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)
HARRY AND HI LDA EI SEN )

Appear ances:

For Appellants: WIlliam N Roth
Certified Public Accountant

For Respondent: Carl G Knopke
Counsel

OPIl NI ON

This appeal is made pursuant to section 18593
of the Revenue and Taxation Code fromthe action of the

Franchi se Tax Board on the protest of Fhrry_and Hi | da
Ei sen aPa[nst proposed assessments of additional
personal income tax in the anounts of $3,995.06 and

$10,155.53 for the years 1976 and 1977, respectively.
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Appeal of Harry and Hilda Eisen

Hlda Eisen is a party to this appeal solely
because she filed joint personal incone .ax returns
with Harry Eisen, her husband, for the years in issue.
Accordingyy, only the latter will hereinafter be
referred to as "appellant."

_ Apﬁellant Is a partner in E & ¥ Ranch, a farm
ing partnership, and chief operating officer and fifty
percent owner of Norco Ranch, Inc. (hereinafter referred
to as "Norco"), a farmng corporation. Prior toits

i ncorporation, Norco was a sole proprietorship owned and
operaped by appellant. As its chief operating officer,
appel l ant's duties consist of managi ng Norco's farm ng
operations, a task to which he devotes substantially all
of his time. In addition .to dividends and the salary he
is paid by Norco, appellant also receives bonuses from
the corporation based on the success of its operations.

Upon exam nation of appellant's returns for
the years in issue, respondent determ ned that partner-
ship farm | osses, the unrecognized portion of capita
gai ns, and excess depreciation were items of preference
Income. Respondent also determned that the salary,
bonus, and dividend incone received by appellant from
Norco during the years in issue was not income fromthe
trade or business of farmng for Purposes of conputing
his net farmloss. Appellant protested respondent's
|atter determnation, asserting that the salary, bonus,
and dividend income received from Norco constituted
i ncome from farm ng which reduced the anount of his net
farm|oss preference incone. After consideration of
appel lant's argunents, respondent affirmed the proposed
assessnments, resulting in this appeal.

The sole issue presented for determnation is
whet her the'salary, bonus, and dividend inconme received
by appellant from Norco constituted income fromthe
trade or business of farmng for purposes of conputing
the amount of appellant's net farm|oss preference.

i ncone.

Revenue and Taxation Code section 1706},1/

subdivision (i), as it existed for the years in i ssue, &/

1/ Herernafter, all references are to the Revenue and
axation Code unless otherw se indicated.

2/ AB 93 (Stats. 1979, Ch. 1168), operative for taxable
years beginning on or after January 1, 1979, rewote

subdi vision (i) of section 17063 as subdivision (h) and
i ncreased the excluded amounts thereunder.
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Appeal of Harry and Hil da Ei sen

included as an item of tax preference income "[t]he anpunt
of net farmloss in excess of fifteen thousand dollars
($15,000) which is deducted from nonfarm i ncone." The
term"farm net |oss" is defined by section 17064.7 as;

. + . the amount by which the deductions allowed -
by this part which are directly connected with

the carrying.on of the trade or business of

farmng, exceed the gross incone derived from

such trade or business. (Enphasis added.)

_ Appel I ant argues that the incone in issue is
income fromthe trade or business of farmng. Supporting
this contention, he. asserts, is Treasury Regulation

§ 1.162-1 which purportedly defines the term "trade Or
busi ness" to include services perforned as an enpl oyee.
Additional ly, at the oral hearing on this matter, appel-

| ant maintained that the incone in issue would clearh%
have been farmincone prior to the incorporation of rco
and that the nere incorporation of the business should
not have the effect of changing the nature of the income
he derived fromits operation. After a careful review

of the record on appeal and for the specific reasons set
forth below, we conclude that the salary, bonus, and

di vidend incone received by appellant as an enpl oyee and
shar ehol der of Norco did not constitute income fromthe
trade or business of farmng for purposes of determ ning
appellant's net farmloss tax preference incone.

_ Fornmer section 17063, subdivision (i), was
intended as a replacenment for fornmer section 18220. \While
it' changed the nethod of deterring tax notivated farm | oss
operations,, the focus of the new section, i.e., "farm net
l'oss", remained the same as that of the section it
replaced. Except for certain provisions not in issue

here, section 17064.7 defines "farmnet |0ss" in a manner
identical to that of former section 18220, subdig‘sion
(e). Pursuant to respondent's regulation 19253,_}

%/ I'mnpertinent part, this regulation provides as
ollows:

In the absence of regulations Of the
Franchi se Tax Board and unless otherw se
specifically provided,. in cases where the
Personal |ncome Tax Law conforns to the
| nternal Revenue Code, regulations under the
| nternal Revenue Code shall, insofar as possi-
bl e, govern the interpretation Of conform ng
state statutes ...-
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Appeal ' of Harry and Hil da Ei sen

regul ations adopted pursuant to Internal Revenue Code
section 1251 (after which former section 18220 was
patterned) governed the interpretation of the term"farm
net loss" under fornmer section 18220, subdivision (e).

