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OPI1 NI ON

This appeal is made pursuant to section 18594 of
t he Revenue and Taxation Code fromthe action of the Franchise
Tax Board on the protest of Wsley D. and El eanor P. Fow er

agai nst a proposed assessment of additi onal gersonal i ncone
tax in the amunt of $373.46 for the year 1973.
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The issue presented is whether |egal and surveying
expenses incurred because of a |and boundary dispute were
proper additions (either entirely or partially) to the basis
of tinber subsequently sold.

Appel I ant Wesley D. Fowl er and his brothey, Emerson
A. Fowler, own tinber land in northern Califormrd: =/ This
real Property is located in the County of Siskiyou and con-
sists of the north one-half of section 24, township.47 north,
range 7 west. Appellant and his brother have been engaged in
t he business of selling tinmber and wood products for nany
years. The land is of no value for any use other than produc-
tion of tinmber because of its |ocation and inaccessibility.
| nformation submtted bY apPe[Iant, as part of the record,
seens to indicate that the fair market value of the marketable
}lﬁ?er on the property approximately equal ed the value of the
and.

In 1954 when apEeIIant and his brother attenpted to
sell all the existing marketable tinber on the |and, appellant
was advi sed br an experienced tinber operator that before the
purchaser would cut and acquire it, appellant would have to

establish a “cuttln?" line on all sides to avoid the possibility
a

of the comm ssion o trespass or conversion. \Wen appel | ant
coul d not 1locate the section corners for his western boundary,
this operator (a tinber cruiser with previous experience in

| ocating section lines in township 47 north) advised appel |l ant
that he should search for the corners approximately one-half'’
mle further west. This was based upon the operator's under-
standi ng that section 24 was approxi mately one and one-half
mles rather than one mle in width. However, since tine
demands precl uded a present search, a conservative "temporary"
western cutting line was established.

_ In order to clearly establish the exact area and
| ocation of the north one-half of section 24 owned by him
appel | ant thereafter comenced a thorough search. I'n 1960
appel lant, a civil engineer, conpleted his |and survey and
filed the necessary map, in endeavoring to establish what he
concl uded was the correct western boundary, considerably to
the west of the tenporary Iline.

Sout hern Pacific Land Conmpany (Southern Pacific)
owned the real property described as section 23, township 47
north, range 7 west, lying imediately to the west of appel-
lant's land. Because appellant concluded that the correct
boundary bet ween appel lant's |and and that of Southern Pacific
was further west, a trespass and conversion appeared to have

1/ For sinplicity, we shall hereafter refer to appellant as
sol e owner of” the |and.
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been commtted when Southern Pacific sold tinber east of the
western boundary clainmed by appellant in 1960. Southern
Pacific regarded the boundary between it and appellant's |and
as approximately one-half mle east of the new western |ine
clained by appellant.,

| nasmuch as both parties asserted ownership of the
land and tinber in a particular area, appellant deemed it
necessary to resolve the nmatter by litigation. Therefore, he
sought declaratory relief to establish the |ocation of the
di sputed boundary. It was subsequently judicially determ ned
that the boundary cl ai ned bg Sout hern Pacific was the correct
one. The adjudication of the claim became final prior to 1973.
Appel l ant and his brother incurred expenditures of $10,181.72
(l'egal and surveying costs) as a consequence of the boundary
di spute during the years 1962, 1966, and 1968 through 1971

In 1973 pursuant to a new tinber contract, appellant
and his brother sold all the marketable tinber they owned in
section 24. In conputing his 1973 state tax liability, appel-
| ant added his one-half share of the aforenentioned expendi-
tures to the basis of his share of the tinber sold in 1973.
This resulted in reporting a taxable loss fromthe sale be-
cause the basis of the tinber thereby exceeded his share of
t he proceeds from the sale. Respondent determined that these
costs were proper additions to the basis of the unsold |and
rather than to the basis of the tinber, and consequently made
no al |l owance for the expenditures, in revising appellant's
tax liability for that year. Since the basis of the tinber

was thereby reduced by respondent, it determ ned that the
tinber sale in 1973 produced a capital gain.

Appel l ant states that in the previous years when he
originally attenpted to deduct his share of these costs when
paid, as ordinary and necessary business expenses, the Internal
Revenue Service ruled that they coul d "not be deducted as ordi-
nary busi ness expenses and could only be treated as part of
the cost of a capital asset, which cost could be recovered at
the time of the sale of the capital asset.” He mmintains that
respondent then also clained a tax deficiency because of the
IRS ruling and that he was thereby led to believe that respon-
dent "concurred with the ruling of the IRS."

