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Thi s agpeal_is made pursuant to section 18594 of -
the Revenue and Taxation Code from the action of the Franchise
Tax Board on the protest of Jack and Jacoba Turfryer against
proposed assessnments of additional personal incone tax_and
delinquent filing penalties in the total ampunts of $378. 68
and $1,937.25 for the years 1963 and 1964, respectively.

During the years in question, appellants were the
sol e sharehol ders of Holland Bulb Inporters, Inc., a California
_corporation engaged in the sale of seeds and bul bs. Appel I'ant's

al so operated a sol e proprietorship known as Fl oral and whi ch
sold only one product, sponge seed. Floraland was |ocated on
the same prem ses and utilized the same enpl oyees as Hol | and
Bul b.  Appellant Jack Turfryer was the only salesman for both
businesses. In 1962 Holland Bul b, in need of additional
capital, borrowed $60,000 from Anerican Business Capital .
Corporation (ABC). Appellants guaranteed the loan. Despite
this capital infusion, Holland Bulb filed a petition in
bankruptcy in 1963 and was adj udi cated a bankrupt in 196k.
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In their 1963 personal income tax return appellants
clained a $25,000 | 0ss due to the worthl essness of their
capital stock in Holland Bulb. Although the loss was
initially disallowed by respondent for lack of substantiation,
after a protest hearing the entire anount was determned to
be deductible as a capital loss. Appellants were also allowed
an additional capital |oss deduction in the anount of $30,000
which resulted froma conprom se of the $60,000 |oan to
Hol | and Bul b by ABC which appellants had guaranteed and
were required to pay. Neither the $25,000 nor the $30, 000
capital loss are at issue in-this appeal.

A\ppel | ants al so clained a $19,778.23 busi ness bad
debt loss in 1963 for alleged "Seed and Cash Loans" made to
Hol | and Bul b by the sole proprietorship, Floraland. An
addi tional amount of $8,907.96 was al so deducted in 1963 .
as a business bad debt resulting froma cash |oan by appel-
lants to Holland Bulb. Both anounts were |n|t|all¥ di s-
allowed for lack of substantiation. However, at the protest
hearing respondent determned that both amounts reflected
capital investnments in Holland Bulb and were deductible as
capital losses in 1963, the year the corporation filed a
petition in bankruptcy. Nevertheless. appellants now
contend that the entire anount, $28,686.19, constituted
rei mpursenent for Floraland's share of the overhead and
shoul d be deductible as operating expenses.of Floraland.

Appel lantst | osses claimed for 1963 totaled
$83,686.19. O this amount, $23,132.36 was used as an
ordinary loss to conpletely offset aPpeIIants' 1963 adj ust ed

ross income. The remainder of the [osses were carried

orward and included on the 1964 return. In addition to
the $60,553.83 carried over from 1963, appellants deducted
an additional $11,860 as an ordinary loss in 1964. The

$11, 860 included alleged business bad debts of $6, 660
representing appellants! liability as co-signers on a
factoring agreenent for Holland Bulb,, and $5,200 resultin
from,a personal loan upon which .appellants claimed:joint
liability as co-signers '"with Holland Bulb. The 1964 | osses
were originally disallowed by respondent for |ack of sub-.
stantiation. wever, at the protest hearing, respondent
determ ned that the 1964 losses Wwere, in fact, contributions
to Hol land Bulb's capital and were deductible in 1964 as
capital |osses.

-455~




Anneal of Jack and Jacoba Turfrver

Appel | ants '1963and 1964+ returns were filed three
and seven nmonths | ate, resPectlver. Accordingly, respondent
assessed late filing penalties of 15 percent for 1963 and
25(Fercent for 1964 pursuant to section 18681 of the Revenue
and Taxation Code. Appellants have not contested the validity
of the penalties.

The issue for determination in this appeal is:
whet her any of the clainmed amounts were properly deductible

either as ordinary and necessary business expenses or as
busi ness bad debts.

_ Section 17202 of the Revenue and Taxation Code pro-
vides for the deduction of all "ordinary and necessary expenses
paid or incurred during the taxable year in carrying on any
trade or business." Simlarly, section 17207 provides for
t he deduction of debts which become worthless during the
t axabl e year and di stingui shes between busi ness and non-
busi ness” debts by defining the latter as any debt other than:

~ (A) A debt created or acquired...in connection
with a trade or business of the taxpayer; or

(B) A debt the 1loss from the worthlessness of
which is incurred in t he taxpayer's trade or busi -
ness. (Rev. & Tax, Code § 17207, subd. (d)(2).)

The distinction between a | oss froma business bad debt and
a loss from a nonbusiness bad debt is significant, of course,
because the fornmer is fully deductible as an ordinary |oss
while the latter is deductible only as a short term capital
loss subject to the capital loss linitations. (Corrpare

§17207, subd. (ag(l) of the Rev. & Tax. Code, witl § 17207,
subd. (d)(l)(B) and 18152, subd. (a).)

