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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE' STATE OF CALIFORNIA

In the Matter of the Appeal of ) _
) No. 85A-511-MA
JEROME W AND RITA ANN WAYNU J

Appear ances:

For Appellants: Jerome W and Rita Ann Waymo,
in pro. per.

For Respondent: Lazaro L. Bobiles
Counsel

OPINIOMN

This appeal is nmade pursuant to section
185931/ of the Revenue and Taxation Code from the
action of the Franchise Tax Board on the protest of
Jerome W and Rita Ann Wayno agai nst proposed assessnents
of additional personal incone tax in the anounts of
$499 and $710 for the years 1980 and 1981, respectively.

1/ Unless otherwi se specified, all section references
are to sections of the Revenue and Taxation codeasin
effect for the years in issue.
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_ The sol e issue for consideration in this appeal
I S whether respondent erred in denying appellants'
cl ai med busi ness expense deductions.

During the years at issue M. Wayne was an
enpl oyee of Hughes Belicopter Corporation and Ms. Wayne
was enpl oyed by the AerosR%(_:e Corporation. Both were
enpl oyed in.California. ither reported receiving
salary from any other enployers. During the years at
i ssue appellants were also the officers and sole share-
hol ders of a now defunct Subchapter S Corporation,
Florida 1.Q. Conmputer Corporation (Florida 1.Q.), which
was incorporated under the laws of the State of Florida
and provided nusic and _i}\usement machi nes at various U S
mlitary installations.

Appel lants filed a joiat personal incone tax
non-resident return for the year 1980 and a resident
return for 1981 claimng nunerous business expense
deductions arising fromtheir operation ef Florida 1.Q.
as follows:

[tem 1980 1981

2. taw Legal School Costs Expenses Of  Appeal $ 9,686 328 S 1730 6,609
3. Cost of Submtting and

Pratesting Bids 4,526 14,002
Total Expenses 315,040 $23,363
| ncome Reported on

Schedule C - 0 - - O-
Net Profit/(loss) Reported

on Schedule C ($15, 040) ($23,363)

According to appellants the clained expenses
were a result of a contractual dispute between Florida
|.Q and its contractee, the Arny and Air Force Exchange
Service (Exchange%. During 1975, Florida I.Q9.'s conces-
sion contract wth Exchange was term nated because of its
alleged failure to remit fees to Exchange. The matter of
termnation and danmages to Florida |.Q was appealed to
the Armed Service Board of Contract Appeals (Beard) which
held in favor of Exchange. Appellants appealed to the
U S. Court of O ains, ich affirned the Board' s hol ding
in Florida |.Q Conputer Corporation v. United States,,

2/ The amobunt of appellants' investment in Florida I.Q.
is not contained in the record.
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1228 ct. Cl. 748_(1981).5/ No further appeal was
taken. In addition to the expenses clained on their
Schedul e C s which arose from pursuing Flerida 1.Q,'s
appeal against the termnation of its concession
contract, the remainder of the expenses stemmed from
appel l ants' continuation. of the corporate business by
subm tting bids of the corporation and protesting the
award of those bids to other conpanies.

After an audit of appellants' returns for the
years at issue, respondent disallowed the claimed
deductions. Appellants protested, a hearing was held and
after due consideration respondent's action was affirned.
This tinely appeal followed.

Appel  ants contend that the claimed |aw school
expenses were wproperiy deductible dacauu: appeliaats
believed it was necessary for themto be%ﬁne Iﬁm%ers in
order to pursue Florida I.Q.'s appeal. €y also argue
that the remaining expenses were necessary in order to
preserve theirg_obs and their source of incone with
Florida 1.0. inally, appellants claimthat all the
deductions were allowed by the Internal Revenue Service
and therefore should be accepted by respondent.

During both of the years at issue, M. and
Ms. Wayno attended |law school. A though M. wayno did
not finish'the required curriculumdue to ill health
M's. Wayno did conplete the curriculum  Appellants
submt that their |aw school attendance was necessary
because it was the only way they could pursue their
company's claimto the United States Court of Appeal and
revive their company. In support of their position
appellants cite United States v. Mchaelsen, 313 #.2d 668
(9th Cir. 1963) which held that | aw school expenses could
be consi dered deductible business expenses 'under certain
ci rcumst ances. Appel lants argue that their |egal
expenses did not in reality |lead towards qualifying them
for a new trade or business because they never actually
practiced | aw and may never practice |aw.

Ve do not find appellants' argunent concerning
the necessity of a |aw degree to be tenable. The tax-
payer's subjective intent in pursuing (a) selected

3/ The Titrgatron arose out of a dispute regarding the
operation of nusic and amusenment machines at Fort
Jackson, Colunbia, South Carolina.
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programis not dispositive of the issue. |t Is not
necessary nor even relevant that the taxpayer actually
enbark upon the new trade or business for which the
education qualifies him" (Wilmshurst v. Conm ssioner,
§ 82,247 T.C M (P-H) (1982) citing Roussel V.

Co-mi ssioner, ¢ 79,125 T.CM (P-H T7979).) The

practice of lawis a separate trade or business.