As a consequence of the action taken by the IRS and
respondent, appellant explains that he thereafter refrained
from deducting these expenses as they were incurred and paid
in the subsequent years through 1971. He now asserts that he
has conplied with the IRS ruling by regardi ng these expendi -
tures as part of the basis of the tinmber sold in 1973. He
clains that if respondent is not now ordered to allow apBeI-
lant's treatnment of the expenditures, the result "would be
tantamount to entrapment."
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He urges that all the legal and surveying costs
shoul d be added to the basis of the tinber, rather than all,
or a portion thereof, being allocated to the | and, because
there coul d have been no sale of the tinber in 1973 wi thout
first establishing "cutting |ines" agreed upon by the adjacent
owners or established by |aw

We first conclude that it is correct to treat these
costs as capital expenditures, rather than expenses to be
deducted when paid. It is a fundanental principle of income
tax law that amounts paid to acquire real property, or to
improve it, represent capital expenditures to be added to the
basis of the property, rather than deductible ordinary and
necessary. busi ness expenses. (See Appeal of George S. and
Mable L. Duke, Cal. St. Bd. of Equal., Nov. 6, 1967.) Mbreover,
sums expended for the protection', preservation or perfection
of title to real property, as well as for its original acqui-
sition, are capital expenditures to be added to its basis.

(See Jones' Estate v. Conm ssioner, 127 F.2d 231 (5th Gr

1942); Cal. Admn. Code, tit. 18, reg. 17283(b).) Cbnseguently,
we conclude that these costs should have been capitalized as
they were paid. (See Jones' Estate v. Commissioner, supra,;
Farmer v. Conmissioner, 126 F.2d 542 (10th Gr. 1942); Lincoln
L. McCandless, 5 B.T.A. 1114 (1927); Katherine B. Lowy,

4 68,173 P-H Menp. T.C. (1968).)

The subject matter of the litigation, in essence,
was a determ nation of the exact area and |ocation of appel-
lant's land and tinmber. Consequently, we next find that the
costs related to the protection, preservation and perfection
of title both to the land and to the tinber thereon. There-
fore, we conclude that these costs shoul d have been all ocated,
in a reasonable proportion, partially to the basis of the
unsold land and partially to the basis of the tinber. (See
Rev. Rul. 68-528, 1968-2 Cum Bull. 331.)

| nasmuch as the tinmber was subsequently sold, appel-
lant is entitled to deduct as part of the basis of such timber,
fromthe selling price, his share of the costs that should
reasonably have been allocated to it. (See Rev. Rul. 68-528,
supra; Rev. Rul. 55-557, 1955-2 Cum Bull. 60: see also WIIiam
H. and Donnalie W MPherson, Cal. St. Bd. of-Equal., My 9,
1968.) Because the Tand was not sold in 1973, the expenditures
reasonably allocable to the land are not deductible. Conse-
quently, we do not find any inconsistency between respondent's
present determnation and the position previously taken by
the IRS and respondent.

A reasonable allocation of these total costs is
acconpl i shed by using the approximate ratio of the fair market
val ues of the nmarketable tinber and land at the tine the costs
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were incurred. (See Rev. Rul. 68-528, supra.) The record is
not totally clear, but it seens to indicate that during al

the years when the costs were incurred and paid, the fair

mar ket val ue of the marketable standing timber at |east equal ed
the fair market value of the land. Under the circunstances,

we concl ude that one-half of the expenditures in question
shoul d be added to the basis of the tinber sold in 1973, and
deducted fromits selling price.

Respondent contends, relying upon the decision in
Farner, supra, that all of the expenditures should be allo-
cated to the basis of the | and because appellant was litigating
title thereto, and "without the land [he? woul d not have any
tinmber." We conclude that respondent's reliance upon the
Farnmer case is misplaced. In that decision, the court merely
determned that attorney fees incurred in defending title to
| and were not deductible as ordinary and necessary Dusi ness
expenses by the assignee of the lessor of an oil and gas | ease.

For the foregoing reasons, we conclude that respon-
dent's action should be nodified to reflect the allocation of
one-half of the total l|egal and surveying costs to the basis
of the tinber sold in 1973. Therefore, appellant should be
al l owed to deduct fromhis proceeds of the tinber sold in
1973 one-half of his share of the |egal and surveying costs.
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ORDER

Pursuant to the views expressed in the opinion of
tﬁe aoard on file in this proceeding, and good cause appearing
t her ef or,

| T |'S 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
VWsley D. and El eanor P. Fow er against a proposed assessnent
of additional personal income tax in the amunt of $373.46
for the year 1973, in Iojally di sal | ow ng any portion of the
expenditures as_an addition fo the basis of the tinber sold,
IS herepy nodified in accordance with the views expressed in
this opinion. 1In all other respects, the action of the Fran-
chise Tax Board is sustained.

Done at Sacramento, California, this 8th day of
February , 1979, by the State Board of Equalization.

e 4 /y 4Chairnian

o
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, Menber
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