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O P I N I O N---_-_I_---
This appeal is made pursuant to section 25666

of the Revenue and Taxation Code from the action of the
Franchise Tax Board on the.prot.cst of Lambert-California
Corporation against a proposed assessment of additional
franchise tax in the amount of $1,436.63 for the incone
year ended September 30, 1974.
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The so le  issue  presented for  deter:nination  is
whether appellant is entitled to a bad debt deduction,
in the amount of $55,000 for the income year ended
September 30, 1974.

The transaction which constitutes the subject
of this appeal arose out of the same series of events
and circumstances which gave rise to appellant’s appeal
of additional assessments proposed for the income years
ended September 30, 1972 and 1973. i See Appba_l__q_f,
Lambert-Cal i fornia  Corporat ion,  Cal .  St .  Bd.  o f  Equal . ,I--
Dec. 9, m--TGr$itoTof those events and cir-
cumstances is  herein  incorporated by  reference . Add i-
t ional  data re lat ing to  the instant  appeal  is  set  forth
below.

In 1974, appellant advanced $55,000 to i,ts
subs id iary , Lambert Towing Equipment, Inc. (hereifiafter
referred to  as  “Towing”) . The purp~sc of the advance
was to maintain the subsidiary as a going concern in an
ef fort  to  l imit  the  amount  o f  actual  losses  that  appel -
lant would sustain because of certain outstanding con-
tinuing guarantees it had executed in favor of Towing’s
c r e d i t o r s . Through this action, appellant apparently.
r educed  i t s  po tent ia l  l o s ses from the $574, 351 in
outstanding guarantees existing as of September 30,
1973, to $279,414 by the end of the income year in
i s s u e .

Appellant argues that the subject $55,000
advance was uncollectible in its 1974 income year and
should be allowed as a bad debt. deduction. Respondent’s
primary contention is that appellant’s advance to Towing
was in  real i ty  a  contr ibution to  the  latter’s  capital
rather than a loan. That being so, respondent argues,
the resulting loss cannot properly be characterized as a
bad debt  loss . In  the  alternative , respondent contends
that if  the advance was in fact a loan, it did n3i;’
become worthless during the income year in issue.

.To support its contention that the amount
advanced to Towing is deductible as a b.ad debt I appel-
lant relies upon section 24348 of the Revenue and
Taxation Code. That  sect ion provides  for  the  deduct ion
o f “debts which become worthless within the income
year. n Only a bona fid e debt  qual i f ies  for  purposes
o f  tha t  s e c t i on ; a  contr ibut ion to  capital  does  not
const i tute  a  debt . (Cal . A d m i n .  Code, tit .  18, reg.
24348(d) ,  subd. (3 )  . )  Consequent ly ,  the  in i t ia l
question presented for our determination is whether
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appellant’s $55,000 advance to Towing constituted a
bona f ide  loan, or whether it was actually a contribu-
t i o n  t o  c a p i t a l . The secondary issue of whether the
advance became worthless during the year in issue arises
only if  it  is determined that appellant’s advance was a
loan.

Whether an a
principal  stockholder  -1P Vance to a corporation by a

i s  a  cap i ta l  c ont r ibut i on
or a loan deductible as a bad debt is a question of fact
uoon which the t.axpayer has the burden of establishing
the right to a deduction. (White v. United States ,  305--A-
U.S. 2 8 1  [83 L.Ed. 1721 (1938);iamond Rros. Company V.
Commiss i oner ,  322  F.2d 725 (3d Cir. 1963).)

--._I- ------gi-thouqh
GTGurtshave stressed a number of factors which are
to be considered in determining the nature of such
advances, the basic  inquiry  is  o f  ten forlnulated in ter,ns
of whether the funds were placed at the risk of the
corporate  venture , or whether there was reasonable
expectation of repayment, r egard l e ss  o f  the  succcss  of
the  business . (See Gilbert v.  Commissioner, 91 56 ,137
P-H Memo. T.C. (1956),~~~-P.2d-~3~~~-~‘~~~ 1957), On
remand, !I 58 ,008 P-H Memo.  T.C.  (1958), affd., 262 F.2d
512 (2d Cir .  1959)  cert .  den. ,  359 U.S.  1002 [3 L.Ed.2d
10301 (1959); geeal of George E. Newton, Cal. St. B d .-,_ _..b__  _---_. _._
o f  E q u a l . ,  May l-2, 196h.)

