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OPINION  

This appeal is made pursuant to section 18593 
of the Revenue and Taxation Code from the action of the 
Franchise Tax Board on the protest of Vincent O. and 
Jovita L. Reyes against a proposed assessment of addi-
tional personal income tax in the amount of $3,785.00 
for the year 1976.
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On their joint California personal income tax 
return for 1976, appellants reported income from inter-
est and other nonfarm sources in the amount of $71,252 
and losses from farming activities of $81,117, thereby 
resulting in negative adjusted gross income of $9,865.

During the year in issue, appellants' farm 
property was encumbered by mortgages on which they paid 
$47,711 in interest in 1976; the borrowed funds were 
used, in minor part, to pay the purchase price of the 
farm property and, in major part, to finance the opera-
tion of appellants' farming business. Appellants also 
paid $4,644 in property tax on their farm property and 
$440 in social security tax for laborers hired to work 
on the farm.

1 Hereinafter, all references are to the Revenue and 
Taxation Code unless otherwise indicated.

2 AB 93 (Stats. 1979, Ch. 1168), operative for taxable 
years beginning on or after January 1, 1979, rewrote 
subdivision (i) of section 17063 as subdivision (h) and 
increased the excluded amounts thereunder.
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Upon examination of their return, respondent 
concluded that appellants had erroneously computed their 
item of net farm loss tax preference. Specifically, 
respondent determined that appellants erred in elimi-
nating from that computation the deductions resulting 
from the aforementioned payments of interest and taxes. 
The subject notice of proposed assessment was subse-
quently issued reflecting respondent's determination 
of the resultant increase in appellants' tax liability. 
Appellants protested respondent's action, arguing that 
the deductions resulting from the payment of the subject 
interest and taxes did not constitute deductions 
"directly connected with the carrying on of the trade 
or business of farming" and, therefore, should not be 
included in the computation of their item of net farm 
loss tax preference.

Revenue and Taxation Code section 17063,1 
subdivision (i), as it existed for the year in issue,2 
included as an item of tax preference "[t]he amount of 
net farm loss in excess of fifteen thousand dollars 
($15,000) which is deducted from nonfarm income." The 
term "farm net loss" is defined by section 17064.7 as: 
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. . . the amount by which the deductions 
allowed by this part which are directly 
connected with the carrying on of the trade 
or business of farming, exceed the gross 
income derived from such trade or business.
(Emphasis added.)

3 In pertinent part, this regulation provides as follows:

In the absence of regulations of the 
Franchise Tax Board and unless otherwise 
specifically provided, in cases where the 
Personal Income Tax Law conforms to the 
Internal Revenue Code, regulations under the 
Internal Revenue Code shall, insofar as possi-
ble, govern the interpretation of conforming 
state statutes .... 
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In essence, appellants maintain that the 
emphasized portion of section 17064.7 is sufficiently 
restrictive so as to eliminate the pertinent deductions 
for interest and taxes from the computation of their 
item of net farm loss tax preference. Those deductions, 
they assert, were not "directly connected" with the 
carrying on of the trade or business of farming. The 
resolution of appellants' argument is the sole issue 
presented by this appeal.

Former section 17063, subdivision (i), was 
intended as a replacement for former section 18220. 
While it changed the method of deterring tax motivated 
farm loss operations, the focus of the new section, 
i.e., "farm net loss," remained the same as that of the 
section it replaced. Except for certain provisions not 
in issue here, section 17064.7 defines "farm net loss" 
in a manner identical to that of former section 18220, 
subdivision (e). Pursuant to respondent's regulation 
19253, 3 regulations 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 former section 18220, subdi-
vision (e). Given the successor relationship between 
section 17064.7 and former section 18220, subdivision 
(e), the Treasury regulations promulgated pursuant to 
section 1251 of the Internal Revenue Code are applicable 
for purposes of interpreting the term "farm net loss" as 
it appears in section 17064.7. 
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Treasury Regulation § 1.1251-3(b)(1) defines 
"farm net loss" as follows:

... The term "farm net loss" means the 
amount by which -

(i) 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 on of the trade or business 
of farming, exceed

(ii) The gross income derived from such 
trade or business. (Emphasis added.)
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An item which is otherwise deductible by a 
taxpayer may be deducted from gross income to arrive at 
adjusted gross income if it is attributable to a trade 
or business carried on by him other than as an employee. 
(Int. Rev. Code of 1954, § 62(1).) For the item to be 
deductible in arriving at adjusted gross income, the 
connection with the trade or business must be a direct 
one. If the expense is not incurred in the carrying on 
or running of the business, the connection is usually 
considered too remote. (Compare. J. T._Dorminev, 26 T.C. 
940 (1956) with Ebb James Ford, Jr., 29 T.C. 495 (1957).)

