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BEFORE THE STATE Boarp OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter ¢f the Appeal ol)
) No. 83A-237-VN
THOVAS V. MULLAN )

For Appellant: Charles T. Lombardi
Certified Public Accountant

For Respondent: Alison . dark
Counsel

OPINION

This appeal is nade pursuant to section
185931/ of the Revenue and Taxation Code from the
action of the Franchise Tax Board on the protest of
Thomas V. Mullan agai nst a proposed assessnent of
addi tional personal incone tax in the anmount of $5,434.24
for the year 1978.

1/ Unl'ess otherw se specified, all section references
are to sections of the Revenue and Taxation Code as in
effect for the year in issue.
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appeal Of Thomas V. uullan

The i SSue presentedforour deci sion is whether
respondent properly determned that appellant received a

taxabl e distribution from his professional corporation in
1978.

Appel lant is a dentist specializing in
eriodontics. He currently resides in San Francisco.
rior to moving to the Bay Area, appellant ractlceg In

Chico for several years. I n August 1974, he entered into
"a |lease for office space in Chico and then obtained
financing for his dental office by securing a EﬁG,SOO
| oan from the Small Business Admi nistration. epaynment s
on the SBA loan were to begin on July 25, 1975, On
February 13, 1976, appellant forned a professiona
corporation and incorporated as "Thonas V. Mullan, _
D.D.S., Inc." (Corporation) under the laws of California.
Appel  ant was president and sol e sharehol der of the
cor porati on. he corporation began doing business on
April 1, 1576.

- Two years later, in April 1978, appellant
entered into an agreenment on behalf of the corporation to
sell the dental practice. The agreenent of sale provided

~that the corporation would sell the dental supplies and
equipment, |ease and |easehold jnprovenents, patient
charts and records, and the business goodw [l of the
practice for a price of $35,000. The corporation
retained the accounts receivable to the extent of
billings generated prior to consummation of the sale. In
addi tion, “appellant signed a covenant not to conpete in
which he agreed not to practice dentistry within 75 niles
of Chico for three years. "On June 15, 1978, the
corporation sold the dental practice and related assets
and the buyer assumed liability for the |ease of the
dental office. Four days later, on June 19, 1978, the
sal es proceeds were used to pay the remaining $30,522.46
bal ance of the SBA |oan plus accrued interest.
Wth the reminder, the corporation reinbursed the buyer
$2,237.50 for patient collections and paid $150 in
attorney's fees, leaving a balance of $614.67 from the
sale of the dental practice.

- For the taxable years 1978 and 1979, appellant
filed timely California personal incone tax returns.
Upon audit, " the Franchise Tax Board determined that
appel l ant received a $27,497.53 distribution fromhis
corporation which was not reported on his 1978 return.
Respondent determned the amount of the distribution from ‘
an unaudited financial statement of the corporation
prepared in Septenber 1978 by an accountancy corporation,
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Appeal of Thomas V. Mullan

Subsequently, in January 1982,' appellant filed
an_anended 1979 return in which he reported receipt of a
$27,277 distribution from his professional corporation
qun its liquidation in 1979. on a schedule altached to
t he amended return, appellant explained that this
sharehol der distribution consisted of a $22,132 dividend
fromretained earnings, $1,000 in return of capital, and
$4,145 in gain fromthe aforementioned sale of the dental
practice and corporate assets in April 1978. _
Concurrently, appellant filed an untinely corporation
franchise tax return for the corporation for 1ts income
year ended January 31, 1979. On the corporate return,
appel lant indicated that this was the final return of the
corporation since it was dissolved and ceased doing
busi ness three years before on January 31, 1979.

Rfter vonsidering twz additional information
fromthese returns, respondent neverthel ess determ ned on
the basis of its audit that appellant should have
reported a $27,497,33 corporate distribution in 1978. In
addition, respondent determned that appellant had not
reported $15,911 in capital gains from the sale of his
personal residence and disallowed a $6,000 deduction
clained by appellant on his "Schedule C--Profit or Loss
from Busi ness or Profession" due to his failure to.
substantiate the deduction. Respondent thereupon issued
a proposed deficiency assessnent which reflected the
I nclusion of these additional itens in appellant's 1978
t axabl e income.

