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OPINTIO-SN

This appeal is made pursuant to section 18593
of the Revenue and Taxation Code from the action of the
Franchi se Tax Board on the protest of Paul and Nancy
Fal kenstei n agai nst a proposed assessnment of additiona
personal inconme tax in the anount of $13,591.17 for the
year 1365.
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Appeal of Paul and Nancy Fal kenstein

During 1965 and 1966, Mr. Fal kenstein (herein-
after referred to as "appellant™) was a partner in a
joint venture known as "casper and Fal kenstein" {C&F),
whi ch owned and operated a thoroughbred racing stable.
In August 1965, C&F purchased a 3/4 interest in acolt
named Bol d Bi dder

On Novenber 30, 1965, C&F executed an agree-
ment (the agreenent) with one John R Gaines, the owner
of a thoroughbred breeding farm In the agreenent, C&F
| eased Bold Bidder to M. Gaines for a period of five
years, conmencing Decenber 1965, wth annual |ease
paynments of $105,000 payable in'quarterly installnments.
The agreenent granted to Mr. Gaines an irrevocabl e
option to purchase C&'s interest in Bold Bidder for
$448,750. The option could be exercised during March
1566 by delivery c<f the full purchase price to CsF. In
January 1966, M. Gaines nade the first rental payment
of $26,250. In March 1966, he exercised the option, and
C&F transferred title to the horse to him

On its partnership return for 1966, C&E
reported that the sale occurred in 1966 and that- the
gain was long-termcapital gain. As a result of an
audit of C&F's 1965 and 1966 tax returns, the Interna
Revenue Service determned that Bold Bidder was actually
sold to M. Gaines in Novenber 1965 and that the entire
gain was realized in 1965. For the years in issue,

I nternal Revenue Code section 1222 defined short--term
capital gain as gain fromthe sale of a capital asset
held | ess than six nonths. Since C& had not held the
colt for six nonths as of Novenber, the Internal Revenue
Service determ ned the partnership's gain to be short-
term capital gain. |t adjusted appel lants' 1965 per-
sonal income tax return to include the capital gain
fromthe sale. Aso, it adjusted their 1966 return by
di sall owing the deduction clained for depreciation of
the horse and by renoving fromtheir taxable incone the
anount appellants reported having received as |ease
paynents for Bold Bidder. In addition, the Internal
Revenue Service adjusted appellants' 1963 and 1954
returns to reflect changes In the net operating loss
carrybacks, investnent credit carryovers, and Investment
credit carrybacks clained for those years. Appellants
protested the adjustnments made to their 1965 return and:
eventually filed a petition in the United States Tax
Court. The tax court action was dism ssed at appel-
lants' request when the Internal Revenue Service agreed
to reduce the assessnment by one-half.
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Respondent received notice of the federal
audit and determned that the adjustnents made to
appel lants' 1963 and 1964 returns were not applicable

to their California returns. It determned, however,
that the adjustnments for the year 1965 were applicable
to their state return since, until its repeal in 1972,

Revenue and Taxation Code section 18162 was identical
to Internal Revenue Code section 1222. Respondent also
determ ned that the federal adjustnments to appellants'
1966 return were applicable to their state return. The
1966 adjustnments resulted in a decrease in appellants’
taxabl e income for that year and were not disputed by
appel I ants. Respondent 1ssued a proposed assessnent of
additional tax for 1965 and reaffirmed it after appel-
lants' protest, giving rise to this appeal

The sole issue for determ nation is whether
t he agreenent between C& and John R Gai nes was
properly characterized, for tax purposes, as a sales
agreenent or a lease with an option to purchase.

A determ nation by respondent which is based
upon a federal audit report is presuned correct, and the
t axpayer nust either concede that it is correct or bear
the burden of proving that it is incorrect. (Rev. &
Tax. Code, § 18451; Appeal of Herman D. and Russell Mae
Jones, Cal. St. Bd. of Equal., April 10, 19/9.) Respon-~
dent's position is that appellants have not nmet their
burden of proof since they have not produced evidence
indicating that the adjustnents by the Internal Revenue
Service for 1965 were erroneous. However, appellants
have produced a copy of the agreenent and an affidavit
signed by M. Gaines, the buyer of Bold Bidder. Appel-
lants claimthis evidence proves that the sale occurred
in March 1966 rather than in Novenber 1965. Since sone
evidence in support of appellants' position has been
presented, this board nust examne It to ascertain
whet her this evidence supports a finding contrary to
respondent's determ nation. (Appeal of Janice Rul e,
Cal. St. Bd. of Equal., Cct. 6, 1976.) The only 1sSsue
rai sed by appellants is whether the agreenent is
properly treated as a sales agreenent or a lease wth
opti on. Apparentlgy appel l ants do not dispute the
| nternal Revenue Service's conclusion that, if the
agreenent is treated as a sales agreenment, the gain was
realized in 1965 and is taxable as short-term capita
gai n.

Substance rather than form determ nes the tax
effects of a transaction. (Gegory v. Helvering, 293
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U.S. 465 [79 L.Ed. 596](1934).) |In order to det:ermine
t he substance of a transaction, we nust ascertain the
parties' intentions by exam ning the circunstances
existing at the time the agreement was entered into and
determ ne the agreenent's practical effect by exam ning
its legal provisions and the econom cs of the transac-
tion. (Ceorge S. Lensing, 4 61,268 P-B Meno. T.C.
(1961): Truman Bowen, 12 T.C. 446 (1949).) A lease wth
an option to purchase is properly treated as a sale if
the parties to the agreenent intended that a sale ulti-<
mately be consumated and if, at the tinme the agreenent
was made, there was no |ogical or econom c reason for
the | essee to refrain from exercising the option.

