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OPI NI ON

This appeal is nade pursuant tO section
18593Y/ of the Revenue and Taxation Code from the
action of the Franchise Tax Board on the prstest of
Ronal d 2. and Margaret D. Portar against proposed
assesasments of additional personal incone tax in the
amounts of $3,774.36, $3,669.74, and $222.48 for the
years 1974, 1975, and 1976, respectively,

1/ Unless otherw se 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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apvealofRonald E. and Margaret D. Porter

The issue presented in thisappealiswhether
csayment of Hr. Porter's personal expenses by his solely
owned corporation constituted constructive divi dends.
dr. Porter’s wife, Margaret,isaparty to this apﬁeal
only because she filed a joint income tax cstura wit
him  For purposes of this appeal, onlyronald E. Porter
wi Il hereinafter be referred to as "appellant".

~ Mr. Porter began hi s business of selling
autonobi |l e and farm equi pnment repair parts as asole
proprietorship. In 1973, he incorporated his business
and established hinself as the sole sharehol der. The
exchange was tax free because all the property ofthe
proprietorship was transferred sol ely for all the
corporation's stock. The inventories transferred to the
corporation totalled $201,404.49. The exchange al so
included $75,001) in equity and an unsecsurad 1Q=year ncte
in the amount of $241,147.43. The terns of this note
provided that it wasto be paidoff within TO years, but
that the 4-percentinterest on the note was due
annual |y.

_ Soon af ter incorporating, the corporati on began
payi ng for the personal expenses of Mvr. Porter-  Paynments
for 1973 through 1976 totalled $138,392.12. O this
amount, $58,737.56 was reported byappellant as incone,
on the groundthat it constituted rent on the building he
rented to t he corporation, interest on the incorporation
note, and bonusi ncone.

_ The follow ng anmounts of personal expenses were
paid for by the corporation, but were not reported by
Mr. Porter:

$ 9,905.60 in 1973
34.312.44 in 1974
33,357.62 in 1975
2,018.90 in 1976

$79,5%4.56 TOTAL

Appel lant initially contends that these amounts constié
tuted repaynment of the $241,747.43 |nc0rPorat|on note. &
| N =he alternative, appellant contends that the acove=

2/ Although tne discussion in this apBeaI i ncl udes the
$9,905.60 considered by respondent to be constructive

di vidends distributed in 1973, this amount is not part of
the assessnments because respondent is precluded by the
statute of limtations from issuing an assessment f or
this year.
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listed amobunts were | oans made to him by the corporation.
In March of 1976, appellant alleges that the corporation
charged these amounts back to the irzorporation note and
reclassified the anounts as |oans t= Mr. Porter evidenged
bK a note payable by him for the amount of 3573,654.98.2
This note had a 7-percent interest rate. | nt erest was

due annually for the first three years and then $17,963.76
of interest and principal was due annually until the note
was paid. No security was given for the note.

Respondent's position is that at the tine
appel l'ant had the corporation pay for his personal
expenses, the only intention he had was that the
corporation pay his expenses. After the paynents were
made, appellant's accountant determ ned how to divide up
the paynents into various accounts. Respondent conse-
guen;ly_ claszified these paynents as constructive divi-

ends distributed to appellant by the corporation. When
respondent had affirmed its proposed assessnent, this
appeal resulted.

I n support of his initial position that the
paynment of the personal expenses was repaynment of the
I ncor poration debt, appellant states that the treatnent
of the transactions on the books of the corporation as
repaynents of the incorporation leaa is docunentary
evi dence of the necessary intent. Appellant argues that
this treatnment is sufficient docunentation that the
paynments were not dividends.

A distribution of property, including noney, by
a corporation to a shareholder with respect to its stock
shall be included in gross income ta the extent the
anount distributed is considered a dividend.. (Rev. &
Tax. Code, §§ 17321, 17323, subd. (z), 17383.) *“"Divi-
d'ends" are defined in section 17381 as any distribution
to a sharehol der made by a corporation out of its
earnings and profits. The nmere fac:z that appellant is a
creditor of the corporation does noz preclude the pay-
ments from being classified as dividends. eal of
Joel Hellman, Cal. St. Hd. of Equal., Feb. Z, .) In
the present case, appellant is the sole sharehol der and
individual in absolute control of t:e corporation. In
asserting this control, appellant hzs directed the

3/ The difference between the $79,594.56 credited to the
incorporation note and the $73,654.38 note payable by

appel 'ant is unexpl ai ned.

