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BEFORE THE STATE BOsRD OF EQUALI ZATI ON
G- THE STATE OF CALIFORNIA

I n the Matter of the Appeal s of g

SUNNY HOMES, INC., ET AL. )

Appearances :

For Appellants: OvenG.Fiore and David Geene Lilly
Attorneys at Law

For Respondent: 4, Ben Jacobson
Associate Tax Counsel
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These appeals are made pursuant to section 25867 of
t he Revenue and Taxation Code from the action of the Franchise
Tax Board on the protests of the follow ng appellants agai nst
proposed assessments Of additional franchise tax in the
amounts' and for the taxable years indicated:

tppellan t Taxabl e Yea-f  Amount
Chapnman Estates, Inc. 7/31/54 $ 46.97
Chapman Estates, 1Inc... 7/31/55 -60. 31
Chapman Terrace, inc. il 1/31/5%5 67.93
Chapman Terrace, Inc. 1/31/57 67.93
Fairview Terrace Homes 12/31/56  1,100.23
. Fairview Terrace Homes 12/31/57  1,4606.97
Fairview Terrace Homes No. 2, Inc. 3/31/57 399,17
Fairview Tercace Homes No. 2, Inc. - 3/31/58 399.17
Fairview Terrace Homes NO. 2, Inc.,  3/31/59 771.35
Harbor Park Zstates 3/31/58 399. 06
Harbor Park Estates 3/31/57 399.06
Harbor Park Sstates 3/31/58 102. 04
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. Nutwood Properties No. 2,

Nutwood

Waverly

Appeals of Sunny Honmes, Inc.,.

et al.

Appellant
Har bor Park Estates No. 2, Inc.
" Harbor Park Estates No. 2, Inc.
Har bor Park Estates No. 2, Inc.
Har bor Park Estates No. 2, I|Inc.

Harbor Park Hones

Har bor Park Howes

Har bor Par k Homes

Lambert Homes, Inc.

Lambert Hones, Inc.

Lambert Hones, Inc.

Li ncol n Park Estates No. 2, Inc.

Li ncol n Park Estates No. 2,Inc.

Lincoln Park Estates No; 2, Inc.

Nutwood Properties, Inc.

Nutwood Properties No. 2, Inc,
| nc.

Nutwood Propexties No: 3,Inc.

Properties No. 3,Inc.

Nutwood Properties No. 3, Inc.

Sunny Homes, | nc.

Sunny Hones, Inc.

Sunshi ne Terrace Homes

Trask Terrace Homes

Trask Terrace Homes

Trask Terrace Hones

Tustin Terrace Homes

Val enci a Hones, Inc.

Valencia Homes . Inc.

Valencia Howes No. 2, Inc.
Val enci a Homes No . 2, Inc.
WaverlyHomes, I NC.

Waverly Honmes No, 2, Inc,

Waverly Honmes YNo . 3, Inc.
Waverly Hones No. 4, Inc.
Waverly HomesNo.4, | nc.
Homes No. Inc.
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Taxabl e Year Amount
5/31/56 $ 33.3.4"7
5/31/57 313.47
5/31/58 250.14
5/31/59 307.38
2/28&/55 226.43
2/29/56 581.68
2/28/57 488.90
4/306/54 52.17
4/30/55 52.17
4/30/56 21.00
3/31/57 191.77
3/31/58 191.77
3/31/62 100.00
3/31/58 72.62
12/31/58 31.55
12/31/61 426.20
§/31/59 463,14
8/31/60 491.32
8/31/61 3,077.23
6/30/56 2,233.57
6/30/57 151.88
3/31/56 36.90
2/28/57 372,18
2/29/56 372.18
2/28/58 387.08
11/30/57 309.92
5/31/5%

5/31/80 1,050.93
9/30/60 " 1,025.00
9/30/61 1,100.00
5/31/59 25.00
3/31/57 72,9
2/28/59 T 25.00
11/30/57 40.33
11/30/56 40.33
11/30/57 61.71

d corporations engaged in
They were at all times

ion, Sunny BHomes, Inc.,

three individuals.
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Appeal s of Sunny Homes,Inc., et al.

Theinitialcapital of eachappellant from 1 SSuing
stock ranged from $300 to $1, 200, except for appellant Trask
Terrace Hones, whose initial capital was $20, 000.