_-_. .--

Debt, a s  d i s t i n g u i s h e d  Erl>ti\ capital inves t -
ment, may be defined for tax purposes as “an unqualified
obligation to pay a sum certain at a’ reasonably close
f ixed maturity  date , along with a fixed percentage in
interest  payable , regardless of the debtor’s income or
lack thereof.  Ii (Gilbert v.  Commissioner, supra, 248
5’.2d 399,  402. ) While indicrgFade=or-creditor
relationship is a major factor in determining whether
such a  re lat ionship has  actual ly  been establ ished,  the
courts have stressed that the “substance” rather than
the *’ form” of  a  purported loan transact ion is  deter-
minative . (United States v. Henderson, 375 F.2d 36
(5th Cir . 1 g~~merican-LaF~~~~=~~~rnite  Corp. v.
Commissioner,

___V__._2 8 4  F.2d 723 (2d Clr.“?-%~)~~----

With respect to the instant appeal,  the record
indicates that the advance in issue, in  addit ion to
evidently not being evidenced by an instrument of

~/-TI?e-t?<c$;;-i-~ft;?is appeal  reveals  that  appel lant
held approximately 88 percent of ‘Towing’s s.tock at
the time of the subject advance.
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indebtedness, was unsecured, despite Towing’s very
tenuous f inancial  condit ion. Appel Lant' s presider.;t has
acknowledged that repayment of the supposed indebtedness
was not expected and that the “sole purpose” for the
$55,000 advance “was to keep [Towing] in business so as
to minimize the losses that [appellant] would incur if
[Towing] was forced out of business or into bankruptcy.”
By’ appellant’s own admission, the* $55,000 was advrlnced
to  i ts  subsidiary even after  i t  was evident  that  l!owing,
as  i t  then existed, was not  a  prof i table  enterprise .
Advances made under such circumstances constitute
evidence of  an intent  to  invest  capital . (Appeal of_. ^__._
G e o r g e  E., Jr. and Alice J. Atkinson, Cal. st. B d .  o f
l--‘,-~~.“i~~~~-~-~-l ighcx its proven unprof-Equal
i t a b i l i t y , i t  i s  un l ike ly  that  an  ob j e c t i ve  c red i t o r
would have made an unsecured loan to Towing with t-he
expectation of repayment. (Dodd v. Commissioner f -298
F.21 570 (4th Cir .  1962)  . )  ~~fact-~~i~~:il~~vr~nc~
was apparently used by Towing for current operating
expenses further supports respondent’s deterr:ninat!Lon
that the subject advance was a contribution to capital
and not a loan. (Appeal of Dave Gardner Cross Associ-- - -  a-._ -_-.bu---._-- _
ates ,  Cal .  St .  Bd.  o f  Equal . ,  June 23,  19KjV-

---_

Under the circulns tances described above,, we
can only conclude that the advance in issue consti.tuted
working capital which appellant contributed to it: :  sub-
s idiary  in  order  to  reduce  the  losses  i t  would incur  i f
Towing were forced out of business or into bankru!>tcy.
Consequently, appellant is not entitled to a bad debt
l o s s deduction with respect to the subject advance.
(See Fin Hay Realty Co. v. United States, 398 F.2d 694
( 3 d  Cr3,‘r9~r;-l%da~~ Corn~~~~~~&?,‘supra;  Note]_
Corp . , 54 T.C. l’;i3x

__..^
1436-7~~~~0)  ; L e w i s  L. Culley;

XrC. 1076, 1087-1089 (1958); Appeal ofA&%?%~------._. _ - A - --- .- . . --- ,Transport ,  Inc . ,  Cal .  St .  Rd.  o f  Equal . ,  Feb.  2 , .976.)- e - u - - -This conclusion makes it unnecessary to consider the
subsidiary question of whether the advance became
worthless during the income year in issue.

m
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O R D E R-__-_-__
Pursuant to the views expressed in the opinio.1

of the board on file in this proceeding, and good cause
appearing therefor,

IT IS HEREHY ORDERED, ADJUDGED AND DECREED,
pursuant to section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Lambert-California Corporation against a
proposed assessment of additional franchise tax in the
amount of $1,436.63 for the income year ended September
30, 1974, be and the same is hereby sustained.

Done at Sacramento, California, this 29th day
of June 1982, by the State Board of Equalization,
with Board Mekbers Mr. Bennett, Mr. Dronenburg and
Mr. Nevins present.

William M. Bennett , C'hairman______^-____._._.___________^_ - - -
Ernest J. Dronenburg, JR. , Member._ ____^.____-____._._C_____________-
Richard Nevins , Xernber___.~________________~----~--

,  Mern5er______~____.__.______I___._.~__._.__

, Ve doe  r
----~-~--.~~~~.~~~-~‘~~.~~~“~~-~-
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