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OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of )
DEL KERN CATTLE COMPANY )

Appear ances:

For Appellant:' John M Shelton
Attorney at Law

T. Thomas Mott
Certified Public Accountant

For Respondent: Richard A Watson
Counsel

OPLNLON
This appeal is nade pursuant to section. 25667
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of Del Kern Cattle
Conpany agai nst proposed assessnents of additi onal
franchise.tax in the amounts of $5,500.45 and $5,750.00

for the taxable years ended February 28, 1967, and
February 29, 1968, respectively.
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Appeal-of Del"Kern Cattle Conpany

Appellant, an accrual basis taxpayer, is a'
California corporation engaged in cattle feeding and
farm ng. It- comrenced operations on March 1, 1966, and
sel ected a fiscal year ending the |ast day of February.
The three officers and directors each own one-third of
the corporation's stock.

"In conmputing its net income for the income year
ended February 28, 1967, apﬁellant clained 'a deduction
for officers' salaries in the ampbunt of $100, 000. During
the course of an audit respondent found that the closing
entries to appellant's books for that year reflected a
$144,290.54 credit to retai ned earnings. The books. did
not reflect a charge to officers' salaries for the same
year. However, in March or April of the follow ng
fiscal year an entry was nade_debitin% retai ned earnings
and crediting officéers' salaries for $100,000. This
anount was not actually paid until My 12, 1967, two
and one-half nonths after the close of the fiscal year.
The total amount was deducted on appellant's franchise
tax return for the income year ended February 28, 1967.
Respondent disal |l owed the deduction for officers'
salaries and this aﬂpeal followed. The deductibility
of this amount is the sole issue for determnation.

Since appellant was a commenci ng corporation in
1966, the net incone fromits first year of operation, the
i ncome year ended February 28, 1967, was used as the
neasure of the franchise tax for both the taxable_years
ended February 28, 1967, and February 29, 1968. e
di sal | ownance of this deduction resulted in qfoposed _
assessnents for both those taxable years. he deducti on
was allowed for the follow ng incone year and resulted in
an overpaynent.

Appel lant's major contention is that the salaries
were informally authorized by the board of directors during
the incone year in question and were properly accrued for
that year. A?pellant especi al |y enphasi zes the fact that
it is a closely held corporation and often operates in
an informal manner. In support of this position
appel l ant's accountant, M. Mtt, testified that he met
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with appellant's directors sometime in February 1967,
after they were aware of the corporation's approximate
earnings for the year. He also testified that it was
his opinion that the corporation should distribute
substantially all the anticipated earnings of $140, 000
to the officers in the formof salaries. The directors
di sagreed and suggested that no more than $100, 000

be paid. M. Mtt stated that he left the neeting

with the inpression that paynent was to be at | east
$100, 000 al though he admtted that no specific sum had
been determ ned. However, no corporate m nutes or
other witten records were offered to substantiate,

any transactions which allegedly occurred at this
meeting. Nor were any book entries ever nmade at or
near the date of this meeting reflecting any corporate
liability to the officers for salary in any anount.

"Wth reference to the absence of ang book
entries, M. Mtt testified that appellant's bookkeeper,
who normal |y closed the books nonthly, was instructed

not to enter any anmount as officers' salary because the
exact figure had not been agreed to as of the close of

the year. He explained that, rather than enter a m ninum
amount whi ch woul d subsequently have to be adjusted, no
entry was made until the exact ampunt was determ ned by
the directors in April or My of 1967. The $100, 000
was paid May 12, 1967, when the president received

$40, 000 and the vice president and treasurer each
received $30, 000.

As an alternative argunent, appellant relies
on a theory of ratification' after the close 'of the year.
Specifically, appellant urges that the directors
ratified the salaries by accepting payment in My 1967,
and also ratified charging the salaries against income
for the Vear ended FebruarK 28, 1967, by accepting the
financial statements for that year at a board neeting
held' on May 27, 1957.

Respondent, on the other hand, maintains that
the salaries were neither fixed in anount nor authorized
by the board of directors prior to the end of the.incone
year in question and, therefore, they were not deductible.
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Appedl of pel Kern Cattle Conpany

It is also respondent's position that, although the
directors may formally ratify a previous infornal
authorization, the action is ineffective where the
subsequent formal resolution does not mention any
previ ous informal authorization.

