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This appeal is made pursuant to section 18594 of :"':'.,i.

I .the Revenue and Taxation Code from the action of the Franchise .:.I :+'
I‘., Tax Board on the protest of Charles H, and Virginia B. Ray :-

against a proposed assessment of additional personal income '.PiS?
:! tax in the amount of $26,362,76 for the year 1957.  ~

,, ,‘.‘. , . ._, _..,..,’ .,:,
. The dispositive question raised by this appeal is 'iii.-:!::4.

i
‘. .:’ whether appellants 8 failure to file with their 1957 tax return ,-.:.I

I
'a~agreement to notify respondent of stock reacquisition pre- y,‘.;,’

'.cludes their treating the redemption of all their stock in a ‘,‘,:,

‘( corporation as a sale of stock wh%ch,resulted  in capital gain. I ‘,:,’
>

Pritor to 1957 appellant' Charles H, Ray was president ::(
,

and majority stockholder of Ray Industries, Inccp a Michigan
corporation, He and Mrs. Ray owned 72 percent of the stock

1
'of the corporation, The remaining shares were held by appel- ; .:I
lant's son9 their daughter, and two unrelated stockholders, :.

1; ,.After being advised ,by their attorneys' that the proceeds from .I:
a complete redemptfon'of their stock would qualify for capital

i gain treatment undea? both federal and California income tax law,)!
j/ Mr. Ray resigned as president and appellants arranged to sell .]

1; ; 'their stock on an j.nstallment bas;Es to Ray Industries, Inc. On :‘.;
‘, :’.,January 2, 1957s: entered Lnto separate.redemption  agreement&j. thereby transferr erests backto the
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Edward J, Fletcher, an experienced tax attorney ::“:‘.
with a Michigan law firm, prepared joint federal and California’ ‘5
income tax returns for appellants for the taxable year 1957,
reporting the redemption as a long term capital gain trans-

.::

action. Mr, Fletcher had completed his’ research of relevant
l’,,:$

federal and California tax. law prior to danuary 2, 1957, the ?’
date on which the redemption agreements were executed. He
prepared the agreement to notify the Internal Revenue Service “:of stock reacquisition, which is required by the 1955 regula- “,
tion ,under section 302(c)(2) of the Internal Revenue Code of
1954, and appellants filed it with their 1957 federal income

,I.‘,’
tax return. The corresponding regulation8 under the California ‘,
Revenue and Taxation Code were-not adopted until January. 7, 1958.,  .’ :
In preparing appellants 1 California tax return for 1957
Mr.. Fletcher relied on his 1956 research3  and inadvertently . .‘,
failed to file the similar agreement required under California ‘. .’
law.

Following the redemption of their stock on January 2, l
1957, appellants have had no interest in the corporation other
than as creditors under the installment sale agreements. That
redemption caused. appellants
in Ray Industries,

1 son to become majority stockholder ‘.
Inc.‘, holding 57 percent of the outstanding’ ,’

capital stock, and their daughterfs interest was ‘increased to ‘,
25 percent of the o$+&anding  capital stock, . >~

,’ ,;
Respondent audited appellant9 1957 tax return and :

issued a proposed deficiency assessment on October 11, 1962.
Upon learning of the additiona& assessment3 Mr. Fletcher ,
forwarded to appellants the missing agreements to notify
respondent of reacquisition of stock and those agreements
were filed with respondent on April 5, sg6s6 This appeal is ”
taken from respondentBs action affirming the asserted deficiency. ,,,

i
,The deficiency assessment is based on a determination“” :

by respondent that the gain realized by appellants on the sale .‘.,5
of their stock to the corporation constitutes dividends, and
should therefore receive ord-inary Income treatment. Respondent :.
olaims’that appellants8 failure to file the agreement to notify.‘,
It of stock reacquisition with their 1957 tax return precludes
treatment of the proceeds received from the distribution in ‘,
question as capital gain, .

