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OPI NI ON

These appeal s are nmade pursuant to section
18593Y of the Revenue and Taxation Code from the
action of the Franchise Tax Board on the protests of
Richard P. and Maureen MCarthy agai nst proposed
assessments of additional personal income tax in the
amounts of ' $21,830.47 and $35,684.87 for the years 1976
and 1977, respectively.

1/ Unless otherwise specified, all section references
are to sections of the Revenue and Taxation Code as in
effect for the years in issue.
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The issues presented by E?ese appeal s are
whet her advances made by appel | ant to his corpora-

tion were deductible as nonbusiness bad debts or, alter-
natively, whether the advances constituted capita
contributions for which appellant could claima worthless
stock deduction for the years 1976 or 1977.

_ - Cal-Mac Farnms ("Cal-Mac") was incorporated in
California in 1974, R chard ». MCarthy, appellant,
owned '90 percent of Cal-Mac's stock in the taxable year

. 1976.. The other 10 percent was owned by his son. he
corporation's purpose was to operate a comercial
trucking business specializing in the transportation of
agricul tural produce. Al though the record is not

speci fic, apparently, appellant also owned several other
rel ated business entities during the same period.

_ _ Cal-Mac's opezations were unprofitable fromits
inception. In both 1974 and 1975, Cal-Mac suffered |arge
financial |osses. Appellant advanced $170,000 to Cal C
as of March 31, 1975. The advance did not have a tar-
eted date for repaynent, was unsecured, and, at |east on
20,000 of this anount, no Interest was paYabIe. On the
remai ning $153,000, interest was purportedly payable at
the prinme rate plus one point. However, there i1s no
record that any interestwas ever paid. Cal-Mic contin-
ued to have cash flow problens, resulting in another
advance of noney fron1a$ﬁellant in the anount of $250, 000
as of March 31, 1976. ere was no note, no date of _
repayment, no security, and no interest assessed for this
advance. Also, as of March 31, 1976, trailer rentals
from corporations affiliated with Cal-Mac in the anount
of $122,040 were advanced to Cal-Mac but attributed to
appel lant. Asa result, as of March 31, 1976, appellant
had advanced to Cal-Mac a total of $542,040.

In the spring and sunmer of 1976, appel|ant
enpl oyed a team ofauditors to analyze Cal-Mac's finan-
cial condition. Based on the auditor's findings, appel-
| ant concluded that Cal-Mac was "hopel essly insolvent"
and had ammssed a cumul ative deficit of $861,188. As a
result of the auditor's report, Cal-Mic's managenent
purportedly decided during the sumer of 1976 to

2/ This case actually involves two appellants, husband
and Wi fe. Appellant-wife, Ms. Mwreen MCarthy, is a
party to this agﬁeal only by virtue of having filed a .
joint return. erefore,” references to apR§ lant in this
opinion will be to appellant-husband, M. Cart hy.
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termnate the corporation's business and to sell its
assets. No mnutes of the corporate nmeeting were
prepared. An offer to purchase Cal-Mac's tangible assets
was made on Decenber 20, 1976; however, negotiations were
not concluded until md-1977.

- As of Decenber 31, 1976, appellant had advanced
an_additional $210,000 to Cal-Mac and, as of March 31,
1977, an additional $124,000 was advanced. As with the
previ ous advances to Cal-Mac, no notes were prepared, no
intersst assessed, no security sought, and no repaynent
date established.

The assets of Cal-Mac were sold in My 1977 for
a Purchase price of $20,000 payable %pon execution and a
bal ance of $180, 000 upon closing. (Resp. Br., Ex. B.)
Cal -Mac has not been dissolved or suspended and remains
in existence.

On his 1976 California personal income tax
return, appellant deducted, as a nonbusiness bad debt,
the 5342,040 in advances to Cal-Mac, with a capital |o0ss
carryover of $438,585 to 1977. Respondent disallowed the
1976" and 1977 nonbusi ness bad-debt deductions on the
basis that ths amounts constituted contributions to
capital which did not becone worthless in either aPpeaI
¥e?{ raéher than deductible bad debts. This appea

ol | owed.

