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Certified Public Accountant
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OP1 NI ON

'This appeal is made pursuant to section 18593L/
of the Revenue and Taxation Code from the action of the
Franchi se Tax Board on the protest of Frank V. and
Gertrude Amaral against proposed assessnments of addi-
tional personal incone tax in the amounts of $5,039.02,
$1,214.68, and $1,534.06 for the years 1977, 1978, and
1979, respectively.

1/ un ess otherw se specified, all_ section references
ate t® sections of the Revenue and Taxation Code as in.
effect for the years in issue.
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Appeal of Frank V. and Gertrude Anaral

The issues for determnation are (1) whether
aPpeIIants have dermonstrated that they are entitled to a
clainmed denolition loss for the renoval of fencing in
1977, and (2) whether appellants have denonstrated that
they are entitled to clained deductions for costs of a
| and survey in 1978 and 1979.

FENCI NG

On Septenber 29, 1976, Frank v. Amaral (herein-
after "appellant") acquired a 669 acre dairy farmfor a
bid of $505,000 at a court probate sale. The farm near
Gustine, California, included |and, houses, barns, and
fences. The eX|st|n% farm tenant, who-was operating a
Gade B dairy, had the right to use the property through
Februar% 1977. The tenant had been paying an annual rent
of $27,000 for the use of the farm

| mredi ately after acquiring the property,
aﬂpellants offered to renew the lease of the roper%% to
the existing tenant at an annual rent of $50,000. e
tenant was willing to continue |easing at $27,000, but he
ref used aﬁpellants' $50, 000 offer, and vacated the prop- .
e end of February 1977.

Appel  ants had been advised that part of the
| and was sour and not good for anything. Shortly after
acquiring the property, appellants enployed an engineer-
|ng firmto survey the land and prepare a plan for a
subsurface drainage systemto rid the [and of sour spots.
Over 100 holes were drilled and soil sanples taken to
devel op the drainage plan, which was conpleted on
Decenber 27, 1976. Arter the tenant vacated at the end
of February 1977, appellants renoved all the fencing in
order to conplete the tile drainage system After that
system was installed, appellants rented the property to
appel lant's corporation to ralse row crops.

erty at t

O apﬁellants' 1977 tax return, appellants
reported that e farm had been acquired on January 1,
1977, that houses and barns on the property cost $98, 000,
and the fences around the property cost $75,000. Depre-
ciation of $3,125 was taken on the fences, and the

bal ance of the cost of the fencing was claimed as an
abandonnent | oss.

Based upon the Merced County Assessor's esti-
mated al l ocation ratio (.0442) of inprovenments to total
assessed value of the property, respondent adjusted the
basis of the fencing from $75,000 to $22,321, and after
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al lowing $930 in depreciation, disallowed $50,484 of the
cl ai med abandonment |oss. After a proposed assessnent
was issued, appellant protested.

_ ~_ During the protest, appellant contended that
his original allocation between i1nprovenents and |and had
been realistic and conservative. Appellant furnished a
letter fromthe Merced Cbunﬂy_Assessor which stated that
the fencing was not included in the assessor's estimated
al | ocation of inprovements. Appellant also contended
that he purchased the land with the intent of haV|n%
continued dairy operations. ABpeIIant stated that he
found that the farmcould not be |eased as it was for a
reasonable return, and that it could not be inproved to
operate as a Grade A dairy wthout prohibitive cost.

_ In October 1974, appellant had purchased anot her
dairy farmin Merced County, 1mediately discontinued
dairy operations, and engaged his corporation.to raise
row crops on that land. Neither appellant nor his corpo-
ration had any experience in dairy operations. Appel -
lant, who lists his occupation as that of [unbernman, owns
a corporation nmainly engaged in cutting tinmber. In the
past, appellant has subdivided |and and sold lots, and he
owns tinberland.

- After the protest hearing, respondent wthdrew
the original proposed assessnent and issued a revised
Propose assessnent disallowng all of the abandonment

oss and nost of the clained depreciation deduction.
Appel l ant protested the new proposed assessnment. After
considering the information submtted in appellants' pro-
test, the proposed assessment was affirmed and appel | ant
appeal ed.

Section 17206 provided in part: "There shall
be allowed as a deduction any |oss sustained during the
taxabl e year and not conpensated for by insurance or
otherwi se." This section was patterned after section 165
of the Internal Revenue Code. Accordingly, interpreta-
tions of that section of the Internal Revenue Code are
persuasive of the proper interpretation of section 17206.