~ ‘,.
:’

.

.,‘I’
Appellants contend that section 17327,  subdivision

.(b)(l)(C)
.’ . . . ”

of the Revenue and Taxation Code,,which requires the 1,’
filing of this agreement, is directory Zn nature, rather than " ”

mandatory, and that their full. compliance with other provisions ? :
of the law and their filing of an agreement when the omlss$on
came to their attention constitute s~bs~antial.compliavlce  with ” I””

t ~ ‘, the .terms  of the. California statute , .  whichris  suffioient in ‘: : ”
the case of a directory provision such ‘8s this onei’- ,,,It is 5 1; ,(

,‘... .‘_’,.. .I , : ,, ; , ‘. I ,.: :.,;c ‘\‘, ( .,:,
, :.

1. ‘,,: ,_, ,: ., .:. ,;, ‘I, ‘,.‘.I ,;::, :;: ’ :y) ,(, ‘, ,;.
,’

,. j ,, ” ,,
.:, *. ‘0 <!_“.  ‘. :- ,.‘,, . _;:;;  i I;;, :.,,” ,,., , ~I. .

.! I. : .<: ,..., t;;: ,. ; i ,,I,.
i ;:. 1.,: ,jl,..  : ,‘

,/.I “;...:‘, ‘j i ( Lc,,  “*;\;‘;<,;T’_.:‘,, ‘, 1~,_ ‘.‘! .’ _;’
, ,’ ., . “ . .I’.,1 .. ‘( ,:,, ‘;:;j!,  .,:;:y .‘:

.‘.
‘. ,I ‘: .

, ,‘(, ,’ ,,. ‘.;‘. ,,(. ,:: _>; ,/; $ d..I,, ,,.,,, ., .“‘<.‘,‘;“,’ ‘2; z. ~ .., ‘I ,, , .’ ‘,‘, ,‘I. “;: ,. ..: .:, ., ,+, _( ‘.‘ .; .“<‘,, .,(. ” .’,a‘. * ,:,-;,, ! :. ,.I. : ,. , .: , .,_ :;,,, ‘, .;* ,I,- >,. i : ..) ,:. ,,.‘,‘.: ,I..j : ‘..
, .._ ..a: .’ .*: ,,., ,I’ ( ;, ,,’ :’ I,. f

! I .” :“‘)’ ., .‘::, ;: .’ : ‘., .’ ,j:. ,, ‘I” ., .! ; : ‘; i:.. ., ’.,:. j.:- .,,,
‘,l’,.;. ,.,I !‘,I .I ‘,‘0. _’_: ., , *. r ” ‘, .-(:.!,., , “’ , ,. ., ).

:.,; ,.,, ‘. ..‘. :, , .:; ,: .,*r,  (, ; .,I. .
., :,, ‘, ,. II >. .: ,:. ,, c:,, ,/,, , , ! ,I * / .’, !.,. ;.. I” 5, ‘;i,.,~, .r ; ::: , L, ,a.,I‘, ’ I” :.:.>.‘,;’ . . . :(, ‘. .( ‘,., 1 ; 5 : ,..‘L ,

‘. , I, ; I ‘; :
‘;:I _2b,A”; : ,;./ T’.,.” .I.‘, , , ., ,’ ,: .,‘. . . ’,i , ._: .’ . ,..’

1. : I , . .
1 *;:,;,: . ,,j’: :;,.:‘;;.::;; :“;;,+; ,

, ‘. ,~‘L. ,., .,, ::...* ;“‘... ; ‘,.:’ .‘. _. ,; ‘:j ”
,, ,: ,; ,.. ;

,’ .” : ‘) ’ I.” ‘P.,, ,I .t, .( ., ,,((, ,,I !/.(  f
j’, !’,:r /’

,~ 1

., . .’ . . .:‘,,’ . .



their position that the omission was due to error3 mistake, : ‘, ?
I and inadvertence, and that they should not be prevented thereby :

’ from receiving the benefits of the capital gain treatment other- ‘,’

.

wise available %n such a transaction,- -
,.