_ Appel | ant contends that cal-Macwas hopel essly

i nsol vent as ofthe end of taxable year 1976 and that as
a result, his advances were uncollectible. Aﬁpellant
also offers the alternative contention that the clainmed
?8%§USIHGSS bad debts were worthless in 1977, rather than

Section 17207, subdivision (a)(l), provides
that "({tlhere shall be allowed as a deduction any debt
whi ch becomes worthless within the taxable year." In
order for a taxpayer to take a bad debt deduction, two
requirements nust be fulfilled: a bona fide debt nust
exi st and the debt nust becone worthless in the taxable
%ear for which the deduction is clained. The taxpayer

as the burden of proving that both of these requirenents
have been satisfied, (Appeal of Fred and Barbara
Baunpartner, Cal. St. Bd. of Equal., Cct. 6, 1976; eal
of George E., Jr., and Alice J. Atkinson, Cal. St.
of Equal., Feb. 18, 1970.) TIn a situafion such as the
instant case where the |oans or advances are made to a
corporation of which the taxpayer is a major or principa
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stockhol der, the basic question is whether the advance
creates an unconditional obligation on the part of th?
corporation to repay a definife sumof noney. (Appeal of

Estate of John M Hiss, sr., Deceased, and Ella N. H ss
Cal. St. Bd. of Equal., Sept. 23, 1974.) Despite the

formof the advance, if there is no genuine expectation
of repaynment unless the business venture succeeds, the
advance i s considered a contribution to capital. (Appeal
of George E., Jr., and Alice J. Atkinson, supra.)

: The first question to be addressed is whether
appel lant's advances satisfy the first requirenent for a
deductible bad debt: the existence of a bona fide debt.

_ Wienever |arge advances are made to a corpora-
tion by a principal stockholder, the question arises
whet her the advances are |oans or contributions to
capitai. This is a question of fact and the taxpayer-
st ockhol der has the burden of establishing that a bona
fide debt existed and that he is, therefore, entjtled to
a deduction upon its beconing worthless. (Mitthiessen v.
Comm ssi oner, 16 T.c. 781 (1951), affd., 194 F.2d 659 (24 ~
Cr. 1952); »aovmeal of George E. Newton, Cal. St: Bd. of .
Equal ., May 12, 1964.) Although the courts have stressed
a nunmber of factors which are to be considered in deter-
m ning the nazure of a stockhol der's advance to the
corporation, the basic inquiry appears to be whether the
funds have been put at the risk of the corporate venture
or whether there is a genuine expectation of rengnEnt
regardl ess of the successof the business. (Glbert v.
Conm ssioner, 248 F.2d 399 (2d Gr. 1957); on renand,
7 53,008 T.C. M (P-H) (1958), affd., 262 F.2d 512 (2d
Gr. 1959), cert. den., 359 U'S. 1002 [3 L.ed.2d 10301
(1959).) The entire factual background nust be exam ned
In order to answer this question.

8y March 31, 1976, apBgHant had advanced a
total of $542, 040 to Cal - Mac. st of the advances

| acked the usual indicia of indebtedness such as a
definite date for repayment, issuance of notes, and the
imposition of interest. In addition to the anpunt and
form of the advances, there is the additional factor that
appel | ant ﬁarticipated in the managenent of the corpora-
tion. Each of these factors taken alone would not De,

er se, indicative that the advances were contributions
ocapital rather than debt; however, taken together,
they have been identified as factors-relevant to deter-
m ni ng whether the advances were bona fide |oans and
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not contributions to capital. (Matter of Uneco, Inc.,
532 r.2d4 1204 (8th Cr. 1976).) AIT of these tactors

taken together strongly lead to our conclusion that the

?dgangegtmere contributions to capital rather than bona
i de debts.

Perhaps nost significantly, appellant continued
to make advances to Cal-Mac at times when it was obvious
that Cal-Mac did not have the resources to repay them
In such cases where the advanced funds have been put at
the risk of the corporate venture, that is, when their
repaynent is contingent upon the success of the business,
it is an indication that the advance is investnent capi-
tal and not a loan for which a bad debt deduction mav be
taken. (Mdland pistributors, Inc. v. United States: 481
F.2d 730, /33 (5Th Qr  1973); Appeal of George E., Jr.,
and Alice J. Atkinson, supra.) ~As such, we nust conclude
fhat The aavances Made co Cal - Mac by appellant were not
bona fide debts.

_ Because we have concluded that the advances in
question were not bona fide debts, we need not decide the
second issue of whether the debts become worthless in the
taxable year 1976 or 1977. Suffice it to say that even
if the debts were found to be bona fide, for the reasons
stated below, we could not conclude that such debts
became worthless in those years. This sane analysis
woul d preclude our finding that aPpeIIant was entitled to

take 3 wort hl ess stock deduction for either 1976 or
1977.3/

_ ~ The determnation that a debt became worthless
in a given year nust be made by objective standards.

