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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CaLl FORNI A

In the Matter of the Appeal g
of ;
FERN A, YARBROUGH and zoL4 R YARBROUGH )

Appear ances:

For Appel | ant: Ral ei gh P, Nelson, Certified Public
Account ant

For Respondent: John S, Warren, Associate Tax Counsel

OPLNLON

- e pume e — -

This appeal js made pursuant to Section 18593 of the
Revenue and Taxation Code from the action of the Franchise
Tax Board on the protests of Fern A. Yarbrough and his wife,
Zola R Yarbrough, to proposed assessnents of additional
personal income taxes as follows:

' Fern A Yarbrough 1944 $4,891.86
Fern A Yarbrough 1945 4,910,82
Zola R Yarhbrough 1944 4,891,86
Zola R Yarbrough 1945 4,910,82

~ The only question presented by this appeal is whether a
famly partnership conposed of Appellant, Fern A Yarbrough,
his adult son, and his father-in-l1aw shoul d be recognized in
the computation of State income taxes. The Respondent bases
its proposed assessnents upon the theor¥ that the partnership
was not bona fide but was used solely Tor tax-'savirlz_g pur poses
and that earnings of the partnership in excess of Federal and
State income taxes and reasonable corgjensatlon to Appellant's
son and father-in-law actually accrued to Appellant. The Ap-
pel lant contends the partnership was a bona fide partnershi
and should be recognized for tax purposes.

The Appellant, as a sole Proprlet or, began the manufacture
and sale of mcrophones and related products™in 1929 under the
name of Anerican M crophone Conpany. On January 1. 1?32 t he
busi ness was incorporated wth Appellant taki ngf/ 160 of the

aut hori zed 175 $100,00 par value shares. The remaining 15
shares were 1ssued to Peter S. Gamer, Appellant's father-in-
law, for a cash consideration of $1,500.00, M. Ganer served
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as president of the corporation but, bein erTPI oyed on a full
tine basis b}/ anot her concern, he rendered only part tine
services to the corporation, Hs salary for these services
was $6,000,00 per annum during 1942 and 1943. Appellant

served as vice-president and ‘general manager, devoting full
time to the business, M. F, Yar brough, the son of Appel -
lant, also worked full time for the business after his
graduation from high school in 1933, H's salary was $.3,710,00
I'n 1942 and $17,025.48 in 1943.

On Decenber 14, 1943, the Appellant sold a portion of his
160 shares in the corporation to his son and father-in-|aw.
The son purchased 58 shares for_a cash paynent of $1,000,00
and a note for §$16,418,86, Mr, G anmer purchased 43 shares, to
add to the 15 he already owned, for a cash pagmant of $1, 000.
and a note for $14,918.86, Then on December 31, 1943, the
corporation was liquidated and a partn_ershlp conposed of the
three shareholders, was forned to continue the business.

The partnership agreement provided that the three
partners were to share equally in the profits of the enter-
prise and were to have equal Tights in the managenent and
conduct of the partnership business. In the acfual opera-
tions Appellant continyed to act as general manager of the
busi ness; his son was in charge of purchasing and acted as
general manager when Appellant was not present; his father-
I'n-]aw continued to render part time services consisting of
weekend guarding of the plant and the supervision of weekend
operations_ if any haEpened to be in progress. Al three
partners signed checks and contracts and they consulted with
each other Tegarding partnership affairs.

The earni ngs of the partnership for the years 1944 and
1945, the period of its existence, amounted t0 $493,042.22.
From these earnings the son drew, as salary, $16,792.16 in
1944 and $15,467.72 in 1945, The father-in-law drew .
$6,000,00 each year as salary, Both also drew sufficient
suns to pay their federal and state taxes, for 1944 and 1945,
on a third of the partnership _earnings. 1In addition to the
above sums M. Ganmer drew $.1,178.35 b check dated Decenber
13, 1945, and M. F, G Yarbrough drew 336,267.21 by check

on the same date, These checks were endorsed by the payees
and deposited in the Appellants' account on Decenber 14, 1945,
The only other withdrawals by the son and father-in-law were
of $6,500.00 and $3,000.00, res ectlvelyr upon |iquidation
whi ch occurred on December 31, 1945. The reasons given by
ApPeIIant for the dissolution were that the prospects of
uture profits were not good and a divorce action had been
commenced by the wife of "M. P, G VYarbrough. Appellant
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continued doing business under the same name as a sole

proprietor. His son continued to work for him but Mr.
Gramer apparently retired and has since died.