G ven the successor relationship between section 17064.7
and former section 18220, subdivision (e), the Treasury
regul ati ons adopted pursuant to section 1251 of the
Internal Revenue Code are applicable for purposes of
interpreting the term"farmnet |loss" as It appears InN
section 17064. 7.

Treasury Regulation § 1.1251-3(b) defines
"farm net loss" as follows:

(b) . ..The term"farmnet |oss" means the
amount by whi ch--

() The deductions allowed or allowable
for the taxable year by chapter 1 of subtitle
A of the Code which are directly connected
with the carrying onof the trade or business
of farmng,. 'exceed

(ii) The gross incone derived from such
trade or business. (Enphasis added.)

Treasury Fagulation § 1,1251-3(e)(l) defines the term
“trade or business of farming” as follows:

. « - For purposes of section 1251, the
term "trade or business of farm ng" includes
any trade or business wth respect to which
t he taxpayer may conpute gross income under
§ 1.61-4, exp' enses under § 1.162-12, nmake an
el ection under section 175, 180, or 182, or
use an inventory method referred to in
§ 1.471-6. Such term does not include any
activity not engaged in for profit within the
meani ng of section. 183 and § 1.183-2.

According to the above, anﬁ t axpayer that ma
conpute gross income under Treasury Regulation § 1.61-

IS engaged in the trade or business of farming. Treasury
Regul ation § 1.61-4 is identical to respondent's forner
regul ation 17071(d). The 1latter, operative for the years
inissue, designated as "farners"” "{a]ll individual s,
partnerships, or corporations that cultivate, operate,

or manage farms for gain or profit, either as owners or
tenants . ... Simlarly, California Admnistrative
Code, title 18, regulation 17224(c) provides that "[a]
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taxpayer is engaged in the business of f.rming if he
cultivates, operates, or manages a farmfor gain or
profit, either as owner or tenant." Under neither
regulation is an enployee of a corporation engaged in
the business of farmng defined as either a "farner" or
as a "taxpayer engaged in the business of farmng."

Federal Revenue Rulings interpreting Treasury
Regalation § 1.175-3 [the substantive federal equivalent
of respondent’'s regulation 17224(c)) have determ ned
t hat wages paid farm enpl oyees and fees paid to pro-
viders of customary farm services are to be excluded
fromthe definition of gross income fromfarmng. (See
Rev. Rul. 65-280, 1965-2 Cum Bull. 433; Rev. Rul.
77-105, 1977-1 Cum Bull. 374.) Additionally, it has
been determned that dividend income from a corporation
engaged in the business of farn1ng does not constitute
income fromfarmng to a sharehol der of such a corpora-
tion. (Rev. Rul. 76-141, 1976-1 Cum Bull. 381; see
al so Wiipple v. Conmi ssioner, 373 U.S. 193 [10 L.Ed.2d
288] (1963).) In I1ght of this analysis, %fpellant's
contention that Treasury Regulation § 1.162-1 would
include as farmincone wages and dividends derived from
a farmng corporation is untenable. Mreover, it should
be noted that Treasury Regulation § 1.162-1 nerel
provides for the deduction from gross income of the
ordlnarY and necessary expenditures directly connected
with a taxpayer's trade or business; it doeS not focus
on what income shall be determned to have been derived
fromsuch a trade or business.

At the oral hearing on this matter, appel|ant
argued that the salary, bonus, and dividend income in
i ssue woul d have been considered gross'incone fromfarm
ing had it not been for the incorporation of Norco and
that the nmere change in form of ownership should not
have the effect of changing the nature of such incone
fromfarmincome to non-farmincome. W cannot agree.
Wiile it is true that in matters of tax liability sub-
stance is generally to be preferred to form it is not
correct to say that the formwhich a transaction takes
IS uninportant fromthe standpoint of tax liability.
Indeed, in many instances, the formof a transaction
is determnative of tax consequences. |f a.taxpayer, .
having a choice of nmethods for acconplishing an econom c
or business result-, pursues a particular means to accom
plish his ends, he' nmust abide bY the tax consequences
resulting fromhis choice of methods, even though had he
made another choice the tax consequences woul d have been
| ess severe or even nonexistent. (United States V.
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Cunber | and Publi ¢ Service Conmpany, 338 U S. 451 [94
. Ed. 2511 (1950); Freeman Vv. Commissioner, 303 Fr.2d 580
@th Gr. 19623; Bar ber united States, 215 F.2d 663

(8th Cir. 1954).)

~ For the reasons set forth above, respondent's
action in this matter will be sustained.-

-95-



Appeal of Harry and H | da Ei sen

ORDER

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

| T I'S HERCBY 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 Harry and Hilda Eisen agai nst proposed
assessments of additional personal income tax in the
anounts_of $3,995.06 and $10,155.53 for the years 1976
andt 1_977d respectively, be and the same is hereby
sust ai ned.

Done at Sacranmento, California, this 27th day
of october ., 1981, by the State Board of Equalization,
with Board Members M. Dronenburg, M. Bennett and
M. Nevins present.

Ernest J. Dronenburg, Jr. , Chai rman

W liam M. Bennett » Menber

Ri chard Nevins , Menber
Menber
Member
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