Additional funds were advanced by certain private
i ndividuals, hereafter referred to as 'subscribers.’ These
advances are conpared with initial capital in the follow ng
tabl e:

[nitial
Advances Capi tal Ratio
Chaprman Estates, Inc. $ 20,000 $ 300 67 to 1
Chapnan Terrace-, Inc. 7,000 1,000 7 to 1~
Fairview Terrace Hones 120, 000 1, 000 120 to 1
Fairview Terrace Homes

No. 2, | nc. 123, 500 1, 000 130 to 1
Har bor Pa rk Estates 41, 203 1, 000 41 to L
Har bor Park Estates No. 2 - 41, 200 1, 000 41 to 1
Har bor Park Homes 25, 000 600 42 to 1
Lambert Homes, |nc. o 25, 000 600 42 to 1
Li ncol n Park Estates

No. 2, Inc. 80,000 1, 000 80 to 1
Nutwood Properties, Inc. 45, 500 1,000 46 to 1
Nutwood Properties No, 2,

Inc, 50, 250 1, 000 50 to 1
Nutwood Properties No. 3,

Inc. - . 45,500 1,000 46 to 1
Trask Terrace Homes 25,000 20,000 ‘1to 1l
Valencta Howmes, |Inc. 65, 750 600 110 to 1
Val enci a Homes Xo. 2, inc. 100,00 1, 200 83 to L
Vaverly Homes No. 4, Inc . 5, 000 1, 000 5 toi
WaverlyHomesNo. 5, 1Imc, 6, 500 1, 000 7to 1

The advances from subscribers were obtained pursuant

to written agreements each of which recited that the individual
agreed to | oan a specified sum for a specified percentage of

net prof|ts; as definedintheagreementandthat the principal

and share of profit were to be pald on & specified date. T h e
subscriber, however, was gi ven aa opticn to cxtend the time if

It appeared that the profits would increcase.

oined by
0 be

Iy

it
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Net profits were deiined as profits de

it
accepted accounting practices except that ther ere
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. Lid
section 24344 of the California

&peal s of Sunny Howes, Lnc., at. al.,

no deductions for (1) feespaidto builders based on pexrcent-
ages of profit, (2) compensationof officers, (3) entertain-
ment expenses, or(4)sharesof profit paid to subscri bers.

The agreement al so provi ded:

The sale or issuance of this profit partici-
pation i s authorized by a permt of the
Cowmissioner ofCorporationsorthe State Of
California and the profit participation
interest assigned herein is subject to all
of the terns an3 conditions set forth in
said permt.

permt was obtained from the commissioner authorizing the
i ssuance or sale of profit participation agreements upon
condition that the agreewents be deposited with an escrow
hol der and that no sale or transfer of any interest therein
be made without the written consent of the commissioner.

Each appellant's wethod of conducting business was
essentially the same. The initial capital and additional
advances by subscribers were used to purchase land.  Secured
construction |oans wexre then obtained from lending institutions
énd contractors were empioyed to buiid houses on the land.

The houses were then sol d by aspellants. The subscribers
were paid according to the agreewments.

When s&ales of the developed property wexe completed,
appel lants Were liguidated and their remaining assets were
distributed to the parent corporation. Most of the distributed
assets were interest-bearing notes given by honme buyers, One
appel l ant also distributed stock in a faderal agency which
financed hone construction and another distributed an unsold
| ot .

g
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cilants contend that the shares of profit paid
to the subscribers arve deductible as interest on indebtedness,
Respondent's position is that these amounts were dividends
¥isk capital and ave noi deducilule,

oun invested
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Appeals of Sunny Homes ; Inc., eta

1
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No deduction is allowable for a gistribution Of dividends;

I n determ ning whether 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 venture Or whether a definite
obligation was 'sought payable in any event. (Cormuissioner V.
Meridian & Thirteenth Reaity Co., 132F.2d 182; United States v.
= Ticle Gwarantee 6- Twmist 0., 133 F.24 990.)