Appel lants have failed to denonstrate how their situation
differs fromthe general rule that expenses incurred in
connection with qualifying for a new trade or business
are not deductible even though their study of |aw may

al so have aided them in naintaining and in?roving skills
required in a current trade or business. he fact that
their conpany was involved in protracted Litigation does
not denonstrate ipso facto the necessity of their
attendance at |aw school. W note also that appellants'
subjective i dea that they weuld be uble wu pursce tunairs
lawsuit after graduation from |aw school suggests that
they intended to practice law, albeit for their conpany,

t hereby negating the idea that they weren't attenpting to
qualify for a new trade or business. Appellants

reliance on United States v. Michaelsen, supra, i S also

m spl aced because it Involved the now repudiated "prinmary
purpose" test. The fact that appellants have never
utilized their legal education and have not established a
new trade or business is likewise irrelevant, (Rshe v.
Conmi ssioner, ¢ 80,316 T.C.M (P-H (1980).)

The remai ning deductions clainmed by appellants
invol ve various |egal expenses and costs. incurred in
subm tting contract bids and protesting contracts which
were awarded to other vendors. Appellants argue that
t hese expenses were necessary in order to preservetheir
salary and status as enpl oyees at Florida I.Q.

It is well established that an expense to
preserve one's salary can be an ordinary and necessary
expense of an enpl oyee (Noland v. Comm Ssioner, 269 F.24.
108, 111 (4th Gr. 1959).) EHowever, in the instant case
appel l ants have claimed no salary fromFlorida I.Q. thus
making it difficult to preserve sonething which they
never had. Additionally, during this period appellants
were both salaried enployees at Hughes. Belicopter
Corporation and the Aerospace Corporation

The legal costs incurred by appellants are
not deductible. They are clearly expenses which arose
fromthe trade or business of Florida. I.Q. and thus are

deducti bl e expenses to the conpany and not deductible by
appel | anPesonally. (Appeal Of Walter J. and
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’

Sheila D. Coyne, Cal. St. Ed. of Equal:, April 24, 1967.)
Such expenses woul d be properly deductible by FIoriq%

. Q S|ncedthey ar|§e directly fromllts ng|ness. ey
are not ordinary and necessary 'enployee. busi ness expenses
and may not be taken by appellants. Addltlo“alfy' e
note that the nere payment of a corporation's expenses by

a sharehol der does not render such paymentadeducti bl e
cost incurred in the production of incone. &gmlﬁﬂ_iﬂ_
Walter J. and Sheila D. Coyne, supra,)

Appellants contend that the expenditures are
deductible under the legal theory that the corporate
entity may be disregarded if a corporation is hot only

i nfl uenced and governed by a particul ar person but there
is also such a gnity of |%ter%st and omn%rsﬁ|p that the

corporation has never existed, or has substantially
ceased t0 exist, aé the facts are such that adherence te
the fiction of separate existence would promote
unfairness or injustice.

~ Wile it is true that where corporate formis a
sham it wll be disregarded such extraordinary cClrcum

stances do not exist here. Appellants chose the

advant ages of incorporation to do business which also
requi res the acceptance of certain tax disadvantages.
(Moline Properties v. Commissioner, 319 U.S. 435 (87 L.Ed
1499) (1943).) The argument that the corporate form

shoul d be disregarded under the circunstances before us
is wthout nerit.

We further note that for federal purposes
appel lants elected to take advantage of Subchapter S of
the Internal Revenue Code. |n genéral its sections
permt the stockholders of a closely held corporation to
elect to pa% personal income tax on the corporation's
ear ni ngs, ether or not they are distributed, thereby
exenpting the corporation itself fron1porPorate_|nconE
tax. Thus, the income is taxed essenti al as if the
busi ness were operated as a partnership. wever, there
is no conparable California provision and an el ection
under ‘Subchapter S does not alter the status of the
corporation or its sharehol ders or effect the tax

consequences of transactions between them Appeal of
Walter J. and Sheila D. Coyne, supra; Appeals of

David W and Marion Burke, et al., Cal. St. Bd. of
Equal ., Cctober Z7, 1964.)

Finally, appellants contend that all clained
expenses were allowed by the Internal Revenue Service
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(IRS) and therefore should be accepted by respondent.
Respondent has been unable to veriEy that the IRS did
conduct an audit of appellants' 1980 federai inconme tax
return and to date no further evidence other than a

phot ocopy of "no change" letter, which does not go into
any detail, has been submtted by appellants.. 1In zn¥y
event the fact that appellants' 1980 tax return was
accepted by the IRS does not relieve them of their burden
to establish the propriety of their state return,

For the foregoing reasons respondents' action
in this matter is sustained in all respects.
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O R DER

Pursuant to the views expressed in the opinion

of the board on file in this proceeding, and good cause
appearing therefor,

| T I 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 Jerome W and Rita Ann Wayno agai nst proposed
assessments of additional personal. income tax in the
amounts of $499 and $710 for the years 1980 and 1s21,
respectively, be and the sane is hereby sustained.

Done at Sacranmento, Caiifornia, this 3rdday
of Decenber r 1986, by the State Board of Equalization,

with Board Menbers M. iwevins, M. Collis, M. Bennett,
M. Dronenburg and M. Harvey present.

Ri chard Nevins , Chai rman
Conway H. Collis , Member
william M Bennett , Member
Ernest J. Dronenburg, Jr. , Menber
Val ter Harvey* . Menber

*For Kenneth Cory, per Government Code section 7.9
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