The specific issue which we must decide is whether the
above facts evidence a bona fide partnership for the years
1944 and 1945,

The leading cases in this area, cited by both parties in
support_of their contentions, are Commissioner_v. Culbertson,
337 U.S. 733, 93 L. Ed, 1659 (19497 Commissioner v. Towsr,
327 U.Ss, 280, 90 L. Ed, 670 (1946); and Lusthaus v,Commis-
sioner, 327 U.S. 293, 90 L. Ed, 679 (1946). 1In the Culbertson
decision, the latest of the three, the Court clarified the
rules applicable to family partnerships and ccrrected what it
felt were erroneous interpretations of the Tower and Lusthaus
cases by the lower courts,, The test it enunciated in that
case is the one which is to be used in determining whether the
facts set forth above evidence a bona fide partnership, That
test is, Culbertson, supra, at p. 742: “whether, considering
all the facts -the agreement, the conduct of the parties in
execution of its provisions, their statements, the ‘testimony
of disinterested persons, the relationship of the parties,
their respesctive abilities and capital contributions, the
actual control of income and the purposes for which it is
used, and any other facts threowing |ight on their true intent -
the parties in good faith and acting with a business purpose
intended_to join together in the present conduct of the
enterprise. "

This test) of true intent, is, of course, primarily one
of fact which explains how both parties can rely on the  same
authorities and yet reach contrary conclusions. Since this
IS a question of fact we must make cur decision in the light
of the facts presented by this appeal pertaining to the agree-
ment of the Appellant, his son, and father-in-law and their
conduct in the execution of its provisions. The Annellant
argues that because there was a fcrmal agreement, because
there was a contribution of capitzi, because the other
participants also contributed vital ‘services in an ex-
ecutive capacity and because they had equal rights_to
control and manage the business,” this was a bona fide
partnership and must be recognized as such by this Board.

Even though Appellant3 statement of each of these
facts, on which he rests his case, be accepted, the facts
themselves point to an absence of a bora fide intent upon
the part of the rr\;artlmp{;\nts to join together as partners in
the conduct of this business. Because of the obvious
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possibilities of tax avoidance which a famly partnership
affords, it nust be closely but fairly scrutinized. Bruce W.
Hul bert, ‘ﬂs%,OO’] P-H Menmo " TC (1953), aff'd, in 227 F,”2d 399
7th Cir,, 1955). W have given this famly partnership a
air_and objective but closé examnation and having done so
we find lacking the necessary intent to create a true partner-
ship. W so find for two reasons,

First, because the notivating force behind the formation
of the partnership appears to us to be soleir that of tax
saving, At a hearing before the Franchise Tax Board when asked
the Purpose_for sellTng the stock in the corporation to the son
and father-in-law, the Appellant answered, "Help and taxes?