Appellants readily acknowledge that they are 
engaged in the trade or business of farming. As noted 
above, however, they maintain that the subject deduc-
tions for interest and taxes resulted from expenses 
which were too attenuated from that business to be con-
sidered "directly connected with the trade or business 
of farming." After careful consideration of appellants' 
position and for the specific reasons set forth below, 
however, we conclude that appellants' argument is unten-
able and that respondent properly concluded that the 
aforementioned deductions of interest and taxes were to 
be included in the computation of appellants' item of 
net farm loss tax preference.

As previously noted, section 62(1) of the 
Internal Revenue Code of 1954 (the equivalent of Revenue 
and Taxation Code section 17072, subdivision (a)) pro-
vides that an expense attributable to a taxpayer's trade 
or business may be deducted by the taxpayer to arrive at 
adjusted gross income only if the connection between the 
expense and the trade or business is direct. We believe 
that appellants' indebtedness, from which the relevant 
interest deduction resulted, had such a direct casual 
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relationship with their farming activities. Their use 
of the loan proceeds to pay for the land on which those 
activities were conducted and to finance the farm's 
maintenance and operation established that relationship. 
(See F. R. Ingram; ¶ 61,277 P-H Memo. T.C. (1961); 
United States v. Wharton, 207 F.2d 526 (5th Cir.
1953).) Similarly, the expense incurred for the afore-
mentioned taxes paid in 1976 also was directly connected 
with appellants' farm business; the payment of those 
taxes was directly attributable to the operation and 
maintenance of appellants' business. (United States v. 
Wharton, supra; Journal Box Servicing Corp. v. U.S., 9 
Am. Fed. Tax R.2d 398 (1962); see also Rev. Rul. 67-337, 
1967-2 Cum. Bull. 92.)
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The legislative history behind the enactment 
of section 62(1) of the Internal Revenue Code of 1954 
supports our conclusion that the subject payments of 
interest and taxes were directly related to appellants' 
farming business. Section 62(1) is, insofar as perti-
nent here, the substantive successor of section 22(n)(1) 
of the Internal Revenue Code of 1939. Former section 
22(n)(1) was added by section 8(a) of the Individual 
Income Tax Act of 1944. The legislative history of 
former section 22(n)(1) reveals that Congress intended 
that interest and tax payments of the type in issue here 
would be deductible from a taxpayer's gross income to 
arrive at adjusted gross income if those expenses were 
incurred in the taxpayer's trade or business; in such a 
case, Congress observed, the interest and tax payments 
would be directly connected with the trade or business 
carried on by the taxpayer. The House of Representa-
tives Report states, in pertinent part:

... taxes and interest are deductible in 
arriving at adjusted gross income only as they 
constitute expenditures attributable to a 
trade or business or to property from which 
rents or royalties are derived. The connec-
tion contemplated in this statute is a direct 
one rather than a remote one. For example, 
property taxes paid or incurred on real prop-
erty used in the trade or business would be 
deductible, ... (H.R. Rep. No. 1365, 78th
Cong., 2d Sess. (1944), [1944 Cum. Bull. 821, 
8391.) A similar statement is found in S. Rep. 
No. 885, 78th Cong., 2d Sess. (1944), [1944 
Cum. Bull. 858, 8781.)
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The above quoted material plainly reveals that 
interest payments on loan proceeds used in a taxpayer's 
trade or business, as well as taxes paid in connection 
with the operation or maintenance of that business, are 
deductible from the taxpayer's gross income to arrive at 
adjusted gross income since they are expenses directly 
connected to the trade or business being carried on by 
the taxpayer. Accordingly, we must conclude that 
respondent properly determined that the subject deduc-
tions for interest and taxes were to be included in the 
calculation of appellants' item of net farm loss tax 
preference income.
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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,

IT IS 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 Vincent O. and Jovita L. Reyes against a 
proposed assessment of additional personal income tax 
in the amount of $3,785.00 for the year 1976, be and 
the same is hereby sustained.

Done at Sacramento, California, this 16th day 
of November, 1981, by the State Board of Equalization, 
with Board Members Mr. Dronenburg, Mr. Reilly, Mr. Bennett 
and Mr. Nevins present.

Ernest J. Dronenburg, Jr., Chairman 

George R. Reilly, Member 

William M. Bennett, Member 

Richard Nevins, Member 

, Member 
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