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BEFORE THE STATE BOARD OF EQUALI ZATION
OF THE STATE OF CALI FORNIA

In the Matter of the Appeal of ;
GRACE R. GLASER )

Appear ances:
For Appellant: Nathan Schwartz, Attorney at Law.

For Respondent: W M Walsh, Assistant Franchise Tax Comm s-
€£oneri James J. Arditto, Franchise Tax
unsel .

OP1l NI ON

This appeal is made pursuant to Section 19 of the Personal
Income Tax Act (Chapter 329, Statutes of 1935, as anended) from
the action of the Franchise Tax Commissioner in overruling the
Protest of Gace R daser to a proposed assessnent of additiona

ax in the amount of $357.96 for the year ended Decenber 31, 1936.

Appel lant in 1936 was the owner of 60 shares of capital stock
of the lroquois Investnent Corporation, a California corporation,
the remaining 40 shares of which were owned by her son, Caryl S.
Fleming. Both were residents of California. "In 1932 the Corpo-
ration had purchased from Appellant certain securities, real
estate and other assets for §1,318,479.48, the consideration
therefor being a(fronlssqry note, bearing interest at the rate of
2% per annum_ and providing for annual installnent payments of
principal. The Corporation had also purchased certain assets of
a value of $134,123,77 from Caryl S. Flemng on simlar terns.
Appel l ant rented a residence fromthe Corporation and in the
year 1936 paid a rental of $6,000,00 therefor, the rental being
credited against interest due her on the promssory note given
Per by Lﬁg corporation in connection with the sale of the securi-

ies foit.

The Conmi ssioner determned that the Corporationwas a per-
sonal hol di ng conpany within the meaning of Section 2(o) of the
Act and that its income for the year 1936 was taxable to its
stockhol ders under Section 34, providing as follows:

"For the purpose of this act a personal holding
company whether or not organized under the |aws

of this State shall not be recognized as a |ega
entity separate and distinct from the shareholders
theredof. " Any such conpany having more than one
sharehol der shall be deened a partnership.”

Appel I ant contends that as the Corporation was subjected to
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a tax nmeasured by its net income for the year 1936 under the Bank
and Corporation Franchise Tax Act, taxation of the corporate
income to its stockhol ders under Section 34 of the Personal [nconme
Tax Act is inproper since it involves the recognition of the
corporate entity under the Bank and Corporation Franchise Tax Act
but the disregarding of that entity under the Personal I|ncone Tax
fc%tandAtPe treating of the Corporation as a partnership under the
atter Act.

. There is, of course, no constitutional objection to the tax-
ing to a sharehol der of dividends even though the cor&grate I ncome
which is the source of the dividends is also taxed. Welch v.
Henry, 305 U. S. 134, 143. The authority of the LegisTature to
Impose an incone tax on shareholders of a personal hol ding conpany
on the basis of the undistributed Prof|ts of the conpany as pro-
vided by Section 34 of the Personal Incone Tax Act, has already
been uphel d. McCreery V. McColgan,l7 Cal. (2d4) 555. Nor does
the Appellant's positron fare any better on grounds of statutory
construction. In the first place, the Conmm ssioner's determ na-
tions respecting the tax liability of the Appellant herein and
the Iroquois Investment Corporation are not necessarily inconsis-
tent as a matter of |aw since Section 34 of the Personal Incone
Tax Act expressly states "For the purpose of this ict" a personal
hol di ng gon?any Shall not be recongized as a legal entity separate
and distinct fromits shareholders. Then, too, from the stand-
point of the policies expressed in the Bank and Corporation Fran-
chise Tax and Personal Incone Tax Acts, there is no inconsistency
in the Commssioner's actions. A franchise tax neasured by net
I ncome applies to the income of the Iroquois Investnent Corpora-
tion because it is engaged in doing business in this State and does
not fall within the exenption accorded hol ding conpanies by the
Act.  (See Appeal of lroquois Investnment Corporation, decided
this day.) “A personal incone tax neasured by her share of the
undi stributed profits of that Corporation is due from the Appel-
lant, in lieu of such tax as mght be due from her on any dividends
aid to her by Corporation, in view of the legislative determ na-
ion, the validity of which was uphel d in the McCreery case, that
such a method of taxation was advisable as a neans of preventing
tax avoi dance.

Al though we have concluded that the Conm ssioner acted prop-
erly in determning that the Iroquois Investnent Corporation was
a personal hol ding conpany within the npan|n? of the Persona
Income Tax Act, there remains the question of the correctness of
his action in taxing to Appellant 90.76% of the adjusted net
incone of the Corporation, In conputing Appellant'sshare of
the undistributed net income of the Cor dration the Comm ssioner
di sregarded her 60% stock ownership and, after adjusting that
incone through the exclusion of the $6,000 i ncone and $8,772.79
expenses incident to the residential properties conveyed by the
Appellant to the Corporation, regarded as her share of the ad-
+usted net income that proportion thereof as the assets trans-

erred by her to the Corporation bore to the total assets trans-
ferred to it by her and her son
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_ The Conmi ssioner seeks to justify his action in this connec-
tion by Section 24 of the Act, which provides as foll ows:

