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OPINION

These appeals are made pursuant to section
18593 of the Revenue and Taxation Code from the action
of the Franchise Tax Board on the protests of William R.
Horn and May R. Horn against proposed assessments of
additional personal income tax as follows:

Year Proposed Assessment
1970 (William R. Horn) $1,358.20
1971 (William  R. Horn) 3,116.18
1972 (William R. and May R. Horn) 140.68
1974 (William R. and May R. Horn) 1,035.94
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Appeal of WIlliam R and May R Horn

Wlliam R and May R Horn have separately
filed appeals in this case. However, May R Horn is
involved in this action solely because she filed joint
returns with her then' husband, WIlliam R Horn, for 1972
and 1974. For conveni ence, "appellant” will hereinafter
refer to WIlliam R Horn.

The question presented is whether periodic
wi t hdrawal s by apFeIIant fromhis 90 percent owned
corporation were |oans rather than taxable dividends.

Appel lant is the owner of 90 percent of the
outstandi ng stock of Caltex Engineering Conpany
(Caltex), a California corporation. He also is the
president of Caltex. During taxable years 1970 through
1974, appel | ant made regul ar and periodic w thdrawals
fromCaltex. Single wthdrawal s I nvolved amounts from
$195.84 to $25,200.00, with the majority of the
wi t hdrawal s bei ng between $750.00 and $1,000.00.

Appel lant withdrew these anmounts several times each
ear, and on sone occasions, several times each nonth,
fhlelbreakdovm of the withdrawals, by years, is as
ol | ows:

Taxabl e Year Amounts W t hdr awn
1970 $13,587.37
1971 37,252.26
1972 5,985.16
1973 33,600.00
1974 14,389.39

The record shows that Caltex's Board of
Directors did not authorize any |oans to appellant and
t hat appel |l ant executed no notes when the w thdrawal s
were made. Furthernmore, no provision was ever made for
a repaynent due date or reﬁaynent schedul e as to any of
the withdrawals. During the years in issue appellant
did not repay any portion of the withdrawals. Hence,
t he bal ance of the w thdrawal account increased steadily
over the period under review.

It is also apparent that no collatoral for the
wi t hdrawal s was ever required or posted, and that Caltex
paid no dividends during any of the years on appeal even
though it had significant earnings and profits as'is
di scl osed by the foll ow ng schedul e:
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Appeal of WIlliam R and May R. Horn

I ncome Year Ended Earnings and Profits
6/30/70 $11,071.00
6/30/71 55,190.00
6/30/72 51,128.00
6/30/73 53,536.00
6/30/74 65,716.00
6/30/75 99,612.00

The anounts w thdrawn were, however, carried
on Caltex's books under an account entitled "Notes
Receivable, W R Horn." Appellant has submtted copies
of corporate records indicating that interest on that
account was accrued at the rate of seven and one-half
percent per annum He states that Caltex reported the
Interest on its tax returns and that the w thdrawals
were recorded as |oans on financial statements used by
the corporation for the purpose of obtaining credit.
Furthernmore, the records submtted show that on Decenber
30, 1970, and Septenber 30, 1971, appellant nade pay-
ments of $435.32 and $1,272.68, respectively, for
“accrued interest." These sane records also show that
i n Decenber 1970, appellant withdrew from the corpora-
tion a total of $3,000.00 ($500 of which he w thdrew on
Decenber 30, 1970); and in Septenber 1971, he w thdrew
a total of $2,000.00.

The evidence al so discloses that at sone tine
during the first-half of 1974, Caltex enployed a certi-
fied public accounting firmto be its internal auditor
"On June 30, 1974, appellant executed a prom ssory demand
note for $92,288.36, at 7.5 percent interest per annum
(Up to that tine appellant had withdrawn $96,288.00.)
Al'so on June 30, 1974, appellant paid $15,369 to Caltex
for the "interest" accrued on the wthdrawal account.
Thi s pa%nent was acconplished by Caltex issuing appel-
| ant a bonus and then applying this bonus against the
accrued interest. The bonus was paid on the sanme day
the "interest" paynment was nade and it nmatched the
"anmpunt of accrued interest exactly. No noney changed
hands in the transaction

On August 31, 1974, Caltex transferred appel-
lant's note to Geronino Service Conpany (Geroninmp) In
exchange for prom ses and notes wth a conbi ned face
val ue of $96, 288, $4,000 nore than the face val ue of
appellant's note. In exchange for the note, Geronino

1) cancelled a $40,000 note payable by Caltex to
ronino; (2) became the promsor of a new $38,788 note
payable to Caltex; and (3) becane the promisor (in'place
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of Caltex) of a $17, 500 note payable to Gateway Service
Conmpany (Gateway). Gateway is a California corporation
of which appellant owned 95 percent of the stock,. and
CGeronino is owned and operated by appellant's brother.

