IR

BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNIA

In the Matter of the Appeals of)

ROBERT AND M J. ))
MUELLER, ET AL. )

No. 80A-701-VN

For Appellants: MGCee Grigsb{
Attorney at Law

For Respondent: Gace Lawson
Counsel

OP1 NI ON

These appeal s are nade pursuant to section
1859_31/ of the Revenue and Taxation Code fromthe
action of the Franchise Tax Board on the protests of
Robert and m.J. Mueller, et al., against proposed
assessments of additional personal 1ncome tax in the
amounts and for the years as foll ows:

. 1/ Unless otherw se specified, al| _section references
are t0o sections of the Revenue and Taxation Code as in

effect for the years in issue.
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Appeal s of Robert and M J. Mueller, et al.

Appel | ant s Year s Proposed Assessnents

Robert and M. 3. Miel |l er 1973 $ 212.00
1974 139. 74

1975 694. 00

1976 1,425.52

1977 544,00

1978 3,158.00

Henry A. and 1973 $1,665.79
Frances M Wolfsen 1974 182. 65
1975 578. 46

1976 455, 35

1977 468. 64

1978 584. 60

Henry B. and _ 1973 $1,530.17
Helen E. Wolfsean 1974 922. 39
1975 644. 47

1976 682. 52

1977 548. 20

1978 696. 88

Myrna Wolfsen 1973 $1,274.41
1974 768.39

1977 59.00

1978 367. 30

Lawrence J. and 1973 $1,275.73
Dane M Wolfsen 1974 704. 14
1975 568. 71

1976 1,659.86

1977 568. 71

1978 3,846.00

Donal d and 1973 $1,020.04
Lynn Ski nner 1975 45' 4,77
1976 2,947.00

1977 454, 71

1978 654.12

Warren L. and 1973 $1,019.79
Carole S. wWolfsen 1975 454. 83
1976 432.00

1977 827.00

1978 710. 60




Appeal s of Robert and M J. Mueller, et al

~ The common issue presented by these consolidated
appeal s is whether respondent properly detern12;d
appel lants' preference itemfor farm net |oss.

_ Agpellants are engaged in the farmng business
in the Los Banos area. During the appeal years, al nost
all of the appellants, except for Myrna wolfsen and

Henry B. and.Helen E. wolfsen, owned interests in two
partnership enterprises. First, said appellants were
among the 41 proprietors who held interests in Mirrjieta
Landowners (Mirrieta), a partnership whose principa
business activity was the ownership and |easing of ranch
and farmand. As co-owners of this organization, appel-
| ants received proportionate shares of its net renta
income based on their pe-rcentage of ownership. Second
sai d appellants were also partners in Tinto which |eased
the ranch and farm and fromMrrieta for a fixed fee.and
apparzntly conducted farmng activities oa the laad. One
o? Timco's business activities was the ginning of cotton
grown by its partners. It also provided ginning services
to growers who were not participants in the partnership.
In addition, Tinco derived interest incone froma Pron1s-
sory note received in the prior installment sale o
farmand. Appellants each reported their proportionate
shares of the rental income from Mirrieta and the ginning
and interest inconme from Tinco as farmincome in the
appropri ate taxable years.

_ Subsequent |y, resPondent audi ted the personal
income tax returns of all of the appellants for the taxa-
ble years 1973 through 1978, inclusive. Based on the

results of this audit and information from federal audit
reports, respondent determned that adjustnents were in
order and then issued the subject proposed assessnents of
additional tax. Appellants filed protests against the

deficiency assessments, but the protests were denied and
the assessnents affirmed. These tinely appeals foll owed.