"In any case of two or nore organizations, trades or
busi nesses (whether or not incorporated, whether or
not organized in the State of California, and

whet her or not affiliated) owned or controlled
directly or indirectly by the sane interests, the
Commi ssioner is authorized to distribute, apportion
or allocate gross income or deductions between or
among such organi zations, trades, or businesses, if
he determnes that such distributions, apportionment,
or allocation is necessary (1) in order to prevent
evasi on of taxes of any taXﬁayer t axabl e hereunder

or (2) clearly to reflect the income of any such
organi zations, trades, or businesses where the incone
of any taxpayer taxable hereunder is affected thereby
in such manner as to permt evasion of taxes,"

_ W have some doubt as to the applicability of this Section
in this present case, since it appears to authorize only the
real | ocation by the Comm ssioner of incone between or anong two
or nore organizations, trades or businesses, whereas the Comm s-
sioner has herein merely determned the extent of the respective
interests of Appellant and her son in the Iroquois |nvestnent
Cor poration

Irrespective of that Section, however, we are not prepared
to say that the Comm ssioner acted unreasonably in looking to
the total assets conveyed to the Corporation by Appellant and
her son, rather than to their stock ownership, in determning
their respective interests in the Corporation. He was entitled,
In our opinion, to look into the realities of the situation to
ascertain E?elayreal equitable |nterestijlg;th%,peLsonal hol di ng
conpany. ee (egory V. _Helvering 293 U o 465; K aqins. v.
Smth, 308 U S . HisconclTusion as to the unrealistic
character of the stock ownership as an indication of real owner-
ship finds support in the action subsequently taken in 1938 Pursu-
ant to agreenent between the Corporation and its two stockhol ders.
That agreenent provided for the transfer of the assets of the
Corporation to the stockholders in proportion to their respective
transfers to it under the agreements of My, 1932, and for the
cancellation of the promssory notes executed by the stockhol ders.
The concl uding paragraph of the 1938 agreenent reads:

"It is the intention and ﬁurpose of this agreenent
that all of the parties hereto do and per orn1ewyy
act necessary to place each of the parties as nearly
as possible 1n the sane position as though said
ag{eqnent of May 20, 1932, had never been entered
into,

No dividends were ever distributed by the Corporation on
the basis of stockholdings, or otherwi se, "and so far as we are
informed no other action was ever taken by the Corporation which
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i nvol ved recogm“on of the s_tockholdlngs of the Appel | ant and_
her son as indicative O their respective real interests therein.
In the lightof these circunstances we cannot say that action of
tﬁe Comm Ssioner in regarding as Appellant's incone such portion
of the income of the Corporation as assets contributed by her to
It bore to the total assets contributed to it by her and her son
was unreasonabl e or inproper.

On one point, however, we_do not believe that the Commig-
sioner's action was correct. Before assigning to ApPeIIant her
share of the income of the Corporation., he adjusted that incone
bK elimnating fromgross incone the &ﬁé,ooo in rents received by
the Corporation from Appellant for one of the real properties
conveyed by her to the Corporation and by elimnating from deduc-
tions the $8,772.79 for repairs, depreciation and insurance on
those properties. At the sane tine, however, the Conm ssioner
I ncluded the value of the pro' perties in determning the portion
of the Corporation's assets contri buted b){] Appel | ant. Apart from
his citation of Section 24 of the Act, the Conm ssioner was offered
no explanation or justification for this adjustnment of the Corpo-
ration's income and his action in this respect was not in our
opi nion authorized by |aw.

~Pursuant to the views expressed in the opinion of the Board
on file in this proceeding, and good cause appearing therefor,

IT I'S HEREBY ORDERED, ADJUDGED AND DECREED that the action
of Chas. J. McColgan, Franchise Tax Conmi ssioner, in overruling
the protest of Gace R Gaser to a proposed assessment of addi -
tional tax in the amount of $357.96 for the year ended Decenber
31, 1936, pursuant to Chapter 329, Statutes of 1935, as anended,
be and t he sane is hereby nodified as follows: Said Commissioner
IS hereby directed to include the $,000 in rents paid by said
Gace R "Gaser to the Iroquois Investment Corporation in the
gross incone of that Corporation and to allow the deduction from
such gross incone of $8,772,79 for repairs, depreciation and
I nsurance on the real properties conveyed by her to said Oorﬁo-
ration in conPutlng the net income of 'said Corporation for the
purpose of allocating to said Gace R d aser her P'rOper share of
the net income of said Iroquois Investnment Corporation under
Section 34 of said Act; .in all other respects the action of the
Conm ssioner is hereby sustained.

Done at Sacramento, California, this 11th day of My, 1944,
by the State Board of Equalization.

R E. Collins, Chairman
Wn G Bonelli, Menber

Go. R Reilly, Menber
Harw B. Rl eK/ia Menber
J. H Quinn, mber

ATTEST: Dixwell L. Pierce, Secretary
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