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In the Matter of the Appeal s of )
)
JOSEPH L. AND ELAINE M PARDINI, et al, )

Appear ances:

For Appellants: Brice A Sullivan
Attorney at Law

For Respondent: Kathleen M Morris
Counsel

OPI| NI ON

These appeal s are made pursuant to section
18593 of the Revenue and Taxation Code fromthe action
of the Franchise Tax Board on the protests of Joseph L
and Elaine M Pardini against proposed assessnents of
addi ti onal personal incone tax in the amunts of
$4,455.84, $5,159.59, and $1,186.01 for the years 1973,
1974, and 1975, respectively, and of Joseph L. and
Sharon K. Pardini against a proposed assessnent of addi-
tional personal income tax in the amount of $1,902.27
for the year 1576.
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"Appel l ants" herein refers to Joseph L. and
Elaine M Pardini for the years 1973, 1974, and 1975,
and to Joseph L. and Sharon K. Pardini for the year
1976. "Appellant” refers to Joseph L. Pardini.

The first question presented by these appeal s
i's whether appellants are entitled to deductions
claimed for expenses of rental property for the years
1973, 1974, and 1975.

In 1972, appellants purchased, for $100,000,
a parcel of land near Lake Tahoe on which there were two
houses. The main house comprised approximately 4,900
square feet, andthe guest house, 1,200 square feet.
Al t hough appel |l ants used the main house for vacations,
t hey apparently did not use the guest house thensel ves,
but rented it to others for vag%ing periods of tine.
From January 1973 through Decenber 1975, it was rented
for a total of 21 nonths and never for less than six
nont hs during any cal endar year

On their joint personal income tax returns for
1973, 1974, and 1975, appellants reported total rental
income fromthe guest house of $5,590.00 and expenses of
$17,266.00, for total net losses of $11,676.00 over the
three years. The expense figures were arrived at by
attributing either 40 or 50 percent of the total
expenses for both houses to the guest house. Respondent
determ ned that the guest house was not held primarily
for the production of income and disallowed the expenses
whi ch exceeded al | owabl e expe?ies under Revenue and
Taxation Code section 17233. =

1/ Section 17233 |limts deductions allowable for indi-
viduals in connection with activities not engaged in for
profit. An individual may claim deductions otherw se
allowed to individuals (e.g., interest), regardl ess of
whet her the activity is engaged in for profit, but other
expenses of an activity not engaged in tor profit are
limted to the extent that the gross incone derived from
such activity for the taxable year exceeds those deduc-
tions which are otherwise allowed to individuals. The
term "activity not engaged in for profit" means an
activity other than one for which deductions are allowed
under elther section 17202 (ordinary and necessary
expenses of a trade or business) or subdivision (a) or
(b) of section 17252. (Continued on next page.)
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ApPeIIant contends that the guest house was
held primarily for the production of incone and their
expenses shoul d be allowed as deductions pursuant to
Revenue and Taxation Code section 17252.  Respondent
mai ntains that appellant's primary purpose was not to
produce incone, and the guest house was held nmerely to
reduce the expenses of operating the nain house.

Respondent relies on the Eart of the regul a-
tions under section 17252 which prohibits deductions for
expenses of carrying on a transaction primarily as a
sport, hobby, or recreation. (Cal. Admn. Code, tit.

18, reg. 17252, subd. (c) (Repealer filed April 16,

1981, Register 81, No. 16).) It apparently takes the
position that since the guest house was purchased al ong
with the nmain house and the main house was used by
appel l ants for recreational purposes, the ot as a whole
was used primarily for recreational purposes.