(egpeal of Fred and Barbara Baungartner, supra.). Tota
WOI TN eSSNess 1 n tnhe taxabl e year nust be established
before any deduction is allowable. Rev. & Tax. Code,

§ 17207, sSubds. (d)(1)(a) and (d)(I)g(f; Pi erson v.
Conmmi ssi oner, 27 T.C. 330 (19s6), affd. orotner grounds,
253 F.2d 928 (3d cir. 1958); Appeal of Roy E. and

3/ Tn his appeal letter, appellant clainmed a 1976 or

1977 worthl ess stock deduction for the first tine.
According to respondent, it has never received an amended
return -tor 1976 or 1977 claimng a worthless stock
deduction, thus there is a question as to whether the
statute of limtations has run, at least as to the 1976
taxabl e year. However, because of our decision in this
matter, we need not decide whether a valid claimfor
refund was filed.
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Evelyn B. Klotz, Cal. St. Bd. of Egual., Cct. 28, 1980.)
Section 17207, subdivision (d)(l)(B), provides that where
any nonbusiness debt beconmes worthless within the taxable
ear, the loss resulting therefrom shall be considered a
foss_fron1the sal e or exchange during the taxable year of
acapital asset held for not nmore than one year. he
taxpayer nmust establish that sone identifiable event, or
series of events, occurred during the taxable year which
formed a reasonable basis for abandoning any hope that
any' portion of the debt would be paid in the future.
( eal of Harry B. and Maizie E. Breitman, Cal. St. Bd.
of Equal., Feb. 1s, , € nonbusiness bad debt
has some reasonably foreseeable potential value, the debt
is not worthless. ~ (appeal of Roy E. and Evelyn B. Klotz,
supra.)

Appel lant has not cited an event or series of
event s whi~4 ecscirred 4during 1976 which formed a reasen-
abl e basis for. abandoning any hope that any portion of
the advances would be paid in the future. pel I ant
relies solely on his cwn conclusjon that cal-Mac was
"hopel essly insolvent" based on his exam nation of the
findings of his auditors. However, a deficit or the
I nsol vency of a corporation does not, of itself, estab-
lish the worthl essness of a debt. _ (Appeal of Harry B.
and Maizie E. Breitman, supra.) There has been no
showing Of any identifiable event which occurred in 1976
whi ch woul d cause one to conclude that the advances woul d
never be repaid.

Appel lant's actions negate any finding that he
thought the advances woul d not be repaid. Appellant
continued to advance suns of money to Cal-Mac even after
he concluded the corporation was "hopel essly insolvent."
Records indicate that as of Decenber 31, 1976, appellant
advanced to Cal-Mac an additional $210,000: as of March
31, 1977, he advanced still an additional $124,000. Such
advances are inconsistent with a claim of worthlessness.
(Appeal of Barry B. and Miizie E. Breitnman, supra.)

Appel lant cites Polizzi v. Conm ssioner, 265
F.2d 498 (6th Cir. 1959) as support for his contention
that worthlessness occurred in 1976, This case is
clearly distinguishable. In Polizzi, the Court of
Appeal s recognized that in sone cases an identifiable
event other than bankruptc¥ can clearly evidence that a
| oss had been sustai ned. n Polizzi, however, the
identifiable event was partialTy triggered by the report
of an independent third party, "a court-appointed trustee.
In the instant case, appellant points only to his own
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conclusion made after the auditor's report that Cal-Mc
was insolvent as the identifiable event and yet negates
this conclusion by his subseggent acts of continuing to
advance substantial sums to Cal-Mac to secure its
continued operation.

In the alternative, appellant claims that his
debts became worthless in 1977. Eowever, according to
respondent, even during Cal-Mc's taxable year ended
March ‘31, 1978, cal-iac retained considerable assets
mainly in the formof accounts receivable due from
various entities in which apﬂellant owns |arge interests.
Thi s ne%ates a theory that the advances becane worthl ess
during 1977. Forthe sanme reason that appellant's
advances to Cal - Mac cannot be considered to have become
worthless in 1976, his claimthat the advances becane
worthless in 1977 is also wthout foundation. For the
sane cezsons, we also conclude tna: even if appellant
filed a valid claimfor refund claimng a worthless stock
deduction for the years 1976 and 1977, the clai mwould be

ro?erly denied on the basis that appellant did not show
18%7 wor t hl essness of the stock occurred in 1976 or

For the reasons stated above, we conclude that
respondent's action in this matter should be sustained.
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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 Richard P. and Maureen MCarthy agai nst
proposed assessments of additional personal income tax in
the anounts of $21,830.47 and $35,684.87 for the years
1976 _andd 1977, respectively; be and the same is hereby
sust ai ned.

Done at Sacranmento, California, this 20th day
Of Auqust , 1986, by the State Board of Equali zation,
Wit h goard Members M. Nevins, M. Collis, M. Bennett
and M. Harvey present.

Richard Nevins , Chairnan
Conway H Collis ,  Menber
Wlliam M Bennett ,  Menber
Walter Harvey* ,  Menber

,  Menber

*For Kenneth Cory, per Government Code section 7.9
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