During the subsequent protest proceedings
before the Franchise Tax Board, appellant agreed to the
inclusion of the capital gains income in his 1978 taxable
income and to the disallowance of the Schedule C
deduction.  However, appellant did not wthdraw his
protest with regard to respondent's determnation that he
received a corporate distribution in 1978. He continued
to assert that the distribution constituted proceeds from
the dissolution of his professional corporatioqg}n 1979
and was, therefore, incone to himin that-year:

Respondent did not agree and affirnmed its assessnent
wi thout modification. Appellant then filed a timely
appeal wth this board.

- - -

2/ Since appellant had a substantial net operating |oss
in 1979, inclusion of the distribution in #?s 1979g

taxabl e income would not result in a tax deficiency for
that year.
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Appeal of Thomas V. wMullan

Under the California Personal |ncome Tax Law,
Cross income neans ail income frdm whatever source
derived, including dividends. (Rev. & Tax. Code,
§ 17071, subd. (a)(7).) A distribution of property,
Including noney, by a corporation to a shareholder with
respect to its stock shall be included in gross income to
the extent the amount distributed is considered a
dividend. (Rev. & Tax. Code, s§§ 17321, 17323, subd. (a)..
17383; Appeal of Joel Bellman, Cal. st. Bd. of Equal.,
Feb. 2, 1976.) A dividend is defined as any distribution
of property, ‘including the cancellation of 'indebtedness
of a sharehol der, made by the corporation to its share-
hol ders out of earnings and profits. SREV, & Tax.. Code,
§ 17381; Treas. Reg. § 1.301-1(m.) Al distributions
are presuned to be made out of earnings and profits and
fromthe nost recently accunul ated earnings and profits.
(Mller v. Commissionéer, 26 T.C. 115 (1956).) A distri -
batTon shalT be 1ncluded in a distributee's Qross income
when the cash or other proqerty Is unqualifiedly made
subject to his demands. (Treas. Reg. § 1.301-I8%).)

_ In Appeal of Mlton K. _and Irene T. Harwood,
deci ded on June 30, 1I980, this board had occasion fo
discuss the law with respect to dividends arising from
the cancel lation of indebtedness:

In determning whether a corporate distribution
constitutes a constructive dividend, the crucial
question is whether the corporation conferred an
econom ¢ benefit on the sharehol der w thout
expectation of repayment. (See, e.g., United
States v. Smith, 418 r.2d4 589, 593 (5th cCir.
1969).) |T 1S well settled that corporate
payments in discharge of a shareholder's
personal debts and [rabilities are in the
nature of a constructive dividend. (See United
States v. Smth, supra; Sam E. _Wlson, Jr., 27

T.C 976 (1975).)

In that appeal, we found that the taxpayer received
constructive dividends taxable as ordinary income when
the accounts receivable due from him were renoved from
the assets of his wholly owned corporation.

_ In the present matter, the Franchise Tax Board
determ ned that appellant received a dividend from his
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prof essi onal corporation in the 1378 taxable year after
the corporation soid the dental practice. Appellant does
not contest that he received a taxable distribution from
his corporation but clainms that the distribution occurred
in 1979. W find that the record in this appeal supports
‘respondent's determnation. First, the Einancial

statenment of the corporation for 1978 shows that the
anount of appellant's stockhol der equity in the
corporation was $27,497.53. \Wereas appellant does not
deny that the corporation wade a distribution to him it
was reasonable for respondent to have assuned that this
equity was distributed in 1978 after the corporation sold
the dental practice and related assets and appel | ant was
Rgecluded frompracticing dentistry in the Chico area.

reover, there is no evidence in the record to suggest

that after the sale of the practice, the corporation
continued t 0 4~ business or that apnellant continued to
practice dentistry as an enployee of his professional
corporation in another |ocale.