-140-



Appeal of Ronald E. and Margaret D. Porter

corporation to pay his personal expenses as these
expenses arise. These Paynents were random paynents that
do not appear to be part of a structured program of
repayment of the incorporation debt. Appellant has not
produced any witten docunments or corporate minutes that
were prepared prior to the payments which clearly state
that the payment of these personal expenses was the
agreed upon method of repaying the incorporation |oan.
Historically, payments of personal expenses of a share-
hol der by a corporation have been held to constitute

di vidends.  (Rreishetg v. cémsrsssioner, ¢ 79,420 T.C. M
(P-E) (1979).Y Wien a corporation MAKeS paynments to its
controlling shareholder, these payments are deemed to be
divided distributions unless the controlling sharehol der
can affirmatively establish their character. (WIson v.
Commi ssioner. 10 T.c. 251 (1948), affd., WIson™Bros. s
Co. v. Commissioner, 170 F.24 423 (9th GT. 1918).7
Accordi ngly, tne purden of proof is on appellant to show
that the payments of his personal expenses were not tax-
able dividends. (Appeal of Richard M. and Beverly
Bertolucci, Cal. ST.” Bd. of Equal., w~ay 4, 19/b.£ e
must conclude that appellant has not carried his burden
of proving that the payment ofhis personal expenses by
the corporation was in fact repaynent of the incorpora-
tion loan. In so concluding, we note that at all tines
the corporation had sufficient retained earnings to
warrant a distribution even though no dividends were
declared for the taxable years in issue.

Appel lant's alternative position is that the
payments -were |oans fromthe corporation to appellant.
|n” March of 1976, the anounts in guestlon were charged
back to the incorporation note and reclassified as [oans
to appellant. These alleged |oans were evidenced by a
note payable by appellant for $73,654.98.

Wiet her paynents from a corporation to a stock-
hol der represent |oans ortaxable dividends depends upon
all the facts and circunstances surrounding the transac-
tions between the sharehol der and the cogooration.
(Appeal of Albert r. and Belle Bercovich, cal. St. Bd. of
Equal., Mar. 25, 1968.) bpeC|TJcally, The question is
what.was the intent of the parties at the tine each pay-
ment was nade. (Appeal of Lynn P. and Sandra K. Jensen,
Cal. St. Bd. of Eguar—, JUl'y 29 1986 ] Tn ascertaining
this intent, special scrutiny must be' given to situa-
tions, such as the present appeal, where the sharehol der
is'in complete control of the corporation. (Baird v.
Comm ssi oner, 25 T.C. 387 (1955).) -
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As was discussed previously in this appeal,
appel lant was in conplete control of the corporation.
The reclassification of the paynents as "loans" is .
evi dence of the control asserted by appellant. It I's not
convincing evidence that at the tine the paynents were
made, appellant intended themto be |oans. ~Rather, we
must agai n conclude that when the payments were nade, the
intent was to pay appellant's personal expenses. Ihe
classification of the paynent was sinply left to a later
date. We do not find it persuasive evidence that appel-
| ant's accountant subsequently changed the corporate
books to reflect the payments as loans. In the Appeal of
Albert R and Belle Bercovich, decided by this board on
March 25, 1968, we stated that the treatnment of wth-
drawal s as | oans on corporate books is not conclusive
evidence of their ultinmate character, but "nerely one
fact t- we considered within the total factual picture."”
G ven all the facts, we nust conclude that the paynent of
appel l ant's personal expenses constituted dividends to
appel | ant . he action of respondent nust 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 | S HEREBY ORDERED, ADSIDGED AND DECREED,
pursuant to section 18595 of the Rrerenue and Taxation
Code, that the action of the Franchise Tax Board on
the protest of Ronald E. and Margaret D. Porter against
proposed assessnents of additional personal incone tax iIn
the amounts of $3,774.36, $3,669.74, and $222.48 for the
years 1974, 1975, and. 1976, respectively, be and the sane
I's hereby sustained.

Done at Sacramento, California, this 3rd day
of March , +A47, by the state Board of Equaliuezticn,
with Board Members M. Collis, M. Bennett, M. Carpenter
and Ms. Baker present.

Conway H Collis , Chai rman
W1 liam mBennett , Menber
Paul Carpenter . Member
Anne Baker* , Menber

,  Member

*For Gray Davis, per Governnent Code section 7.9
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