2/ AppelTants Robert and M J. Miell er, Myrna Wolfsen,
and Henry A. and Francis M wolfsen have al'so contended
that the Franchise Tax Board inproperly denied deductions
that they clainmed for charitable contributions. (Rev. &
Tax. Code, § 17214.) However, since these appellants
have made no attenpt to substantiate the clainmed contri-
butions (Appeal of Oto L. Schirmer, et al., Cal. St. Bd
of Esual., Nov. 1Y, I9/5) or prove tneir entitlement to
the charitable contribution deductions (%?Qeal of Ceorge
B. and Angela R Sturr, Cal. St. Bd. of Equal. eb. 1,
1983), Wwe nust conclude that respondent properly disal-
lowed the cl ai med deductions for the years in question.
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\ppeals Of Zobert and M. J. lueller, et al.

among the changes reflected in the deficiency
assessnents, respondent determined that the rental incone
from Mureieta and the cotton ginning and interest incone
from Tinto shoul d not have been reported by appellants as
incone fromfarmng. It was respondent's determ nation
that these three items of income were properly categor-
I zed as nonfarm incone. As a consequence of this change.
in the characterization of these items of inconme fromthe
partnerships, respondent determned that thi s nonfarm
i ncome nust be excluded from the computation of - appellants
preference tax liability for farm net |oss.

Tn addition to other taxes inposed by the
Personal Income Tax Law (Rev. & Tax. Code, §s§ 17001-
19452), section 17062 inposes'a tax on the anount by
which a taxpayer's itens of tax preference exceed his net
busi ness | oss. Section 17063, subdivision (i), as it
enistad fOr the years I N quesiion, includ:d as an iiem of
tax preference *[tlhe amount of net farm|oss in-excess
of fifteen thousand dg}lars ($15,000) which is deducted
from nonfarm incone." The term "farmnet |oss" is
defined by section 17064.7 as "the amount by which the
deductions allowed by this part which are directly con-
nected with the carrying on of the trade or business of
farmng, exceed the gross incone derived from such trade
or business."

In these aPpeaIs, appel I ants argue that respon-
dent erroneously excluded their income fromthe Mirrieta
and Tincto partnerships in the coroputations of their item

37 "AB 93 (Stafs. 1979, ch. 1168, § 7.6, p. 4415),
operative for taxable years beginning on or after
January 1, 1979, rewote subdivision (i) of section 17063
as subdivision (h) and 'increased the excluded amounts

t hereunder to $50,000. SB 813 (Stats. 1983, ch. 498,

§ 138, p. 630), qferatlve for taxabl e years begi nning on
or after January 1, 1983, renunbered subdivision (h) as
subdivision (g). AB 2215 (Stats. 1984, ch. 1458, § 3.1,
p. 684), operative for taxable years beginning on or
after January 1, 1984, renunbered subdivision (g) as
subdi vision (f).
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Appeal s of Robert and m. J. Mieller, et a..

of tax preference for farm net loss. &/ It is

appel lants' position that each of the three itens of
ﬁartnershlp I ncome constitutes farm income that should
ave been included in the computations. Thus, the
question called for by section 17064.7 is whether or not
the income fromthe partnerships was directly connected

with-the carrying on of the trade or business of farm ng.

~_The Revenue and Taxation Code does not contain
a definition of the term"farmng," as used in section
17063, subdivision (i), and respondent has not issued

4/ Respondent informs US that, while all of the appel-
lants have contested respondent's treatnent of the income
fromthe Mirrieta and Tinto Partnershlps as that action
relates to the conputation of the tax preference itemfor
farmnet loss, not all of the appellants were atfecced by
this determnation. Appellants Myrna Wolfsen and
Henry B. and Helen E. Wwolfsen did not participate nor
recelve any income fromthe two partnerships. Thus, any
changes in these three appellants' tax liabilities were
not the result of respondent's recharacterization of the
Partnershlp proceeds as nonfarm i ncone and the concom -
ant adjustment to the preference itemfor farmnet |oss.
In addition, appellants Henry A and Frances M. Wolfsen
were nenbers of the two partnerships but respondent did
not make any changes to their tax preference liability
for any year. Wth regard to the remaining appellants,
respondent did determne to increase their preference
income for farm net |oss based on the recharacterization
of the partnership incone but this particular change in
those appellants' preference liability was made only in
the follow ng years:

Robert and M. J. Muiel |l er 1976, 1977, 1978
Warren L. and

Carole S. wolfsen 1976
Law ence J. and

D ane #. Wolfsen 1976, 1978
Donal d and Lynn Ski nner 1976

In other words, these are the only parties and taxable
years under appeal affected by respondent's determ nation
of the preference item tor farn net | oss.  Notw thstand-
ing the claimof these agpellantsﬂ contesting the disal-

| owance of their charitable contributions deductions were
|nproperl¥ disal l owed, the proposed assessnents have not
been challenged on any other grounds.
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J. mueller, et al.

