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BEFORE THE STATE BOARD OF EQUALIZATION
OF THE STATE OF CaLIICENIA

I n the Matter of the Appeal of g
ARTHUR 4NL KATk C. HETIHMANN )

Appear ances:
For Appellants: R J. Swenson, Certified Public Accountant

For Respondent: Crawford H. Thomas, Associate Tax Counsel

OPl NI ON

This appeal is made pursuant to Section 18594 of the Revenu
and Taxation Code from the action of the Franchise Tax Board on
the protest of Arthur and Kate C. Hei mann against a proposed
assessment of additional personal incone tax in the anmpunt of
$571.03 for the year 1955.

The sole question before us relates to anmounts deducted
bK Appel lants as bad debt |osses under the follow ng circunmstances
The various amounts in question wll be referred to as "advances™
because whether they were in fact loans is one of the points at
| ssue.

_ Appellants are the parents of John Heimann, who, at the
thnfg mentioned herein, was married and the father of four
chi | dren.

Appel [ ant's son enjoyed working with youth and hoped to
meke a profitable venture of it. Conmencing in September 1948 the
son operated a business called the Wakoda Lodge, which consi sted

of arranging for and conducting excursions and canps for boys. He
experienced a net loss of €1,042.50 in 1949 and net profits’ of
$1,400.06, $1,978.19 and $915.95 in 1950, 1951 and 1952, respec-
tively. "By the end of 1951, the business had a deficit of
$10,531.81 and at the end of the year 1952, a deficit of
$16,235.26. The liabilities et the end of 1952 totaled $20,537.66
agal nst assets val ued at $4,302.40.

Fromthe start of the business in 1948 to April 1, 1950,
Aggellants advanced to their son nore than $7,500. In April of
1950 they obtained from hima promssory note for the latter
amount. ~ They advanced additional anmounts of $500.00, $1,853.68
and :838.33 in the years 1950, 1951 and 1952, respectively.

In Septerber 1952 the son ceased oPerating t he Wakoda
Lodge and obtained enploynent as a private school athletic director
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at a salary of $3,100 for a work-year of ten nobnths. ¢n a part-
time basis, he conducted activities of the type he had carried on
In operating Wakoda Lod%e, There is no indication that these
activities were profitable.

_ Cn Cctober 8, 1952, Appel | ant Kate Heimann executed a Wll
whi ch stated in part that:

| authorize ny trustee or trustees, in his or their
sole discretion, to grant extensions of tine to anY
of ny children who are the makers of prom ssory notes
held by ny trustee or trustees, to the end that said
makers shall be exPected to make reasonable paynents
upon said notes only after reasonable allowances for
taxes and |iving expenses.

_ In 1953, Appellants advanced .4,016.61 to their son and
paid $1,615.74 to a bank as guarantors of a note on which their
son had defaulted. On their personal inconme tax return for that

year Appellants deducted as a bad debt the amount which they had
paid to the bank.

Further advances were made by Appellants to their son in
1954 and 1955 in the amounts of $1,453.13 and $1,221.10 for each
year, respectively.

I"he son filed a voluntary petition in bankruptcy in 1955
and was dlscharged as a bankrupt” in the same year. He'listed his
total debts as $26,176.05, i ncl uding the amounts advanced by _
Appel | ants.  The follow ng statement appeared on the schedule wth
reference to the advances by Appellants:

Loans from petitioner's father. These are in
two categories: (1) from 1950 through 1953
petitioner's father assisted himin the payment
of nunerous business debts in the approxinate
amount of 15,425.44 on the understandi ng that

If petitioner"s business was ever sufficient to
enable himto repay these anounts then he would
do so. (2) In 1954 and 1955 petitioner's
father has nade |oans in the anount of §2,674.23
on the understanding that these were to be repaid
prorate along wth other business indebtedness
of petitioner.

The schedule listed assets in the amount of 4,313.74, consisting
of household furniture subject to a nmortgage and an autonobile.
None of the creditors, however, received any payments through the
bankr upt cy Proceed|ngs. The Appellants, who knew the financia

condition of their son, did not file claimns.

. The son had never repaid any part of the advances made to
him by Appellants and they have never made any effort to collect.
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On their personal incone tax return for 1955, Appellants
took a bad debt deduction in the anount of $17,382.85, represent-
ing suns they had advanced to their son up to and |ncfud|ng t he
year 1955, exclusive of the deduction that they took for 1953.

