as demonstrating that he is
enti.tIcd to ite

It is well estnbli_shcd that if a taxpayer  r e c e i v e s
funds under a claim of right, igithout restriction as to their
disposition, such funds  are inc1udibl.e in income in the year
of receipt, even though i.~ may subsequently turn out that
the taxpayer is obliged to repay aI.1 or a portion of t-he
amount received, (Noreh American Oil ConsolLdated v,, Eurnet,_----cI--I-w _..__I
28G’U.S, 417 [76 I,,-EZiF"~/]; Hea%x v, Commissio7;er, 345 U.S,
278 [97 L. Ed, kCK!7],) ThLs rule has itsbasis in the annual,
account'ing concept, (United States V. JEWis,  340 U.S, 590
195 L, Ed, 56U3> reh. denied, 34-I U,S, 923 [95 LO Ed, 13561,)
The taxpayer who must make Pes~oration  in a subsequen"c year
is entitfed to a deduction in the year of repayix?nt, (See
N o r t h  limerican Oil Cons0li.d~ v. Burnela;s 5tZpTa2 and salyl V.-----_LIcI-~- - - -
coTI-aLssi~,  suyra,)

Funds ale received under a claim of right when
they are treated by a taxpayer as if they belong to him,
(HeaIy_ v, Commissioner, sup-r-a,)
received tFG $12 ,~~~TuEI~-s

In 1962 when appelfant
USI readjustment payment he .reported

it as income and placed '$9,225 of it in a bank. From that time
on, untif hc repaid the $9,225 ‘i;o ghe federal government in
1964, that amount and the interest which it earned was under
his sole dominion and control, Had he C~OS~~I  to do SO he
could have spen"l the entire 51x31 for any purpose at any time
during that period, Neither the fed,eral.  government nor anyone
else laid any clak~ to that sum untj_L appellant chose to
return it in 1964 rather than have the amount deducted from
his retirement pay-

Considering aI.%. of the facts it is clear that any
restriction on the use of these funds was self-imposed and
arose from a c bjcctive decision on the par;=t of appellant
LI.S CO how thaiusum should be used. ‘The C~CC  tbt 21 taxpayer
indicates an Lnt;ent-$on not to exercise his power of absolute

-33-