regulations interpreting the term However, this board
has announced A general policy of using the definition of
that phrase found in federal regulations issued under
section 1251 of the Internal Revenue Code. (Appeals of
Donald S. and Maxine Chuck; Cal. St. Bd. of Equal.,

Oct. 27 ,"1981.) This policy is based on the fact that

al though section 17063, subdivision &I), and | nternal
Revenue Code section 1251 enploy diftferent methods, they
have the identical focus, "net farmloss," and the

I dentical purpose to deter the use of farmloss to
shelter large amounts of nonfarm incone. Under these
circunstances, except where the California Legislature
has indicated a contrary intent (see Appeal of Edward P.
and Jeannette F. Freidberg, Cal. St. Bd. of Equal.,

Jan. 17,°1984), we believe that the Legislature intended
that the definition of "trade or business of farmng"
used in section 17063, subdivision (i), be the sane as
tlgsel definition used in Internal Revenue Code sectiou

_ Treasury Regul ation section 1.1251-3(e)(1)
defines the "trade orbusiness of farm C\g as including
"any trade or business with respect to which the taxpayer
may conpute' gross income under § 1.61-4, expenses under
§ 1.162-12, make an election under section 175, 180, or
182, or use an inventory nethod referred to in §1.471-6."
In general, the sections referred to in Treasury Regul a-
tion section 1.1251-3(e) (1) define the business of
farmng as including the cultivation, operation, or
managenent of a faem Eor gain or profit, either as an
owner or a tenant. (Treas. Reg. § 1.61-4(d); Treas. Reg.
§ 1.175~-3.) A taxpayer is engaged in the business of
farmng if he is a menber of a partnership engaged in. the
busi ness of farmng. (Treas. Reg. § 1.175-3.)

_ First, with regard to the income earned by the
Mirrieta partnership Erom the leasing of farmland, Trea-
sury Requlation 1.175-3 further provides that “a taxpayer
who receives a fixed rental (without reference to produc-
tion) is engaged in the business of farmng only 1f he
participates to a material extent in the operation or
management of the farm" Based on this regulation, we
have previously found that fixed rental income derived
from the sublease of farmand by a taxpayer who did not
participate in the operation or managenment of the sub-
|l eased farmand is not farmincome. ~ (Appeal of Joe J.
and Elvira Correia, Cal. St. Bd. of Equal., Cct. 10,
1984.) wWe see no reason not to apply the same holding to
the rental income in the present case where the record
i ndi cates that the wmurrieta partnership charged a fixed

- 453-



apoeals of Robert and. .y J. Meller, et al.

rental price for its farmand and there is no evidence
that the pactnership oc any of the appellants as partners
participated in the operationor managenent of the |eased
f armland .  Accordingly, we nust conclude that respondent
correctly determined that this rental incone was nonfarm
income and properly excluded the income fromits calcul a-
tion of the farmnet |oss preference.

Second, appellants argue that the incone from
Timeco's cotton ginning enterprise is farmincone because
the operation of a cotton gin constitutes farmng.  After
the filing ofthese appeals, appellants submtted addi-
tional information which denonstrated that 37 percent of
Timco's i ncone fromits ginning operation in 1978 was

attributable to business derived fromits partners whereas

3 percent was derived from ginning services provided to
growers who were not partners in the organization. Based
on this additional information, respondent agrees that
ail out 3 perceat of Timco's cotton ginniag i NCOMe foc
1978 shoul d have been characterized as farm incone.
Respondent concedes that it did not include this income
in the conputation of the farmnet |o0sSs preference for

t hose appellants who were partners in Tinto and that the
preference item should be nodified accordingly for those
appel lants for the 1978 taxable year. Since ‘we have pre-
viously held that inconme derived from providing services
to farmers is not farminconme (Appeah-of Don P. and
Evelyn L. Currier, Cal. St. Bd. 0 ual ., May 8, T984;
See also rRev. Rul. 77-105, 1977-1 C.B. 374, interpreting
Treas. Reg. § 1.175-3), we find no fault wth respon-
dent's decrsion that income earned by Tinto in 1978 from
providing ginning services to third parties was nonfarm

I ncome for purposes of the farmnet |oss preference.
Appel | ants, however, have not provided any evidence or
authority themselves to attenpt to convince us that
respondent's determnation with regard to the Tinto
glnnln% i ncome was inproper in any other respect or for
any other taxable years.