Meanley v. MColgan, 49 cal.App.2d 203 [121 P.2d 45]

; Hol mes V. Col gt;an, 17 cal.2d 426 {110 P.2d 428}
(1941).) Treasury ReguTation section 1.165-3 explains
the application of section 165 to the demolition of
buildings and contains the intention test. The regula=-
tion states that, with one exception not relevant fo this
appeal, no deduction will be allowed under section 165(a)
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on account of the denmolition of old buildings when in the
course of a trade or business or in a transaction entered
into for profit the real property upon which the buil d-
ings were situated was purchased with the intention of
denol i shing those buil di ngs.

o The prjnciPIes applicable to the demolition of
bui |l dings are suitable for questions Ian|VInH t he deno-
lition of fencing. The regulation explains that the |oss
wi |l be allowed under section 165, when the intention to
denolish the property was formed after acquisition
Wiet her the real property was purchased with the inten-
tion of denolishing the structures or whether the denoli-
tion of the structures occurred as the result of a plan
formed later is a question of fact. The answer to that
question cannot be the result of an inference drawn from
one fact or circumstance, but nust be a result of a
consideration of all relevant facts and circumstances.
The regulation lists five different exanples of facts and
circunstances which mght suggest that the intention to
denmolish existed at the time of acquisition, The four
apparently relevant to this case are:

(i) A short delay between the date of
acquisition and the date of denolition;

(ii) Evidence of prohibitive renodeling
costs determned at the tinme of acquisition

® %k X

(iv) Unsuitability of the buildings for
the taxpayer's trade or business at the time of
acqui sition; or

(v) Inability at the tine of acquisition
to realize a reasonable income fromthe
bui | di ngs.

(Treas. Reg. § 1.165-3(c)(2).)

In this case: (i)Jthe fences were renoved
shortly after the land was acquired and the hol d-over
tenant had vacated; (ii) the appellant stated that pro-
hi bitive costs woul d have been incurred in upgrading the
da_lr%/_ operation from Gade Bto Gade A status; (|_||? t he
existing fencing and soil conditions were inconpatible
with a row crop operation; and (iv) appellant was unable ‘
to find a dairy operator who would pay a rent appellant '
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felt was a reasonable amount in relation to his
i nvest ment .

_ The regulation lists ten different facts or
ci rcunstances which mght suggest that the intention to
denolish was forned after acquisition of the property. .

The only one apparently relevant to this caseis: "(vii)
Di scovery of latent structural defects in the buildings
after their acquisition; . . . (Treas. Reg. § |-165-

3(c) (2).) Appellant states that he discovered the sour
nature of the land after the hol d-over tenant had vacat ed,
Respondent has su%gested, however, that it is unreason-
able to believe that any person would bid $505, 000 for
such agricultural property wthout having assured them
selves of a fair know edge of the nature and conditions
of the property beforehand. Additionally, we note that
epp:llant's previous experience had beea in lumbering and
row crop operations, and that a dairy operation he had
acquired earlier had been imediately converted to a row
crop operation.

Fromall these facts, we can only conclude that
appel lants stated expectation of renting out the property
in the dairy configuration while waiting for the land to
appreciate is outwei ghed by other, objective facts and
circunstances which indicate that the |land was purchased
with the intention of adapting the |and to row crops
whi ch necessitated denolishing the fences. Accordingly,
we nust conclude that appellant has not denonstrated that
he is entitled to the disallowed fencing deduction.

SURVEY

~ Appel lants owned several |arge tracts of Nevada

County tinmber land, which had been surveyed for title
Purposes and had its boundaries established before appel -
ants@ purchase. Because of the passage of time and the
nature of the area, the boundaries of the land were no

| onger marked clearly. The U'S. Forest Service intended
to harvest tinmber on its |and which adjoined appellants*
land. En order that appellants* tinber not be harvested
b% m stake, appellants agreed with the Forest Service
that their boundaries should be surveyed and clearly
marked. The Forest Service agreed to reinburse the appel-
lants for 40 percent of the cost. Part of the survey was
conpleted in 1978, and appellants paid the survey cost of
$11,840. The bal ance of the survey was conpleted in

1949, and appellants paid the surveyor $13,944. 1a 1980,
the Forest Service relnmbursed appellants $10, 107.
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On appellants' tax returns for 1978 and 1979
t hey deducted surveying costs in connection wth the sur-
vey of tinber land in the anounts of $11,840 and $13, 944,
respectively. In 1980, the taxpayer included in income
rei mbursenent of $10,107, the Forést Service's share of
t he survey costs.