G ven the circunstances of this appeal, we
find respondent's reasoning fallacious; The guest house
was entirely separate fromthe main house. Appellant's
assertion that the guest house was never used by himor
his famly for their own recreation is uncontested. The
guest house was never rented for |ess than six nonths of
the year during the period at issue. W se= no reason
why the guest house should not be considered separately
fromthe rest of the property. So considered, we

1/ (Cont I nued)
Section 17252 provides:

In the case of an individual, there shal
be allowed as a deduction all the ordinary and
necessary expenses paid or incurred during the
taxabl e year--

_ (a) For the production or collection of
i ncome;

(b) For the nmanagenent, conservation,
or mai ntenance of property held for the pro-
duction of income: or

(c) In connection wWith the determ nation
col lection, or refund of any tax.
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believe the guest house falls clearly wthin another
provision of the regulations which respondent has
I gnor ed.

Simlarly, ordinary and necessary expenses
paid or incurred in the nanagenent, conserva-
tion, or maintenance of a building devoted to
rental purposes are deductible notw thstanding
that there is actually no inconme therefromin
the taxable year, and regardless of the manner
in which or the purpose for which the property
in question was acquired. (Cal. Admn. Code,
tit. 18, reg. 17252, subd. (b). (Repealer filed
April 16, 1981, Register 81, No. 16).)

We are convinced, therefore, that deduction of
t he guest house expenses should not be limted by the
provi sions of Revenue and Taxation Code section 17233.
W are equally convinced, however, that appellant's per-
centage allocation of the total expenses for both houses
is unjustified. Gven the relative sizes of the two
houses, we believe that appellant's deductions shoul d be
limted to 25 percent of the nonsegregated expenses.

The second question for decision is whether
aﬁpellant's cash withdrawal s from his corpoiration during
E_e_geaés 1973 through 1976 were | oans or taxable

i vi dends.

Appel  ant was the president and sol e share-
hol der of West Transportation, Inc. ("Wst"). In 1973,
he constructed a building, at a cost of $332,608.00,
which he |eased to West. Contenporaneously with the
execution of the |ease, appellant, for hinself and as
West's president, signed an agreenent under which West
agreed to advance him funds during the construction
period. He agreed to refinance the building "as soon as
practical upon conpletion of the premi ses"” in order to
repay the funds advanced. In consideration of Wst
maki ng the advances, he agreed to reduce West's nonthly
rental for the building from$7,015.00 to $6,100.00.

From 1973 t hrough 1976, appel | ant nade net
wi t hdrawal s from West of $105,467.07, ranging in anount
from $29.50 to $17,400.00. He states that nost of the
wi t hdrawn anmounts were used in connection with the con-
struction and initial years' operation of the building
The withdrawal s were carried on West's books as accounts
receivable. Small payments on the account were made in
1973 and 1974 and paynents totaling about $19,000.00
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were credited in 1975. Appellant states that "West
received the reduced rental credit of $10,980 per annum
throughout the life of the agreement." Al though appel -

| ant does not indicate how this anount was treated on
the corporate books, it did not reduce the amunts shown
as recelvables from appellant.

In 1976, appellant's marriage with Elaine
Pardi ni was dissolved. Pursuant to the propertK settle-
ment, Elaine received, anong other things, one-half of
West's stock. West redeened these shares in 1976 for
$199,000. Appellant states that his withdrawals from
West were considered by the parties to the dissolution
asaliability which was taken into account in determ n-
ingt he net assets available for partition.

During 1976, appellant approached a bank about
securing a loan. A letter fromthe bank nanager, dated
June 13, 1980, states his recollection that appellant
had told himthe | oan proceeds woul d be used to repay
anounts owing to West. Loans of $100,000.00 each were
approved in February and March 1977, and the proceeds
were deposited in West's bank account.

* Respondent initiated an audit of West in July
1976. Sometime thereafter an audit of appellant's
returns was begun. Respondent determined that the wth-
drawal s were not |oans, but dividend distributions to
appel l ant and issued a proposed assessnment of additional
personal income tax.