On Septenber 23, 1975, appellant assigned to
Geronino all his interest in two prom ssory notes pay-
able to appellant by Key-I11 Industries (Key-II), in the
amounts of $15,000 and $25,000. This assignment was
made in partial paynent of the anount due on appellant?
$92,288.36 Caltex note.

| nformation avail able indicates that appellant
owned 40 percent of Key-Il at the tinme those notes were
executed and that the Key-Il notes, on their face, were
payable within 30 and 60 days, respectively, from March
28, 1973, the date they were executed. However, there
IS no evidence that either appellant or Geronimo ever
sought to collect the anpbunts due on the Key--11 notes.
Furthernore, appellant assigned the Key-Il notes to
Geronino at approximately the sanme time as respondent
initiated the audit of appellant's records.

On Decenber 31, 1975, the Key-1l notes were
partially paid by the transfer of 447,767 shares of
Key-11 stock to Geroninmb. No evidence has been provided
to show the fair market value of the Key-Il stock trans-
ferred. Also on Decenber 31, 1975, appellant paid
. $35,000 to Geroni no by check.

On the basis of the foregoing, respondent
determ ned that the withdrawals in question constituted
t axabl e dividends. Respondent issued notices of
proposed assessnent increasing appellant's incone
accordingly, Appellant protested, taking the position
that the withdrawal s represented |oans. After due
consi deration of appellant's protest, respondent
affirmed its proposed assessments, resulting in this
appeal.

The question of whether appellant's share-
hol der withdrawals are to be characterized as dividends
or |l oans depends on all the facts and circunstances
surroundi ng the transactions between himand the cor-
poration. (Harry E. Wese, 35 B.T.A. 701, affd., 93
F.2d 921 (8th Gr. 1938), cert. den. 304 U S. 562 [82
L. Ed 15291 (1938), reh. den. 304 U S. 589 {82 L. Ed.
1549] (1938); Elliot J. Roschuni, 39 ¢.,c. 1193 (1958),

affd., 271 F.2d4 267 (5th Gr. 1959), cert. den.,
362 U.S. 988 [4 L.Ed.2d 10211 (1960); Carl L. Wiite,

- 219 -



Appeal of Wlliam R and May R Horn

17 T.C. 1562 (1952); C. F. Wllianms ¢ 78,306 P-H

Meno. T.C. (1978); Appeal of Al bert R. and_Belle.
Bercovich., Cal. St. Bd. of Equal., March 25, 1968.)
Specifically, the question is whether at the tinme of
each withdrawal there existed an intent by the share-
hol der to repay the | oan and by the corporation to
enforce the obligation. (Conm ssioner v. Mkransky,
321 F.2d 598 (3rd Gr. 1963); Clark v. Commissioner, 266
F.2d 698 (9th Cir. 1959); Jack Haber, 52 T.C 255
(1969), affd., 422 r.2d 1985th Cr. 1970).

Furthermore, special scrutiny of the situation is
invited where the withdrawer is in substantial control
of the corporation (Jack Haber, supra; Wlliam C. _Baird.
25 T.C. 387 (1955?; W. I. _W[lson, 10 T.C. 251 (1948),
affd. sub nom WIson Bros & Co. v. Commissioner, 170
F.2d 423 (9th Gr. 1948); Ben R Meyer, 45 B. T. A 228
(1941)), and w thdrawal s under such Circunstances are
deenmed to be dividend distributions unless the

control ling stockhol der can affirmatively establish
their character as loans. (W_T. Wlson, supra.)

Appellant's position that the withdrawals in
question were loans, and in support thereof he points to
his payments of interest, his financial ability to repay
the withdrawals, the adherence to certain corporate for-
malities, and the payments to Geroninmp. For the reasons
di scussed below, we believe he attaches nore weight to
these criteria than they deserve.

The interest paynents are said to be indica-
tive of the fact that appellant and the corporation
viewed the withdrawal s as loans. W disagree. It is
clear that the payments were of little or no consequence
when it is observed that the first two of themwere
conpletely offset by withdrawal s nade at or about the
sane tinme the paynents were nmade, and the third paynment
was paid by means of a bonus, a method critcized and
accorded little weight in Ralph E. Cruser, ¢4 61,060 P-H
Meno. T.C. (1961). Mreover, even the significance of
bona fide interest paynments is nullified where, as here,
w t hdrawal s exceeded paynents in each of the years at
I ssue. (Ben R Meyer, supra.)

APpeIIant also raises the fact that he always
had the ability to repay and argues that this evidences
the withdrawal s were |oans. W conclude ot herw se for
the fact is that appellant nmade no repayment during the
years at issue and offered no credible explanation of
why he did not do so. (See George R Tollefsen, 52 T.C
671 (1969).) Furthernore, wthout further explanation,
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his ability to repay at all tines is inconsistent with
Cal tex's seeking of bank financing instead of having
appel l ant repay what he had w thdrawn.

Under the category of corporate formalities,
appel l ant points out that he executed a note, a gen-
erally accepted indicator that a real |oan existed.

We consider this individual factor to be less than
significant since the prom ssory note was a demand
instrument and it had no fixed schedule for repaynent.
These factors cause the note to have decreased signifi-
cance as evi dence of genui ne indebtedness. (See Bayou
Verret Land Co. v. Conmi ssioner, 450 Fr.2d4 850, 857 (5th
Gr. 1971); see also, Estate of Taschler v. United
States, 440 r.2d 72, 76 (3rd Gr. 1971).) FOrthernore
the note was not executed until the end of the period
under review, and an internal audit of Caltex's books

i medi ately preceded it. Under these circunstances, the
note appears-nore to have resulted from post internal
audit advice than froman original intention to treat
the withdrawal s as |oans.

