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These appeals are made pursuant to section 25867 of
the Revenue and Ta?ation Code from the action of the Franchise
Tax Board on the protests of the following appellants against
proposed ,assessments of additionql franchise tax in the
amounts' and"for .thg. ta.xable years indicated: :

ippellan t
-c

Chapman Estates, Inc. ’
Chapman Estates, II~c, ar
Chapman Terrace, inc.
Chapman Terrace, Inc.
Fairview Terrace Eomes

; Fairvies+ Terrace tiomes
Fairview Terrace Homes Xo. 2, Inc.
Fairview TerTacz Homes No. 2, Inc.
Fairview Tc?~fzce I-'lomes No. 2, Inc,
Harbor Part< Xstates

l E_Zarbor par;< zsta;;es
Harbor Pax:< zsta,tes

lib

Taxable Yea-f Amount

7/31/5& $ 46.97
7/31/55 -60.31
l/31/55 67.93
l/31/57 67.93
12/3J./56 1,100.23
12/31/57 l&66.97
3/31/57 -399.J:7

- 3/31/58 3F9.17
l 3/35./59 771.35
3/g_/% 399.06
s/31/57 399.G6
3/31/58 102.04
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Aweals of Sunny Homes, Inc.,. et_>&_..X~_.... -

Appellant

Harbor Park Estates h70. 2, Inc.
’ Harbor Park Estates No. 2, Inc.
Harbor Park Estates No. 2, Inc.

Harbor Park Estates No. 2, Inc.
Harbor'Park  Homes
Harbor Park Xomes
Harbor Park FIomes
Lambert IIomes, Inc.
Lambert Homes, fac.
Lambert Homes, Inc.
Lincoln Park Estates No. 2., Inc..
Lincoln Park Estates No. 2, Inc,
Lincoln Park Estates No; 2, Inc.
Nutwood Properties, Inc.
NuiJwood Properti_es No. 2, Inc.

_ Nutwood Properties h'o. 2, Inc.
Nutwood ProperLies No: 3, Inc.

Nutwood Properties No. 3, li;C.
h'utwood Properties No. 3, Inc.
Sunny E;omes, Inc.
Sunny Homes, hc.
Sunshine Terrace Homes
Trask Terrace I-iomes
Trask Terrace Homes
Trask Terrace Homes
Tustin Terrace tlomes

-. Valencia Homes, Inc.
Va.leI?Cts  tlcJ:ws  , Inc.
Va1enci.a homes Xo. 2, inc.
Valencia Harries No G 2, ITIC.
Waverly  20X&S, inc.
Waverly Homes No, 2, Inc,
Waverly Homes Eo O 3, hC.
Wavc-rly Hones No. 4, Inc.
?$averiy  %OilXS  Eo. 4, Inc.

Waverly Koxes X0, .5, Inc,

-d

Taxable Year Amount

5/31./55
5/31/57
5/31/5s
5/31/59
2/28/55
2/29/s
2/28/57
4,'3G/54
4/30/55
4/30/56
3/31/57
3/31./58
3/31/62
3/3l/58
12/31/58
12/31/a.
a/31/59
8/31/60
8/31/61
b/30/56
G/30/57
3/3l/56
2/28/57
2/29/56
2/28/58
1.1/30/57
5/31/59
5/31/60
9/30/60"
9/30/u.
5/3i/59
3/3l/57
2/28/59
11/30/57
11/30/56
11/30/57

$ 33.3.4'7
313.47
250.14
307.38
226.43
581.68
488.90
52.17
52.17
21.00

191.77
191:77
rbo.00 ..
72.62
31.55
426.20
463,14
491.32

3,077.23
2,233.57

151.88
36.90

372e18
372.18
387.08
44.93309.21

r,c50.93
1,025.oo a
1,100.00

25.00
7 26 , 94

- 25.00
40.33
40.33
63.7r
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Appeals of Sunny Ronxs, I~~I~~~_~et a l__-

The initial capital of each appellant from issuing
stock ranged from $300 to $1,200, except for appellant Trask

Terrace Homes, whose initial capital was $20,000.