Respondent di sallowed the deduction on the grounds that
no bona fide debt existed and that if there were such a debt it
became worthless prior to 1955.

Section 17207 of the Revenue and Taxation Code provides
that "There shall be allowed as a deduction any debt wnhich becones
worthless within the taxable year ..." The benefits of the
federal counterpart of this section are applied very sparingly to
intra-famly transactions, which are subject to especially rigid
scrutiny. No deduction for a bad debt based upon such a trans-
action is allowed unless there is an affirmative show ng that
there existed at the time of the advance a real expectation of
regaynent and an intent to enforce_ collection. (E. J, Ellisberg,
9 T.C. 463; Evans Clark, 18 T.C. 780, Leonard Henly Bernheim,™
T.C. iMemo., DKTU. Wo. 20117, Nov. 10, 1950.) The required show ng
is not met nerely by exhibiting a prom ssory note, valid in form.
(Estate of Van Anda, 12 T.C. 1158, aff'd, 192 F.2d 391.) And
where repayment 1s contingent upon the occurrence of an event,
such as the success of a venture, no debt arises unless the event
occurs. (Evans Cark, supra; Julius Schnmutz, T.C. lMemo., Dkt.

No. 109555, March 27, 1943, aff'd, 139 F.2d 701, Bercaw V.
Conmi ssioner, 165 F.2d 521; Al exander & Baldw n, TTd. V. Kanne,
T90 F.zd 153.)

_ The previously quoted excerpt from lMrs., Heimann's Wi || was
introduced in an effort to show that Appellants intended to

col lect the advances. The will stated that any of Ms. Heimann's
children who are mekers of notes held bY her trustee shall be
expected to make reasonable paynments only after reasonable allow
ance for taxes and |iving expenses. Kot only does this show a
conditional obligation in itself, but there’is nothing to estab-
lish that the one note here in question was, or that 't was
contenplated that it would be, "held by her trustee."”

Assum ng that the advances made in the early stages of the
operation Of the Wakoda Lodge were made with a real expectation
pT repayment, it is neverthel ess apparent that repaynent was
intended to be contingent upon the success of the business. That
this contingency existed is manifested by the statement in the
schedul e of debts filed in the bankruptcy_Proceed]ngs that the
advances were fon the understanding that if petitioner's business
was ever sufficient to enable himto repay these anounts then he
woul d do so." There is no testinony or other satlsfactor¥ evidenc:
contradicting the statement and it i's supported by the fact that
Appel I ants never sought repayment,

_ Aiter the business had been operated for a time, it becane
evident that it was not going to be successful. The business
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) di d not show nore than a nominal profit in any year. By the end

of 1951, a deficit of nore than $10,000 had accunul ated and the

deficit increased to over $16,000 by the end of 1952, At that

tinme Appellants' son obtained a posSition at a sal ar% that was
hardly sufficient to support hinself, his wife and his four
children, aside from the possibility of paying many thousands of
dollars in debts, H's financial condition did not”inprove after
1952 and there were no reasonable prospects that it woul d.
Appel I ants thensel ves denonstrated a recognition of the hopel ess-
ness of the situation by deducting as a bad debt in 1953 the
arrtount which they had paid to a bank as guarantors of their son's
not e.

_ Vi ewed objectively and realistically, the facts and
circunstances of this case lead to the conclusion that with
respect to all of the advances, repaynent was either not truly
ex,)ect ed or was conditioned upon events that never occurred. It
follows that no deduction nay be permtted.

ORDER

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

o I T_|'S HEREBY (RDERED, 4DJULGED AID DECREED, pursuant to
Section 18595 of the Revenue and Taxation Code that the action
of the Franchise Tax Board on the protest of arthur and Kate C
Hei mann agai nst a proposed assessment of additional personal
incone tax in the ampunt of $571.03 for the year 1955 be and the
sane is hereby sustained.

Done at Pasadena, California, this 26th day of February,
1963, by the State Board of Equalization,

John #. Lynch , Chai rman
Geo. R Reilly , Menber
Paul R Leake __, Menber

, Member

, Menber

ATTEST: _Dixwell L. Pierce , Secretary
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