‘.

Sections 17325 and 17326, subdivisioti  (c) of the ” ..,.

Revenue and Taxation Code allow a shareholder to treat gain
realized in a redemption situation as capital gain rather than ;
ordinary incomes if the redemption is in complete redemption ,’
of all stock of the corporation owned by the taxpayer-shareholder.
In determining whether or not a stockholderes complete stock .: :
interest has been redeemed> section 17327 of the Revenue and
Taxation Code specifically makes the rules of constructive ,I’
ownership of stock applicable in the s%ock redemption Situation.’ l”:
Under those rules, an individual will be considered to own the :.“’
stock owned by his children,
(a)(l)(B).) Since appellants

(Rev,  8c ‘Tax, Code, $ 17384, subd, ,’ ‘,
* son and daughter continued to

hold stock.in the cqrporation after January 2, 1957, their stock ,’ ‘,
ownership is thereby attributed to apjjellants,

benefits
forth in
Taxation
the case
interest

Appellants are thus precluded from receiving the
of capital

7
ain treatment unless the exception set

subsection b)(l) of section 17327, OF the Revenue and
Code is applicable, That exception provides that in
of a redemption of a shareholderQ complete stock
in a’ ,corporation,  _ the constructive ownership of stock

rules will not apply &f:: (A) immediately after the distribution
the distributee has no interest in the corporation, other than
as a creditor, (B) the distributee does not acquire such interest
within ten years from the date of distribution, and (C) the
distributee files an agreement> pursuant to regulations adopted
by the Franchise Tax Board) to notify it of any such‘reacquisi-

:

tion and to keep necessary records0
Respondent 8s regulation 17325217328(d),  title 18, “,

‘of the California Administrative Code, provides.that the agree-
ment specified in subdivision (b)(l)(C) of section 17327 shall ,‘,.

be in the form of a separate statement attached to the.
distributeels  return timely filed for the yeas? in which the “‘,
distribution occurs0 It shall recite, according to the regu- .I
lation, that the distributee has not reacquired any interest ..’
in the corporation, and that if he does acquire such an interest
within ten years he will not$fy respondent within thirty days of .:l

+uch reacquisition,
These provisions are almost identi&l with the federal :

.sections  found in the Internal Revenue Code of 3.954 (6 3@?(c)(2))
and the corresponding regulations, (TreasB R e g .  6 1.30%4,)..We_
conclude, on the basis of recent, dec%sions by, federal courts
interpreting those counterpart sections0 that appellants must be
sustained 3.n the%rresistance  tc res@ndentcs proposed,additionab
assessment;a.:’ _.I ., : : ’ ,

.,,,a’* ,‘,
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Appeal of Charles Virginia 38, Ray

aff ‘d, 321
vb United States, 206 F, Supp, 42,
taxpayeres entire stoek interest in a

corporation was tiedeemed in i$6, but the stock whJlcfa her husband
continued to hold jin that company was attributed to her under the.
constructive ownersh%p  provisions e When she f%Xed her 1956 ‘j*
retUrna the taxpayer reported the transaction, but inadvertent&y ”
failed to attach the agreement to notify the fnternal Revenue .‘,
Service of rea@qufsftion  of stock in the company, She filed
that agreement in 1958, after her 1956 return had been audited,
but before any addit%;fonal assessment hgd been proposed, The
DSstztct Court held that the taxpayer had substantially complied
with the sections and that the pro~eds from the sales should be
treated as CapftaX gains rather than ordinary dividend income, ’
The court reasoned that the statutory provision requiring the
agreement to be filed was directory in nature rather than manda-.
tory, and that substant?lal. compliance with its terms was therefore
suff ic ient , The Unfted States CircuLt Cour4 of Appeals affirmed
this decision, vlewfng  the case a8 a m&stake si tuation which ,‘,
required the exerelse of d9scretion  by the commissioner, a .’,‘:.