The remai ning factors under the category of
corporate fornalties also contribute little to appel-
lant's position. They include such things as the
treating of the withdrawal s as | oans on Caltex's books,
the reporting of the accrued interest on Caltex's tax
returns, and the listing of the withdrawals as | oans on
Caltex's financial statenments. These sorts of corporate
-formalities, though generally indicative of a |oan, are
entitled to limted weight when the corporation is
whol Iy owned or controlled by the taxpayer. (Regensburqg
v. Conmi ssioner, 144 r.2d 41 (2d Gr. 1944); Ben R __
Meyer, supra,_Daniel Hunt, Sr., 6 B.T.A 558.(1927).)
Since appellant controls Caltex, we are not convinced
that an intention to repay the withdrawals i s nanifested
by the corporate formalities cited herein.

Limted weight attaches as well to the fourth
factor cited by appellant, his payments to Geronino.
First, his attenpts at repaynent were nmade nore than
five years after he nade the first withdrawal. Second,
the repaynent efforts were made only after respondent
had notified himof its intention to audit his records.
These circunstances go far to weaken the "repaynents” as
persuasi ve evidence of a pre-existing intention to repay
the amounts withdrawn. (Atlanta Biltnore Hotel Corp. V.
Conmi ssioner, 349 r.2d4 677, 680 (5th Gr. 1965).) Fur-
thernore, as regards the value of the "repaynents,"”
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neither the Key Il notes nor the Key Il stock has been
shown to have had any narket val ue whatsoever

Fromthe above it can be seen that appellant's

" position is considerably less nmeritorious than he

advances, and on this basis alone, it appears he has
failed to carry his burden of showing that the wth-
drawal s were | oans rather than dividends. Nonetheless,
there exists even nore reason to sustain the respondent
inthis matter. It is known that appellant owns practi-
cally all of the stock of Caltex and is the president of
the corporation. There is, therefore, no doubt that he
controls Caltex. The record also shows a steady pattern
of substantial withdrawals fromthe corporation. The

W t hdrawal s were apparently for his personal use and
there was no stated ceiling on the amount that he could
wi thdraw for such personal uses. Furthernore, appellant
executed no indicia of debt when he nade the wi thdrawal s
and there was never any date specified for repaynent of
the withdrawals. Finally, Caltex failed to pay a fornal
dividend for any of the years at issue, notw thstanding
the fact that in each of those years Caltex had anple
earned surplus fromwhich to pay dividends. In the
Appeal of Albert R and Belle Bercovich, supra, we held
that the 1mrediately preceding characteristics supported
the conclusion that shareholder withdrawals in that case
were dividend distributions rather than | oans. W agree
thf? they support the sane conclusion in the instant
matter.

In sumary, there s no question in our mnds
that the withdrawals at issue were taxable corporate
distributions instead of bona fide loans. This determ -
nation is not affected by the cases cited by appellant,
for each of those cases is distinquishable fromthe
Instant case. Harry Hoffman, ¢ 67,158 P-H Menn. T.C
(1967), for exanple, involved repayments so substantia
and frequent that in some of the-years involved, repay-
ments exceeded withdrawals; Carl L. Wite, supra,

i nvol ved a mnority sharehol er, constant repaynents

in the thousands of dollars, and the pledge of the tax-
payer's stock as security; In re Ward, 131 F.Supp. 387
(D.C. Colo. 1955), concerned substantial and tinely
repaynments; A J. Dalton, ¢ 57,020 P-H Meno. T.C.
(1957), was based on substantial repaynents and the
corporation's paynent of a significant anount of

di vidends; Edwards Mdtor Transit Co., ¢ 64,317, P-H
Meno. T.C. T1964), involved the substantial repaynent of
anounts advanced, the existence of a "business purpose"
for the advances, and the paynent of formal dividends;
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and in Harry E. Wise, supra, the taxpayer argued that
his wthdrawal's were dividends. [Inasnuch as these cases
are distinguishable fromthe instant case, they cannot
be considered to | end any support to the position taken
by appel | ant.

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
protest of WIlliam R Horn and May R Horn agai nst pro-
olsled assessnments of additional personal incone tax as
ol | ows:

Year Proposed Assessment
1970 (WIliam R Horn) $1 ,358.20
1971 (WIliam R Horn) 3,116.18
1972 (Wlliam R and May R Horn) 140. 68
1974 (WIlliam R and May R Horn) 1,035.94

be and the sane is hereby sustai ned.

Done at Sacranento, California, this 19th day

of May » 1981, by the State Board of Equali zati on,
with all Board menbers present.

Ernest J. Dronenburg, Jr. . Chai rman
Ceorge R Reilly , Menber
WIlliam M Bennett » Menber
Richard Nevins ,  Menber
Kenneth Cory , Menber
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