(Karl R _Martin, 44 T.C. 731 (1965), affd., 379 F.2d 282
(6th Cir. 1967); Trunman Bowen, supra )

Al t hough-the agreenent is in the formof a
| ease with option, we conclude that it is, in substance.
a sales agreement. Therefore, it is properly character-
ized, for tax pur poses, as a sal es agreenent.

The circunstances surroundi ng the execution
of the agreenment reveal that both C& and M. Gaines
intended the transaction to culmnate in a sale. Mr.
Gaines' affidavi-t states that he originally intended. to
purchase Bold Bidder and |eased him only because C&F was
UHMA||Ing to enter into an outright sale. Appel | ant s
explain that C& was unwilling to sell the horse in 1965
because its gain froma sale at that time woul d have
been short-termcapital gain. To avoid that result, the
transaction was cast in the formof a |ease with: an
option to purchase, which was exercisable in Mrch
inrediately after'the expiration of C&F' s six-nonth
hol di ng peri od.

The agreenent itself also indicates the
parties' intention to ultimately consummate a sale.
One factor indicating that a |ease with an option is,
in substance, a-sale is the transfer to the "l essee"
of those burdens of ownership which are not normally
transferred to a | essee under a |ease agreenent,

In the instant appeal, M. Gaines assuned
substantially all the burdens of ownership when he
recei ved' possession of Bold Bidder in Novenber 1965.
The- ag-reenent required himnot only to obtain full
nortality insurance on the horse, but also to assune
the risk of any |oss, damage, or injury to the animal
not covered by such insurance. In addition, M. GGaines
was responsible for the paynment of any ad valorem taxes
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assessed upon the horse. The transfer of these burdens
of ownership have been held to be indicative of a sale,
rather than a |ease, of property. (Karl R Martin,
supra; Lenon v. Uni t ed States, 115 F.Supp. o/3 (WD. Va.
1953).)

Finally, the economcs of this transaction
indicate that a sale, rather than a | ease, was intended.
A transaction in the formof a |lease with option is
treated as a sale if the economcs are such that, at the
tinme the agreement was executed, it is reasonable to
i nfer that t he optlon woul d be exerci sed. (George S.
Lensin Thus, in-cases where the agreenent

provi de d that the | essee coul d purchase the property at
the end of the lease termfor a nomnal anmount, courts
have consistently treated the transactions as condi -
tional sales for tax purposes. (Truman Bowen, supre.)
Simlarly, where the payments pursuant to the Iease wer e
identical in amount and timng to the paynents due after
exercise of the option, the transaction was held to be
a sale. (Karl R Martin, supra.) However, when the
anount due varies significantly according to whether or
not the option is exercised, the |lease with option has
econom ¢ substance and is properly treated as a | ease.
(Estate of Adam Hol zwarth, ¢ 65,304 P-H Meno. T.C.
(1965).) - -

In the instant appeal, if mr.Gaines failed to
exercise the option, he was required to nmake |ease pay-.
ments totaling $525,000 over five years. |If he exercised
the option, he was required to pay a total of only
$475,000, that is, the $448, 750 purchase price, payable
in March 1966, and the $26, 250 rent, payable for the
period prior to the exercise of the option. Appellants
argue that there was a question as to whether or not Mr.
Gai nes woul d exercise the option. Because of this, they
conclude that the option had econom c substance. They
stress the statement in M. Gaines' affidavit that the
| ease with option was acceptable to him because he woul d
be able to see Bold Bidder race for six nonths before
deci di ng whether or not to exercise the option; if Bold
Bi dder had not raced well during that six-nonth period,
the “option mght very well have not been exercised."

We find this statement unconvincing. Once M. Gaines
executed the agreenment, he was unconditionally obligated
to pay $525,000 and to bear the burdens of ownership for
five years. Hi's only ot her choice was to pay $50, 000
| ess and obtain conplete ownership of the horse. ~Assum
ing that the horse's useful life, first as a race horse
and |ater as a stud exceeded f|ve years, it is clear
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t hat ownership was nore beneficial than the |ease-hold
interest. M. Gaines could obtain the nore significant
benefits of ownership, and save $50, 000, by exercising
the option. Furthernore, there was no disadvantage to
exercl sing the option since .Mr. Gaines was al ready
obligated to bear the burdens of ownership. Under these
circunstances, we find that it was reasonable to assune
that M. Gaines would exercise the option and obtain the
benefits of ownership. Therefore, we conclude that the
agreenment was, in reality, a sales contract and that
the sole reason for casting the agreement in the form of
a lease with an option was to attenpt to convert the
gain to long-term capital %ain by del ayi ng passage of
title until the six-nmonth hol ding period had expired.

It follows that appellants realized short-term capital
gain on the sale of Bold Bidder.

For the foregoing reasons, the action of
respondent nust be sustained.
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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, 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 Paul and Nancy Fal kenstein, against apro-
posed assessnent of additional personal inconme tax in
t he anount of $13,591.17 for the year 1965, be and the
same i s hereby sustained.

Done at Sacramento, California, this 1st day
of February, 1983, by the State Board of Equalization,

wi th Board Menbers M. Bennett, M. Collis, M. Dronenburg
and M. Nevins present.

WIlliam M Bennett __, Chai rman
. Conway H Collis , \Wember
Ernest J. Dronenburg, Jr. | Menber
Ri chard Nevins . Member
,  Menber
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