This presents an issue of fact to be determined in
the light of all the circunstances. (Johu Xelley co. v.Com-

m ssioner, 326 U.S. 521 [90 L. Ed. 278]}.) Appellants have the
burden of establishing. tuqt t he advances of funds are bona
fide 1loans. (Broadway Drive-In Theatre, Inc. v. -United States,
© 220 F, supp. 707.) The formaliities of they&ties' agreements

are relevant but not controlling. (1432 Broadway Corp.,
4 T.C. 1158, aff'd, 160 r.2d 885; Gooding Amusement CO.,
23 T.C. 408.)

W have carefully considered the argunents presented
and authorities cited by each party. For the reasons here-
after stated we have concludad, except in the case of appellant
Trask Terrace Hones, that the funds advanced by subscribers
constituted invested capital and that the distributions of
earnings thereon are not deductible,

The agreenents under which the funds in question
were advanced recite that a |oan of noney is being- made,
‘provide for repayment on a certain date, and provide for
consideration for the use of the funds. However, other
provi sions of the agreements describe the consideration as
a share of profit and refer to the inte-rest acquired as a
“profit participation interest.” The agreenents have al so
been qualified as securities with the California Corporations
Commi ssioner,  The agreenents are anbi guous and no controlling
‘inference may be drawn fromthem

The funds advanced were necessary to purchase |and
which was required to |launch appellants' businesses. ihere
advances are necessary to launch an entzprzies a strong
inference arises that they

are invested capital, Sherwood
Memorial Gardens, Inc., 42 T.C, 211, aff d, 550 ¥.24 225
‘Sam Schnitzer, 13 T.C. 43, aff'd, 183 F.2d 70; Merio RBuilders
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Appeal s of Sunny Homes, Inc.,etal.

Inc., T.C. Meno., Dkt. Nos. 85900, 86354, 86355, Feb. 12, 1%864.)

Wth the exception of appellant Trask Terrace Hones,
we have concluded that each appellant was inadequately
capitalized to acconplish its' corporate purpose.-, Funds obtained
fromissuing capital stock designated as such varied in
amounts from $300 to $1,200, scarcely nore than sufficient to
pay no-rmal organization expenses. The ratios of the advances
to designated capital ranged from5 to 1 to 130 to 1. This
corporate ‘thinness’ denotes the risk assumed by the subscribers.
When considered with other facts, undercapitalization has often
been held sufficient to support a finding that ampunts designated
as loans are actually invested capital, (Swoby Coxrp., 9 T. C
887, The Colony, Inc., 26 T.C.30, rev'd on other grounds,
357 U.8 2s [2 L. Ed., 24 3119], Sher wood Memorial Gardens, Inc.,
supra, 42 T.C. 211, aff'd, 350 F.2d 225.)

Appel | ants contend that goodw || and past business

- performances of persons actively engaged in appellants'
operations should be considered in valuing the capital of
appel lants.  No value can be attributed to goodwi ||, however,
since it has no existence except in connection with a going
concern. (Grace Bros. V. Cemuissionmer, 173 F.2d 170.) It
woul d be highly specul ative to place a value on the ab|I|ty
of persons engaged in the operations. Successful performance
in the past woul d reducethe subscribers' risk to some extent,
but we cannot say that past perforwances substantially renoved
the ri sk,

The ri sk undertaken by the subscribers is illustrated
by comparing their rights with those of acknowledged creditors.
Lithough the rights of subscribers were not subordinated by
thectermsor their agreements, superior repaynent rights existed
for all major creditors. The construction |oans by institutiona
| enders were secured andthose who provided material and | abor
had the right to statutory liens. In contrast, the subscribers
had to rely entirely upon the success of the business. This
wassoregardlessorthe fact which appell ants enphasize, the
fact that the agreenents provided a fixed date for repayment.
The secondary nature. of the subscribers' <vights and their

reliance, on the success of the business strongly i ndi cate that

their advances were CON tributions to capital., (Sherwood

Memorial Gaxdens, Inc,, supia; Q:.;,Mi;‘";(ljf_:l V. Schmolil rils
Associated, 110 F.26 611 Acualane Shores, Joc. v. Commissioner,
260 ¥.2d 116; Gardens of Faith, inc., T. C. Memo., Dkt, Nos.1362-62,




&peals ofSunny Homes,al.c. et _

1363<62, June 30, 3.964, afi'd, 345 F.2d 180; Mary_Duerr,
30 T.C. 944.]