_ Aefellants now contend that the 1963 | osses in issue
were incurred for the purpose of reinbursing Holland Bulb for
the expenses it incurred in paying certain overhead expenses
benef |ng Floral and and theretore should be allowed as
ordi nary business expenses. In reaching this conclusion
aPpeIIants relﬁoon the cl ose business relatlonsh|P bet ween
Fl oral and and Hol |l and Bul b, pointing out that Holland Bulb

aid a substantial portion of Floralandts operating expenses.
owever, appellants have failed to establish that there was
any oral or witten agreement between the two Separate
enfities concerning reinmbursement for operating expenses.
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Furt hernore, although requested to do so, appellants have
failed to cone forward -wth evidence to establish what the
expenses were or when they were incurred. It is well
settled that deductions are a matter of |egislative grace
and that taxpayers have the burden of clearly showing their
right to the clained deduction. (New _Colonial Ice Co. v.
Helvering,292 U.S. 435[78 L. Ed. 1348]; Appeal of James M.
Denny, Cal. St. Bd. of Equal., My 17,1962.) Upon the record
before us we must conclude that appellants have conpletely
failed to meet their burden of substantiating the clained
ordinary and necessary business expenses.

Originally, the 1963 lossesin issue were clained
as business bad debt |osses. However, appellants have at
no time attenpted to support those |losses as busi ness bad
debts. As stated above, section 17207 of the Revenue and
Taxation Code provides for the deduction of debts which
become worthless in the taxable year. However, only a
bona fide debt qualifies for the deduction. Wether
advances to a closely held corporation by a sharehol der
are loans or capital contributions is. a question of fact.
The taxpayer has the burden of proving that a bona fide
debt, in Tact, existed. (Mtthiessen v. Conm sSioner
194 F. 24 659; AI\EppeaI of Andrew J. and Frances Rands, Cal. ’
St. Bd. of Equal., Nov, 6, 197)In view of 1ts precarious
financial condition and the need for additional capital
evidenced by the $60,000 | oan in 1962, as well as the total
| ack of substantiation by appe]lanis, the amounts in question
must be-characterized as contributions to the capital of
Hol land Bul b, the closely held corporation. As such, they
were properly treated by respondent as deductible capital
| osses subject to the limtations of section 18152,
subdi vision (a) of the Revenue and Taxation Code.

~ Next, we turn to appellants' clains for 1964

On their 19%4return appellants carried forward an ordinary

| oss of $60,553.83 which represented the unused portion of the

ordinary loss clainmed in 1963, The clai ned deduction was

properly disallowed bY.resppndent inits entirety since there

I's no provision in California |aw authorizing a carryover of

ordinary |osses. (Appeel of Henrietta Swmmer, Cal. St. Bd.

of Equal. Dec. 10, 1963.) Additionally, appellants

deducted $11,860 as business bad debts conPosed of $6, 600

representing appellants: |Iabl|lt¥ on the factoring agree-
oan to Holland Bul b which

ment and $5,200 representing the
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appellants co-signed. Appellants apparently contend that
these items were either ordinary and necessary business
expenses or business bad debts.

In arguing that the 1964 expenses were deductible
as ordinary and necessary business expenses appellants made
the same arguments as they did with reference to the 1963
expenses. Here again appellants offered .no evidence in sup-
port of their position and have completely failed to carry
their burden of proof. Therefore the claimed deductions
were properly disallowed. Although not en_tirele/ clear,
appellants apparently argue in the alternative that the
expenses were business bad debts. In support of their
position appellants, although urged to do so, have offered
nothing more than their naked allegation that "both obli-
gations were owing jointly by taxpayers and the corporation.,”
They have neither submitted.copies of -the notes and financing
agreements nor established that the amounts were in fact paid.
Here, as in the case of other income tax deductions, appellants
bear the burden of establishing their right to claim a tpa
debt deduction. (Appeal of Hans Kleger, Cal. St. Bd. of Equal.,
Apr. 24, 1967.) This they have not done and respondent
ro %rl refused to allow the amounts claimed as business
ad debts.

Accordingly, for the reasons set forth above,
respondentts action in this matter must be sustained.

ORDER

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

IT IS HEREBY ORDERED, ADJUDGED AND DECREED,-
pursuant to section 18595 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Jack and Jacoba Turfryer against proposed
assessments of additional personal income tax and delin-
quent filing penalties in the total amounts of $378. 68
and $1,937.25 for the years 1963 and 1964, respectively,
be and the same is hereby sustained.

-
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Appea Jacoba_Turfryer

Done at Sacranento, California, this' 6thday of
February, 1973, by the State Board of Equalization.

é;/sz ,{/; i Z2/ 4 2 ’\ /?--f"l/’Z/’V,‘//’Whai rman
Q‘ %qn / /Q//: : VL/X/ , Member
{\/fh////Jé//éga y, Member
4 ‘ ,  Menber
y Menber

' ATTEST:_ ///// CZ%/%- ._Secretary
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