Second, there is probative evidence suggesting
that appellant received the distribution in the form of
constructive dividends in 1978 in excess of the amount
determ ned by respondent. Since the SBA | oan was
incurred prior to the incorporation of appellant's
professional dental corporation, it appears that this
| oan was obtained by appellant in his personal capacity
and not by the corporation. Wen the corporation under
appellant”™s control used the proceeds of the sale of the
dental practice to pay the $30,522.46 bal ance of the SBA
| oan plus accrued interest, it conferred a direct
econom ¢ benefit on appellant by discharging his personal
obligation. This payment in our view constituted a
constructive dividend includibie in appellant's 1978
taxabl e income. Yoreover, the corporation's financial
statement reveals that appellant w thdrew $8,500 from the
corporation between February 1978 and Septenber 1978.
Even though the corporation treated these w thdrawals as
| oans, the surrounding circunstances, including the
concurrent sale of the dental practice and the absence of

any evidence of repaynent,. indicate that these advances
were in fact dividends. (See, e.g., Appeal of Ben B.
Ei senberg, Cal. St. Bd. of Equal., Mar. 2, 1977 eal

0 chard M. and Beverly Bertolucci, Cal. St. Bd. 0
Equal., May 4, 1976.)  These two forms of dividends are
more than sufficient’ to cover the deficiency assessnent
in this appeal.

In any event, it is well settled that
respondent's determnations as to issues of Fact are only
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presunptively correct, and appellant can rebut these
determnations by showing error in respondent's actions.
(See, e.g.,_Todd v. McColgan, 89 Cal.App.2d 509 [201 p.2d
414] (1949); Appeal of "Eorge H and Sky G WIlians, et

al., Cal. St. ™ Bd. of Equal., Jan., 5, 1987.) Unsupported
assertions are |nade8uate to sustain appellant's burden.
(Appeal of James and Eileen R MDonald, Cal. St. Bd. of
Equal.., Sept. 30, I980.) Hence, appellTant has not
offered any credible evidence to prove that the distribu-
tion took place in 1979 as a result of the Iiquidation of
the corporation. For exanple, he has not submtted anK
corporate resolutions or documents which denonstrate that
the corporation elected to dissolve and adopted a plan of
liquidation providing for the paynent of liabilities and
distribution of assets. See Corp. Code, § 1900 et seq.)
Nor has appel |l ant shown that a certificate .of W ndi ng up
and Jdissolatica was filed wWwith the Sacretary vf State in
accordance with section 23331. The only evidence that
purportedly supports appellant's position that the
corporation was dissolved in 1979 are the amended 1979
return and the untinely corporate franchise tax return
that he filed after the conmencenent of the Franchise Tax
Board audit. In fact, respondent has inforned us that it
has since discovered that appellant's professiona
corporation was not dissolved but was actually suspended
on May 1, 1980, pursuant to the provisions of section
23302. W therefore find untenable appellant's claim
that the corporation was dissolved and its assets
distributed to himin 1979.

Based on the foregoing, we find that appellant
has not shown error in respondent's determnationthat he
received a taxable distribution from his corporation in
1978.  Accordingly, respondent's action in this matter
wi || be sustained. :
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0O RD&s.r

Pursuant to the views expressed in the opinion

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

XT |'S HEREBY ORDERED, ADJI JDGED AND DECREED,
pursuant to section 18595 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Thomas V. #Mullan against a proposed
assessment of additional personal income tax in the

amount of $5,434.24 for the year 1978, be and the sane is
her eby sust ai ned.

Done at Sacramento, California, this29th day
of  July , 1986, by the State Board of Equalization,

with Board Menbers M. Nevins, M. Bennett, M. Dronenburg
and M. Harvey present.
chard Nevins...._......., Chairmn

[liam M Bennett . Menber

__Ernest.  J. _Dronenburg, Jr.__» Member
___\Wlter Harvey*_ _ . .. .____, Menber
_, Menber

*For Kenneth Cory, per Covernnent Code section 7.9
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