A dividend is any distribution to sharehol ders
out of earnings and profits accunul ated after February
28,1913, ot- out of the current year's earnings and
profits. (Rev. & Tax. Code, § 17381.) Wthdrawals from
a corporation bg a stockhol der are presuned to be
di vi dend distributions unless the stockholder can affir-
matively establish that they were loans. (W_T. WIson
10 T.C. 251, 256, affd., 170 r.2d 423 (9th Cr. 1948).)

Wiet her a withdrawal IS a dividend or a |oan
depends upon the intent of the stockhol der at the tine
of the w thdrawal. (Weise v. Conm ssioner, 93 F.2d 921,
923 (8th Gr. 1938), affg. 35 B.T.A. 701 (1937), cert.
den., 304 U S 562 (82 L.Ed. 15291 (1938).) Intent is a
question of fact to be determned fromall the facts and
ci rcunmst ances surroundi ng the transactions between the
st ockhol der and the corporation. Chisms Estate v.
Commi ssioner, 322 r.2d 956, 960 §9t Qr. 1963);

BElTTot J. Roschuni, 29 T.C. 1193, 1201 (1958).) When
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the wthdrawer is in control of the corporation, such
control invites special scrutiny of the situation.
(Elliot J. Roschuni, supra; W T. WIson, supra.)

Appel | ant contends that the wthdrawals
clearly were | oans because he executed a witten agree-
ment to repay, interest was paid in the formof reduced
rental, the advances were carried on West's books as
| oans to appellant, the w thdrawals were considered
| oans for purposes of the property division in appel-
[ant's marital dissolution, efforts to secure a bank
loan with which to repay West were begun before respon-
dent's audit, and the advances were in fact repaid.
Respondent argues that appellant was in a position to
control conditions and enforcenent of the agreement with
West, the agreenment did not provide for security or
repaynment date, no dividends had ever been paid by the
corporation, the funds were used to construct a building
owned by appellant rather than the corporation, and
| oans to other officers of Wst were evidenced by
prom ssory notes providing for due dates, repaynent
schedul es, interest, and default procedures.

While appellant lists a nunber of factors
which could tend to show that he had the intent to repay
the withdrawals, the weight which we accord to them
after a consideration of all the circunstances, is much
| ess than that accorded them by appellant. On the whole
we find the evidence insufficient to support a concl u-
sion that appellant intended to repay at the tinme he
made the withdrawals.

Appel lant relies heavily on the agreenent
dated Septenber 14, 1973. He contends that this clearly
reveals his intent to repay. The argeement stated that
appel l ant woul d refinance the building "as soon as
practical" after conpletion. This effectively left the
decision as to when or if it would be practical to
refinance the building and repay the advances entirely
wi thin appellant's discretion. In the context of the
| anguage and effect of this agreenment, its probative
value as to appellant's intent is severely di mnished.
Appel lant's contention that interest was paid through
reduced rental credits does not bol ster the persuasive-
ness of the agreenent since appellant had conplete
control over the amount of rental to be charged the
cor porati on. Cf. Estate of Taschler v, United States,
440 F.2d 72 (3d Cir7 19371).)
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Appel ant al so contends that the w thdrawal s
shoul d be consi dered | oans because the above agreenent
woul d have been enforceable against himif he had sold
his stock to another. He admts that the agreement was,
in practical effect, not enforceable during the years on
appeal because appellant, as sol e sharehol der, could
control whether or not the corporation woul d demand
enforcenment. \Wether a court mght find a | egal obliga-
tion to repay under these circunstances does not nean
t hat appellant intended to repay the advancements when
t hey were made. (Atlanta Biltmore Hotel Corp., ¢ 63,255
P-H Meno. T.C (1963).) Simlarly, appellant’s asser-
tions that a | oan was acknow edged for purposes of his
marital dissolution property settlement or his |oan
application to the bank are not indicative of his intent
at the time the funds were w thdrawn.