Third, and finally, we address the issue
whet her appellants' distributive share of the interest
income fromthe prom ssory note received by Tinto from
the sale of farnand is derived fromthe business of
farmng. Appellants have argued that it is erroneous to
treat Interest received fromthe sale of farm assets as
nonfarm i ncome when the gain or |loss realized fromthe
sale of farmassets is treated as farmgain or loss. In
Appeal of Ernest R.__and Dorothy A. Larsen, opinion on
petitron for rehearing, decided June 21, 1983, this board
rejected substantially the same argument. W held there
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Appeals of Robert and M. J. Mieller, et al

that, regardless whether or not gain from the sale of
Earm property constitutes farm incoine for purposes of
section 17264.7, interestincome received froma note
related to the sale is_not income fromthe trade or
busi ness of farming. The rationale is that interest is
conBensat|on for the use. or forbearance of nmoney.  (Rosen
v. United States,. 288 F.2d 658, 660 (3d Cir. 1961).) The
fact that the SuDj ect note had itsS sonrce i N te sal e of
farm property is irrelevant. (Appeal of Ernest R. and
Dorothy A, Larsen, supra; see also Appeal of Donal d and
Nada Schramm, Cal. St. Bd. of Equal., Dec. 13, 1983;
Appeal_of John A, and Betty M, Bidart, Cal. St. B4. of
Equal.,  Oet-- 11984.) We therefore conclude that the
Tinmco interest income was properly characterized by
respondent as nonfarm income for purposes of-conputing

t he preference item for farmnet | oss.

Except for the nodification required by respon-
dent's concession that the Tinco cotton ginning | ncone
for 1978was largely farmincome, we find that respondent
properly calculate9d appellants' preference item for farm
net loss. Accordingly, respondent's action in these
matters will be sustained in every other respect.
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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
protests of Robert and mJ. Mieller, et al., against
proposed assessnents of additiona} Personal Income tax in
0

the amounts and for the years as | ows:
Appel | ant s Years Proposed Assessnents
Robert and M J. Mueller 1973 $ 212.00
1974 139. 74
1975 694. 00
1976 1,425.52
1977 544. 00
1978 3,158.00
Henry A. and 1973 $1,665.79
Fr}:’;\nces M wWolfsen 1974 182. 65
1975 578. 46
1976 455. 35
1977 468. 64
1978 584. 60
Henry B. and 1973 $1,530.17
Hel en E. wolfsen 1974 922. 39
1975 644. 47
1976 682. 52
1977 548. 20
1978 696. 88
M/rna wWolfsen 1973 $1,274.41
1974 768. 39
1977 59. 00
1978 367. 30
Law ence J. and 1973 $1,275.73
Diane M wolfsen 1974 704. 14
1975 568. 71
1976 1,659.86
1977 568. 71
1978 3,846.00

- 456-



Appeal s of Robert and M J. Mieller, et al.

Donal d and 1973 $1,020.04
Lynn Ski nner 1975 454,77
1976 2,947.00
1977 454,71
1978 654. 12
Warren L. and 1973 $1,019.79
Carole S. wWolfsen - 1975 454, 83
1976. 432.00
1977 827.00
11978 710. 60
be and the sane is hereby nodified in accordance wth
respondent's concession. ~ In all other respects, the

action of the Franchise Tax Board is sustal ned.

Done at Sacranento, Califosnia, this 29th day
of July » 1986, by the State Board of Equalization
with Board Members M. Nevins, M. Bennett, M. Dronenburg
and M. Harvey present.’

Richard Nevins , Chairnman
Wlliam M Bennett ,» Menber
Er nest J. Dronenbura, Jr. . Menber
Wl ter Harvev* Member
Menber

*For Kenenth Cory, per Governnent Code section 7.9
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