_ On audit, respondent determned that the useful
life of the survey extended beyond the year of the survey
and concluded that the survey costs nust be capitalized.
Theref ore, Broposed assessments were issued which were
protested by appellants.

_ pellants' position is that surveKin% and
renarkln? the boundaries of forest land of the type owned
by appellants is a recurring expense. Agfellants rely on
Brier HII Collieries v. Conmmssioner, 12 B.T. A 300
(1928), as authorrty supporting tnerr position that
surveys are deductible when they are not incurred for the
pur pose of establishing ordefending title to property.

_ Section 17283, which was concerned with which
items are and are not deductible expenses, stated in
gertlnent part: "No deduction shall be allowed for
(a) Any anount paid out for . . , permanent inprovements
or betterments nmade to increase the value of ang roperty
« . . " .Ihat section was simlar to section 263(a) of
the Internal Revenue Code, so interpretations of section
%9%53) ar?ﬁfensua3|ve as to thzglnterpretatlggsof section
. anl ey v. McColganm, Cal.App.2d [121 P.24
45] (19428; Holmes v. MCCol gan, 17 cal.2d 426 [110 P.2d
428] (1941).)

The distinction between capital expenditures
and deductible business expenses is generally found in
di fferences between the extent and permanency of the ben-
efit derived fromthe outlay. (Louisiana Land & Expl o-
ration Co. v, Commssioner, 7 T.C 507 (1946).) The
benef1t from a business expense is generally realized and
exhausted within a year, and the expense is often said to
be recurring in nature, But an expenditure is of a
capital nature where it results in the taxpayer's acqui-
sition or retention of a capital asset, or in the inprove-
ment or devel opnent of a capital asset in such a way that
the benefit of the expenditure is enjoyed over a
conparatively lengthy period of tine.

_ Thus, costs of devel opnent, such as plat
mappi ng and subdividing a tract of land held for sale,
must be capitalized and treated as an adjustment of the
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taxpayer's basis for that property. (Louisiana Land &
Exploration Co. v. Conmissioner, supra.) Similarly,
COSts rncurred to protect, defend, or correct title to
real property are considered a part of the cost of that
property and nust be capitalized rather than expensed,
(Vincent Johnson v. Comm ssioner, § 55,247 T.C.M. (P-H)
(1955).) The ratronal’e Ts that such activities ?enerally
benefit-the owner of the property for a nunber of years,
perhaps as |ong or |onger than the tinme the property is
owned by the person who incurred those expenses,

~ In this appeal; aefellant relies on Brier Hil
Col lieries, supra, Which held that certain resurveying
and marking expenses incurred by the owner were properly
deductible. In Brier HIl, the taxpayer owned a |arge
acreage of wild, “nountarnous Tennesseé |and of difficult
access. The |and, which bore tinber an3 bitum nous coal
deposits, had been surveyed a long time before 1918, but
the marks had since been obliterated. In 1918 and 1919,
the taxpayer had that [and resurveyed and its boundaries
remarked in order to prevent the loss of [and by adverse
possession.  Under Tennessee |aw, adverse possession
under color of title for seven years passed title. The
Conmi ssioner of Internal Revenue disallowed deductions
for the costs of resurveying and remarking on the basis
that they were costs of defending title to the property.
Wthout analysis the Board of Tax Appeals concluded
simply that those costs were not costs of defending title
but were ordi nary and necessary expenses incurred In
protecting the taxpayer's property and so were deductible
expenses.

In this appeal, the purpose of the resurvey and
remarking was to protect the tinber on that |and from
future harvest by %overnnent contractors working adjacent
governnent | and. here is no evidence that those survey
markers mght soon be obliterated or that the_survey
protection from government timber contractors is only a
short-term necessity. Accordingly, we cannot conclude
that these surve% costs are pro?erly considered to be
recurring. So these survey costs may not be deducted and
can only be capitalized.

_ - For the reasons set forth above, respondent's
action will 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 |'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 Frank V. and Certrude Amaral against proposed
assessnents of additional personal incone tax in the
amounts of $5,039.02, $1,214.68, and $1,534.06 for the
years 1977, 1978, and 1979, respectively, be and the same
I's hereby sustained.

Done at Sacramento, California, this 25th day
of June . 1985, by the State Board of Equalization,
wth Board Menbers M. Dronenburg, M. Collis, M. Bennett
and M. Nevins present.

Ernest J. Dronenburg, Jr. , Chai rman
Conway H Collis ,  Menber
W1l liam m Bennett , Member
Ri chard Nevins , Menber

» Menmber
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