Under similar fact8 the United States Tax Court
recently foflowQd the dec$sion and agreed with the ”
taxpayer that where 3. hat her failure to file the
agreement was through nadvestence$ that. she forthwith ,“’
filed it upon learn&g of the defect, that in the interim she ”
acquired no interest in the corporat&on,  and that she had
maintained approprfate,recards  relat9ng to the transaction,
she had substantialfy and sufficiently complied with the terms
of this dir@cttory provY.sQ~~, ( 41 T,C, 214.)

Even more recently, a District Court in New York
rendered a summary judgment for the taxpayer, holding that he
was entitled to capital gain treatment of the gain realized on
the redemption of his entire stock interest in a corporation,
even though through mistake or $n&dvertence  he had filed no
not&f&cation  agreement with his tax return for the year In which
the redemption took plaoe, (gear~c; V, Un1te.d States, 226 F. Suppi.
7 0 2 . )  ‘The o0uueC  there s t a t e d - t h e  33Xi5rnal Rev&W Servi’cels  ;
refueal.ta awsp$ $a@3 fili8y?S urder  Lsuch  ‘oiroumstances c o n s t i t u t e d
an abuse of d9sez-etion,

Respondent relies on the case of Archbold v, United s
S t a t e s ,  2031 F, Supp, 329, aff*d per curiam, 3I.J. F,2d 22m
-the District Court held that the commLss&oner was justified
In refusing to accept the taxpayeras offer to f%l.e the agreement
.after the fXXng date of the return for the taxable year in w h i c h
the distr&bution took place, he proceeds of the
redemption as ~~~~a~ &K%NI~. be distinguished
on ‘its faots from the 0m bef Archbold
there was no ts de no effort
to colI@ly ,.titka ad she failed
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Appeal of Charles H, and Virgin3.a B, Ray

to file the requisete agreement, but she also had not reported ‘b;“’ 1):’
any .gain on the transaction in her tax, return for the year in .., f:‘.l:‘,
which it occurred0 3% contrast, this appeal FaELs withfn the ‘. -:,
same category of cases as Van Ice pel
each,  the  taxpayer*8 FaXLure o f i le a”??%&& n-at&on

Gary and Pearce. In .‘Y ‘:
: :. ;. it

agreement was due to inadvertence or m&stake for which, it
was deteranined, the taxpayer should not be penalized,

‘.‘s :.4,. ’
‘..‘.a “,, .‘I

We hold that the facts of this case ~$astU?y a finding ;:“:‘:’
that appellants substantially complied with section 37327, sub- :j,.
division (b)(l)(C) of the Revenue and Taxatleon Code and the 1
r e l a t e d  reguLat%on  (CaUfT, Admin, Code ,  t i t ,  18 ,  reg, &7325- a I . ‘.‘I,
17328(d)), and that.suoh.complianaxlse  was s ficient B I : .,

,,1’. ,’_ : I
,. .,’

.

. ORDER .

--M-Y

.:, :’

Pursuant to the views expressed in the opjlnj.on of *
the board on file in this proceeding, and good cause appearing v’
theref or0 ,’

XT IS HBGX3Y bRIIERRD, ADJUDGED AND DECREED, pukuant ‘I 6’)
to ,section  18595 ofi the Revenue and Taxation Code, that the ’ ~
action of the Pranchtlse  Tax Board on the protest of’ Charles H, I”
and Virginla~I3,  Ray against a proposed assessment of additional ‘I
personal income t in the amount of $26,362&76
i957r, be. and the same is, hereby reversed’k- -

for the year ‘,: ,(,,,.

this 17th day ,"*" '*
E q u a l i z a t i o n .  .

Chairman ”

Member ,: )T,,;.’
,‘;

Member, s. : ,’
‘.

Member _(’ “.‘.