Additional funds i,:ire advanced by certain private
individuals, hereafter referred to as iisubscrihers.'1  These
advances are compared with
table:

initial capital in the following

,
A d v a n c e s
CI---

Chapman Estates, Inc,
Chapman Terrace-, Inc.
Fairview Terrace Hones
Fairview Terrace Ho;nes

Eo. 2? I n c .
Harbor Pa-rk Estates
Harbor Park Estates No. 2

0
Harbor Park Hon;es
Lainbert Honies, Inc. . . . .
Lincoln Park Estates-.< No. 2, Inc,
Nutxood Properties, Inc,
NUtWo0c~ Properties No, 2,

Inc,
Kdtwbod Properties Eo. 3,

Ipc. ‘. .
Trask Terrace Hmes
Valencka Iio;;nes, Inc.
Valencia Homes X0, 2, inc.
\Javeriy IIomes Eo. 4, Inc ,,.
Waverly EOi;‘ieS NO. 5, TFiC.

a?-

$ 20,000 /
7,033

120,000

123,500 1,000
41,203 1,000

. 41,200 1,000
25,000 600
25,000 600

80,COO
45,500

50,250

45,500
25,0X
65,750
100,GGO

5,000
6,500

Initial
Capital

$ 300.
1,000
1,000

1,000 80 to 1
1,000 46 to 1

1,000

1,OO.Q 46 to l
20,003 .i to 1

600 110 to 1
1,200 83 to 1
1,000 5 t0 i
1,000 .7 to 1

Xati.0- -

67 to 1
7tol.

.120 to 1 .'

130 to 1
41 to 1
41 to 1
42 to l
42 to 1

50 to 1

The advai?ces ~YZXI subscyibers \!ei<,e obtained pursuant
.to w-rittei? ag;:eements each of which recited that the individual

agreed to loan a specified sum for a s:p2ci_Eic2il percentage of
net profits as dzfj.n& ia the a~reen;~rit zn(r: thzt the principal
and share of p;-ofit'were to be paid o;~ & specified date. T h e
subsc_ri.be_r; hos;ever, was given ai optio;; to cxte~d the time if
it appeared &'-,L ). ,a i: ty:Q :,-irofFQs  Kfii:Ld i~,ci~~~Lse.e

r; LNet p_rofics  ~JST~  defiilz(j  &S ppo~-._~.“; d~te~~i~ineti by
accepted accounting practices except that there were to be

11E



.o &peals of Sunny'Hones, Inc. et al^----- ___-_ ----LA--'

no deductions for (1) fees paid to builders based on perccnt-
ages of profit, (2) cOfi2pCn:;2CiGil  0.5 off.icers  , (3) entertcfin-
ment expenses, or (4) sharss of profit pald'to subscribers.

The agieement also provided:

The sale or issuance of this profit partici-
pation is authorized by a permit of the
COiXliSSj,Oi2er~  Qf COrpOTatiOi2S  Of the State Of
California and the profit participation
interest assigned herein is sujject to all
of the terms an3 conditions set forth in
said permit. e

4, permit was obtained froiil the commiss?_oner  authorizing the
issuance or sale of pro_<i'i participation agreements  upon

- condition that the agreements be deposited with an escrow
holder and that no sale OT transfer of any interest therein
be made without the writ.ten CGnsent of the commissioner.

Each appellant's me";:'cod of .coriductiilg business was
essentially the sa,me. The i.ni.tial capital and additional
advances by subscribers were used to purchase land. Secured
construction loans wc?re th?n obtained from lending institutions
2nd contractors were exqjloy-ed to build houses on the land.
The houses were then sold by a~pellznts. The subscribers

-. were paid according LO the agresmsnts.

Bhen ssj_es of ‘the devilopeil  property were cozpleted, ,,
a p p e l l a n t s were iiqilidzted and thzix renxixing assets were
distri'suted to the parent corpoxsti~n. Nest ok the distributed
assets Fqere interest-bearing Eotes giv2.r: by home buyers, Oine

_$ appellant also distributed stoc'k in a feZera1 2~e-zcy which *
financed home construction a-rid another distribilted  an uzsoid
lot.



xeals of sunny Ho-iies ; IiJTi_2I: 2 b..-<--_

No deduction is allowable for a distri-bution  of dividends;

In determining pihether the advances represented
capital or debt, the basic question is whether the funds were
advanced "at the risk of the business" with the expectation
of sharing in the profits of the ventmure or ~;'het'ner a definite
obligation was 'sought pajrable in any event. (Commissioner  v. -
Meridian G Thirteenth ,Ceaity Co.,

-+ TI_ le Gl?,ertee 6 T-us: Co
FM11-

133
132 F.2~1 182; United States v.