I nasmuch as the sale of the stock was the initial step in the
series resulting in the formation of the partnership, it would
aﬁpear that the purpose which inpelled the Appellant to take
this step is the notivating factor in the entire transaction.
Moreover, it is apparent that the real object was tax-saving
while the other reason was asserted wthout any factual sub-
stantiation.  Although Appellant argues that by this nethod
he secured the executive service of the other participants,
the facts show that these abilities were available to him and
used in the business prior to Decemoer Of 1943 and, except
for M. Cramer, who guarded the plant on weekends, were avail-
abl e after the partnership was disscived. Furthernore, the
record shows that the arrangement wss changed as soon as the
tax benefits ceased. It is significant that this. arrangenent
was utilized only during the period cf large profits on war
contracts, . After these contracts were termnated the partner-
ship was |iquidated and Aﬁpellant ‘again operated as a sole
proprietor, = As Judge Yankwich said in another faml
part nership case,_Schlobohm v.ilS&, J0R.E  Supp. 593, 595
D.C. s.pn, Cal., 1952] "in the ¢iFcumstances J,he..nartnership
was a device initiated to achisve a single result, a reduction
of taxation, and was given the coup de grage the noment it
became apparent that that resuit couid not be achieved. So
the situation is of the type taat has been repeatedly denied
judicial sanction.,” W find that this _part,ner,shlP Was
organi zed solelv t0 Ssave taxes, And While it is true that
men nmay s> arrange their affairs as <o incur the | east poss-
I bl e tax liability, Still in the famizy partnership area
motive has been made a test of tax |iability when the re-
duction of taxes is the sole notive, See Dyer v. Commis-
sioner, 211 r, 2d 500 (2nd Cir., 1954).

_ The second reason for our finding that a bona fide
intent to join together as partners is lacking IS that the
artnership did n0t effect any change I N the €CONOM C oOf
Inancial status of the participants, In the Cul bertson
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case, supra, the Court said, at p, 745, "In the Tower and
Lust haus Cases this Court .., found that the purported gift
whether or not technically conplete, had nade no substantia
change in the economc relatjon of menbers of the famly to
the Tncome..,, W characterized the results of the trans-
action entered into between husband and wife as ta mere
aper reallocation of income anong the fam |y menbers' noting
hat 'The actualities of their relation to the income did
not change,’ 327 U.S. at 292. This, we thought, provided
anPIe grounds for the flndlnﬂ_that no true partnership was
Intended..," The facts of this case also disclose that the
actualities of the relation of the participants to the in-
come did not change. The withdrawals of the son and father-
in-law (| eaving the checks of Decenber 13, 1945, aside for
the noment) were only of anmounts sufficient to give them a
net annual  increase 1n personal wealth equivalent to the
suns received annually prior to the formation of the
partnership.  Appellant apparently concedes this would be
so but for the payments of Decenber 13, 1945, which he
al | eges show they ‘received the share of income the¥ wer e
entifled to under the agreenent, He asserts that the fact
that he deposited these checks in his own account the next
day is not Eertlnent to the issue presented on this a ﬁea
as the checks then represented |oans to Appellant by gée
others which were to be repaid at some future date.
unable to accept this contention inasnuch as no evidence
of the indebtedness was shown and it was brpu?ht out at the
hearing that M. Craner's estate had not |isted this "loan"
as an asset of the estate. In the light of these facts we
can find only that the result of the transactions involved
here was to effect a mere paper reallocation of incone
w thout effecting an¥ real change in the economc or
financial status of the participants and this finding is,
in the words of the Suprene Court quoted above, "ample
gr?ungsdfpr the finding that no true partnership was
I nt ended.

are

It is our conclusion that Appellants have failed to
show the existence of a bona fide partnership and the

action of the Franchise Tax Board must, therefore, be
sust ai ned.
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Pursuant to the views expressed'in the opinion of the
tB%ard 1pn file in this proceeding, and good cause appearing
erefor,

| 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 protests of Fern A
Yar brough and Zzola R Yarbrough to proposed assessnents of
addi tional personal incone taxes in the amounts of §4,891.86
and %4,910-82 agai nst Fern A Yarbrough for the vears 1944
and 1945, respectively, and in the anounts of $,891.86 and
%b,910.82 agai nst Zola'R. Yarbrough for the years 1944 and
945, respectively, be and the sane is hereby sustained,

Done at Los Angeles, California, this 23rd day of
Cctober, 1956, by the State Board of Equalization,

Paul R, Leake , Chai rman

Robert E. McDavid , Menmber

J. H, Quinn , Menber

Ceorge R Reilly , Menber

Robert ¢. Kirkwood , Member
ATTEST: Dixwel| L, Pierce , Secretary
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