Appel 'ant contends that the arrangenents for
refinanci ng and repaynent began |ong before respondent's
audit of his tax returns and, therefore, the repaynent
in 1977 should be considered determ native of his
intent. Repaynent is often a factor in characteriz-
ing withdrawal s as | oans rather than dividends (cf.
Irving T. Bush, 45 B.T.A 609 (1941); Edwards Motor
Transit Co., ¢ 64,317 P-H Meno. T.C. (1964)), al though
repayment after an audit has begun is gener-~lly
unpersucsive, at |east where there i? no ot her strong
evi dence of an intention to repay. George R
Tol | efsen. 52 T.C. 67111969JE gffd”. ZB% F.2d 511(24d
Gr. 1970); Elliot J. Roschuni, 29 T.C. 1193 (1958),
affd. per curiam, 271 F.2d 267 (5th CGr. 1959), cert.
den., 362 U.S. 988 [4 L.Ed.2d 10211 (1960).) In the
present appeal, the audit of appellant's solely-owned
corporation was begun in 1976 and the withdrawas
revealed in this audit were apparently what led to the
audit of appellant's returns. The time at which ques-
tions were raised about the withdrawals is not clear
fromthe record. Regardless of the timng, however
we do not find the repaynent convincing evidence of
appellant's intent at the tine of the withdrawals. W
note that West was apparently experiencing financial
difficulties and had redeened Elaine Pardini's shares in
1976 for $199,000.00. Then, early in 1977, appellant
obtained two |oans fromthe bank totaling $200,000.00.
| t apﬁears that at that time appellant nmay have deci ded
that he had to replace the funds w thdrawn, but given
these circunstances, the repayment does not strengthen
his assertion of such an intent in earlier years.
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In examining all the facts and circumstances
of the transactions between appellant and his corpora-
tion, we also note the following: the agreement did not
limit the withdrawals in amount and there was no effec-
tive time limit for repayment; although the funds were
advanced purportedly to construct a building, there was
no mortgage or other security given: the withdrawals
continued long beyond the time provided in the agree-
ment; and no dividends were ever paid by the corpora-
tion, although it apparently had substantial retained
earnings as well as current earnings for some of the
years on appeal. Appellant would have us discount these
circumstances which are unfavorable to him because
informalities are not unusual in dealings between cor-
porations and their sole shareholders. (Harry Hoffman,
Y 67,158 P-H Memo. T.C. (1967); Edwards Motor Transit
co. , supra. ) While it is undoubtedly true that such
Tack of business formality will not cause withdrawals to
be considered dividends where evidence of an intent to
repay is strong, it does nothing to bolster an argument
that withdrawals are loans where, as here, the evidence
of intent to repay is not strong. We also find appel-
lants withdrawals from West to be in significant
contrast to loans made to other corporate officers.

In those cases, notes were required which provided for
interest, security, and due dates. (See Elliott J.
Roschun., supra.)

Considering all the facts and circumstances
of this appeal, we must conclude that appellant® with-
drawals from West constituted distributions equivalent
to the payment of dividends. We, therefore, sustain
respondent> determination on this issue.
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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,

| 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 Joseph L. and Elaine M Pardini against pro-
posed assessnents of additional personal incone tax in
the anounts of $4,455.84, $5,159.59, and $1,186.01 for
the years 1973, 1974, and 1975, respectively, and of
Joseph L. and Sharon K. Pardini against a proposed
assessment of additional personal inconme tax in the
amount of $1,902,27 for the year 1976, be and the sane is
hereby nodified in accordance with the foregoi ng opinion
to reflect the allowance of part of appellants' expenses
for their rental property. In all other respects, the
action of the Franchise Tax Board is sustained.

Done at Sacramento, California, this 10th day
of December , 1981, by the State Board of Equalization,
with Board Members !'r. Dronenburq, Mr. Reilly, iir. Bennett,
'r. !Nevins and MMr. Cory wvresent.

Er nest .J. Dronenburc, Jr. , Chairman

Ceorae R. Neillv , Menmber
William | 1. Bennett , Menber
Richrad Nevins . Menber
Zenneth Corv , Menber
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