L iCYL1 - ’ .f
-._--..__,-2  ) F.2d 990.)

This presents an issue of fact to be determined in
the light of all the circumstances. (John-  C O .  V. COiIl-- - -
missioner, 326 U.S.,521 [90 L, Ed._1^_1__ 2731.) Appellants have the
burden of establishing.that the advances of funds are bona .

fide lozns. (BroadwaJr Drive-In Thlc_:atre-_c^_--_.II_-----_---_~_ , Inc. v. . United States,-11
. 220 I?. supp. 707.) The formaiities of they&ties' agreements
are relevant but not eontrolling, orp.,
4 T.C. 1158, aff'd, 150 F.2d 885; Goodin;&usenent  Co.,
23 T.C. 408.)

" We have carefully considered the arguments presented
and authorities cited.by ezcl-, party. For the reasons here-
after stated we have coneLuded, except in the case of appellant
Trask Terrace Homes, that the funds advanced by subscribers
constituted invested capital and that the distributions of
earnings thereon are not deductible,

. The agreements under which ‘the funds in .que~tion
were advanced recite that a loan of money is being- made,

.'provide for repayment on a certain date, and pvovide for
consideration for thi3 use of the *F*lA,mA.lA1,i.s. Kowaxir, other
provisions of the agreeme-nts describe the consideration as
a sha-re of p-refit and refer to the inte-rest acquired as a
"profit participation interest." The agreements have also
been qualified as securities with the California Corporations
Commissioner, T'he agreements are ambiguous and no controlling
.inference may be drawn from them,

The funds advanced were necessary to purchase land
which was required to launch appellants' businesses. $3here
advances are necessary to launch an entern-=-ise a strong
inference g~;rife. f-hat i;hey ;;re i;j7.res$--$  &i-jta{, (Sher~jocJ~
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Appeals ofSunny HomesAInc.,  et al.

I n c . , T.C. Memo., Dkt. Nos. 85900, 86354, 86355, Feb. 12, 1964.)

With the exception of appellant Trask Terrace Homes,
we have concluded that each appellant was inadequately
capitalized to accomplish its' corporate purpose.-, Funds obtained
from issuing capital stock designated as such varied in
amounts from $300 to $1,200, scarcely more than sufficient to
pay no-rmal organization expenses. The ratios of the advances
to designated capital ranged from 5 to 1 to 130 to 1. This
corporate i'thinness'i denotes the risk assumed by the subscribers.
When considered with other facts, undercapitalization has often
been held sufficient to support a findin g that amounts designated
as loans are actually invested capital, (mys~_, 9 T. C.
S87. The Colony-v
357'u s 2s [2 ;, I;?

26 T.C. 30, rev'd on other grounds,
?

supra: i2. T.C. 2;1:
2d 11191; Sherwood Memorial GardaInc.,  .,

;ff'd, 350 F~-%%)

Appellants contend that goodwill and past business
. performances of persons a,ztively engaged in appellants'

operations should be considered in valuing the capital of
appellants. No value can be attributed to goodwill, however,
since it has no exlstexce. e:rce? t in connection with a going
concern. (Grace J3r_o_s, v. Con:S_ssioner,  173 F.%d 170.) It-.._-_le-
would be hT,ghly speculative to place a value on the ability
of tiersons engaged in the operations, Succes s fu l  perfo-rmance
in the past would reduce i;he subscribers' risk to some extent,
but we cannot say that past perfo;%ances substantially removed
the risk,