I n support of its position, respondent places

heavy reliance upon the corporate m nutes. %ﬁe T nut 63

indicate that at a directors' neeting on May 7, |966,

the directors resolved that in line with past practice

no salaries would be paid to the officers and directors.

The mnutes of a directors' neeting held May 6, 1967,

state that the policy of nmanagenent in paying salaries
to officers in amounts conparable to those paid executives

performng simlar functions in the cattle LBdustry was

to be continued for the fiscal year 1967. Wever,

there was apparently another set of mnutes for the

sane neeting which made no nention of officers' salaries.

There was no conclusive testinmony as to which set, of

m nutes reflected the actual transactions which oc?urred
at the May 6 meeting. In any event, the mnutes of a

special directors' neeting held just three weeks |ater

on May 27, 1967, specifically resolved that in line

with' ‘past practices officers” salaries should be deferred
for another vyear.

Appel l ant attenpted to mnimze the absence. of
an 'authorization to pay salaries in the mnutes, by
claimng that the mnutes were totally inaccurate and
unreliable. O this we have no doubt and agree with
appel lant. Nevertheless, the fact remains that the
record contains no mnutes or other witten nmenoranda
whi ch authorize either the paynment or accrual of officers’
salaries in"a specific or ascertainable anount for the
income year in question. Nor were there any mnutes or
ot her documents in the succeeding year ratifying a
previous informal authorization as appellant suggests.

Section 24343 of the Revenue and Taxati on Code,
which allows the deduction of all ordinary and necessary
busi ness expenses incurred during the incone year,.
specifically includes a reasonable allowance for saiaries
for personal services. The reasonabl eness of the
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conpensation is not in question. However, as indicated,
respondent maintains that the officers' salary in question
was not incurred in the income year ended February 28,
1967, and may not be deducted for that vyear.

Under the accrual system of accounting, an
expense accrues when all the events have occurred for
which liability is determned and the liability has
become fixed even though paynent is not yet due.

(Desco 'Corp. V. United States, 55 F.2d 411.) Salary
expenses are not i1ncurred unless and until a |egal
obligation to pay them arises. They do not accrue

within a given period unless all of the events which

fix the amount and determine the liability of the'
taxpayer to pay occur within that period. (Desco Corp.

v. United States, supra.) Before a liability for

of ficers salaries becones fixed, there nust occur
corporate action authorizing the payment of an ascertain-
abl e amount of conpensation. The corporate authorization
need not be formal and may consist of an informal agree-
ment or understanding anong the directors that a defined
or ascertainable amount will be paid. (John T. Savage,
T.C. Meno, June 18, 1970.) Here, however, there IS

evi dence of neither corporate authorization nor a
definite or ascertainable anount. (Bauer Bros. Co. v.
Commissioner, 46 F.2d 874; Southland Coal Co., 16 B.T. A
50; Bray & Kates Co., 3 B.T. A 1316; cf. W_H. Harris
Gocery Co., 3 B T.A 216.)

As appellant urges in its second contention
formal authorization or ratification by the board of
directors may confirman informal authorization of the
previous year, particularly in the case of a closely
hel d corporation. However, it nust be proved. An

informal authorization must not be tentative. [t nust
have finality and relate to sone definite amunt and the
substanti ating evi dence nust be clear cut. (See, €.0.,

| ndi ana Rubber & Insulated Wre Co., 20 B.T.A 1201;
Southern Tire & Rubber Co., 18 B.T.A. 210.) Here even

I'T the testinony of appellTant's witnesses is taken at
face value, we cannot conclude that a specific and
ascertai nabl e amount of officers' salaries was authorized
either formally or informally during the inconme year 1967.
Furthermore, appellant failed to establish that any
ratification occurred during the succeeding year
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. . Accordingly, we conclude that respondent's action
.in this matter nust be sustained.

ORDER

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

| T 1S HEREBY ORDERED, ADJUDGEDAND DECREED,

ursuant'to section 25667 of the Revenue and Taxation

de, that the action of the Franchise Tax Board on the
protest of Del Kern Cattle Conpany against proposed
assessnments of additional franchise tax in the anounts
of $5,500.45 and $5,750.00 for the taxable years ended
February. 28, 1967, and February 29, 1968, respectively,
be and' the sane is hereby sustained.

Done at Sacranento, California, this 17th
day of September, 1973, by the State Board of Equalization.

., Secretary
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