. . . . . :
‘Ii’he risk 'undertaken by the subscribers is illustrated

by comp&ring' their rights M_th those of acknowledged creditors.
Llthough the rights of subscribers were not subordinated by
J-1 A.-me ~ern:s 0:: their agreements, superior repayment rights existed
for all major creditors. The construction loans by institutional
lenders o;ere secilred ai~~&~those  F:'ho ?rovi.ded material and labor
had the right to statutory liens. In contrast, the subscribers
had to rely entirely upon the success of the business. This :
wc?s so regsrdieas or’ the fact v;hich appellants emphasize, the
fact that thz agreements provided a fixed date for repayment.
The secondary nature. of the subscribers' rig:hts and their
reliance, on the success bf the business strongly indicate that
their advzn,zes r;;ere con tri,buJ;ior.3  'co c ; 0 -i. 1, pc_  ;_ *, ( S:r;.e>;*fiDG

___-__e

62,

121



& p e a l s  of 31n__@*~~~_Inc.  L_ cta5, - ___

1363’62, June 30, 3.964, afr'd, 345 F.2d 180; Ma_ry ~uerr,
30 T.C. 944.j

.

In a%1 materi.al respects the interest of a slibscriber
was indistinguishable from ~~~'Xat of a prefexed stockholder.
A subscri.ber assumed .the f~T1 risk of business failure. He
could share in business growth and obtain addLtiona1  profits
by exercising his option .to.extcr;d the date of repayment.
His right to earnings on funds advanced ~,,a.s conditioned solely
upon the existence of profit and'was measured by the amount
of profit. II.2 LJ~S granted a preference over common stockholde?s
and his right was subordinated to the -rights of major creditors.
While he had no right to vote or part.i.cipate in management,'. these factors are c,ommon %ttributes of preferred stock.
(Jordan Co. v. Allen, 85 F. Supp. zr.37.) And the analogy to---x__cII
preferred stock is not destroyed by the existence of a fixed
.date for‘repayment.  $?ac Southwest Realty Co. v. XcColgan,-~.L---__..--~----^ __-^&I_

53 C,al, App, 2d 549 [I28 Z?,2d S6j.j

P, distinction must be drawn with respect to appellant
Trask Terrace iiomes  D T’hC? rati. of subscS_bers’ acivances to

0'
initial'capital for Trask TZTTZ3Ce i-lames was approximately
1 to 1 and there -i.s no s.ho\;;ing that the adv;Lnces were neces--
sary to launch this appell~nt's Susiness. We conclude that
the shares of profit paid to subscribers by this appellant
'constituted interest on indebtedness.

. .

Respo n d e n t also disalJ_o>:ed the deduction of amounts
of profits paid to a fen persons pursuant to transactions other
thZ~il thOSE! which ;le have described. T’nese transactLons a-r2
IXZntioned very brieflj7 Fil the ITeCOi-d. They have not been
described in sufZl.ci~~nt detail to establish that respondent' erred.
Appe1Iant.s have r'ailed to sustain t'heir burden of proving that
these amounts constituted deductible interest,

_p A further question is whetker distributions by some
of the appellants of their businesses or property to their
parent corporation in liquidation constituted reorganizations.

Norma?_  3-y  ) the income of a corporation for its final



.a. &peals of Sunny Homes&c_et al.

Section 23251, subdivision (d), of the Revenue
and Taxation Code provides that a reorganization include's:

.
. . . a distri3ution in. liquidation . . . by . -. l

a bank'or corporation of all or a substantial
.portion of its business or property to a

bank or corporation stockholder, and the
bank or corporation stockholder continues
all or a substantial portion of the business
of the liquidated bank or corporation....

‘.

.

Respondent's, position is that collecting on notes .
was part of each subsidiary's business of subdividing land
and building and sell.in,m houses and that reorganizations
resulted because the parent continued the collections.
Appellants contend that no reoi,-7snizations resulted because
.the major business of each subsidiary vanished with the
completion of the construction and sale of homes.

We believe that appellants' contention is correct.
Although collecting on notes was part of each subsidiary's
business of subdividing land ai>d building and selling houses,
it was not "all or a substantial. portion of the business."
The bulk of the business formerly carried on by each
subsidiary ceased upon liquidation. The fact that the
parent continued the collections is not sufficient to bring
the liquidatin,0 distributions within the termsofsection 23251,
subdivision (d), of the Revenue an3 Taxation Code.

ORDZR--AC-

Yursuant to the vi.ei<s expressed in the opinion of
the board on file in this proceeding, and good cause appear- -.
,ing therefor,

IT -J-s Ip~~~~y O?DZRJ?J, LD JUGGsD  i!ilsz DEC?sm,  pursuant
to section 25667 of the Revenue and- Taxation Code, that the.
action of tPLe F'-ranclzise  Tax EoarG oi7 t'r;e p~o-i~.sts of the
following appellants against proposed assessae;lts of additional

123



Appeals of Sunny Homes, Inc%et al.

franchise tax in the' amounts and for the taxable years
indicated, b.2 modified in that the subscribers', advances
to Trask Terrace k!omes are to be treated as loans and the
distributions in liquidation of the appellants are not to be
treated as reorganizations, In all other respects the actioq
of the Franchise Tax Board is sustained. ..

&A

Chapman Estates,
Chapman Estates,
Chapman Terrace,'
Chapman Terrace,
Fairview Terrace
Fairview Terrace
Fairview Terrace
Fairview Terrace

No. 2, Inc.
No. 2, Inc,

Fairview Terrace Eomes so. 2, Inc.
Harbor Park Estates
.Harbor Park Estates
Harbor Park Xstates

0
Harbor Park Estates No. 2, Enc,
H a r b o r  P a r k  Estites  KS;‘. ‘2, I-at.

_. Harbor Park Estates No, 2, Inc.
Harbor Park Estates No, 2, Inc.
Harbor Park Homes
Harbor Pa-rk Homes
Harbor Park Homes
Lambert Homes, Inc.
Lambert 'Homes, Inc.
Lambert Homes, ‘Iild.
Lincoln Park Estates No. 2, Inc.
Lincoln Park Estates X0,.2, Inc.
Lincoln Tark Estates No; 2, Inc.
Nutwood Properties, Inc.
Nutwood  Prprt:‘,es >;a, =5, Ifice
NutiGood l?ro:2ZLT'CiZS
,ktwood  ’

x0. 2, Inc,
zrol;zyt”*?s  z<oe 3, Inc.

Nutwood Properties No, 3, Inc,
Nutwood ~Properties .X0, 3, Inc,
&Any 7rOiGZS, inc.
Sunny Eomes, kc,
Sunski_sc TZZiY&CZ K-',c;iiYE!S

Taxable Year

7/31/54
7/31/55
l/31/56
l/31/57
12/X/56
12/31/57
3/31/57
3/31/58
;;;:;;9'r
.3,3J_/5Y
.3/31/5S
5/31/56
5/31/57
5/31/58
5/31/59
2/28/55
2/23/56
2,'28/57
4/30/54
4/30/55
4/30/56
3/31/57
3/31/5S
3/31/62
‘3/31/58
E/31/58
12/31/61
e/31/59
b/31/60
s/31/61
S/30/56
6/50/57
3'/31,/5;

Amount

$ 46.97
60.31
67.93

67.93
1,10&23
l&66.97
399.17
399.17
771.95
399.06
399.06
102.04
313.47
313.47
250.14
307.38
226 . 43
581.68
488.90
52.17

-52.17
21.00

191.77
191:77
100.00
72.62
31.55
426.20
463 . 14
491.32

3;077.23
2,233.57

151.8s
36.93
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*.. . Appeals of. Sunny Homes, Ins et al.

Taxable Year Amount

Trask Tcrrsce Eomes
Trask Terrace Ames
Tyask Terrace Ho-ms
.Tustin Terrace'Homes
Vglencia Hones, Inc,
Valencia Homes, inc.
Valencia Eomes' No, 2, Inc.
Valencia Homes Eo. 2, inc.
l4avekl.y Homes, Inc.
Waverly HOMES No. 2, Inc.

Wave-rly Homes No,.3; Inc.
Waverly Homes No. 4, Inc; ”
Waverly Homes No. 4, Inc,
Waverly Homes No. 5, Inc.'

O f

0
Done at

August ),

2/25/57 $ 372.18
2/29/56 372.18.
2/28/58 387.08
11/30/57 44.93
5/3i/% 309.21
5/31/60 1,050,93
9/30/60 1,025.OO
9/30/61 1,100,00
5/3J-159 25.00
3/31/57 726.94
2/28/.59 z5.00.
u/30/57 40.33
lL/30/56 4oe33
11/30/57 61.71

c. .. ATTEST: Secretary
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