In all wmaterial respects the intervest of a subscriber

was i ndistinguishable from that of a prefexwed stockhol der

A subsc¢riber assumed the full risk of business failure. He
could share in business growh and obtain additional profits

by exercising his option .to extendthedate of repaynent.

H's right to earnings on funds advanced was conditioned solely
upon the existence of profit and was measured by the amount

of profit. Hewas granted a preference over common stockholders
and his right was subordinated to the -rights of wajor creditors.
While he had no right to vote or participate in managenent,
these factors are common attributes of preferred stock.

(Jordan Co. v. Allen, 85 F. Supp. 437.) And the analogy to
“preferred stock is not destroyed by the existence of a fixed
date for repayment. (Pac., Southwest .Realry Co. v. McColgan,

53 Cal. App. 2d 549 [128 ?.2d SGj.]j

A distinction nust be drawn with respect to appel | ant
Trask Terrace Homes. The ratio Of subscribers'advances toO
initial capital for Trask Terrace Homes Was approxi mately
1 to 1 and there is no ”’oxﬁﬂg that the advances were neces-
sary to launch this appellant's business. We conclude that
the shares of profit pald to subscribers by this appellant
‘constituted interest on indebtedness.

Respondent al so disallowed the deduction of anmounts
of profits paid to a few persons pursuant to transactions other
than those Which we have described. These transactions are
mentioned very briefly in the record. They have not been
described in sufficient detail to establish that respondent' erced.
Appellants have failed to sustain their burden of proving that
these amounts constituted deductible interest,

4 further question is whether distributions by sone
of the appellants of their businesses or property to their
parent corporation in liquidation constituted reorganizations.

Normal ly, the incone of a corporation for its fina
year is not included in the measure of the franchise tax since
the tax for each year is based on income of the preceding
year. ILf the cowpovation twansfers 1ts business or property

= I

pursuant to a reorganization, howevey, the transieree must pay
tax measured by the income devived in the transfevor's final
year frowm the business or property transferred. (Rev. & Tax.

Code, § 23253.)



' : &peal s of Sunny Homes, Inc., et al.

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

... a distribution in liquidation . . . by
a bank'or corporation of all or a substantial
portion of its business or property to a
bank or corporation stockhol der, and the
bank or corporation stockhol der 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 |and

: and building and seliing houses and that reorganizations
resul ted because the parent continued the collections.
Appel | ants contend that no reorganizations resulted because
.the maj or business of each subsidiary vanished with the
conpletion of the construction and sale of hones.

Wwe bel i eve that appeliants' contention is correct.
Al though collecting on notes was part of each subsidiary's
busi ness of subdividing land znd building and selling houses,
it was not "all or a substantial. portion of the business."
The bul k of the business fornerly carried on by each
subsi di ary ceased upon liquidation. The fact that the
parent continued the collections is not sufficient to bring
the liquidating distributions within the termsof -section 23251,
subdivision (d), of the Revenue and Taxation Code.

Yursuant to the views expressed in the opinion of

the board on file in this proceedi ng, and good cause appear-
.ing therefor,

ITIS HIREBY ORDERED, 2D JUDGED AMND DECREED, pursuant
to section 25667 of the Revenue and- Taxation Code, that the.
‘ action of the Franchise Tax Board on the protests of the
' foll owi ng appell ants agai nst proposed zssessments of additional
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Appeal s of Sunny Hones, Inc., et al.

franchise tax in the' anounts and for the taxable years
indicated, bz modified in that the subscribers', advances

to Trask Terrace Homes are to be treated as |oans and the
distributions in liquidation of the appellants are not to be
treated as reorganizations, In all other respects the action
of the Franchise Tax Board is sustained.
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Appellant Taxable Year Anount
Chapman Estates, Inc. 7/31/54 $ 46.97
Chapman Estates, Inc. 7/31/55 60. 31
Chapman Terrace,' Inc. 1/31/56 67.93
Chapman Terrace, Inc. 1/31/57 67.93
Fairview Terrace Homes 12/31/56 1,100.23
Fairview Terrace Homes 12/31/57 1,466.97
Fairview Terrace Homes No. 2, Inc. 3/31/57 399.17
Fairview Terrace Homes No. 2, Inc, 3/31/58 399. 17
Fairview Terrace Homes No.2,Inc. 3/31/59 771.95
Har bor Park Estates 3/31/56 399. 06
“Harbor Park Estates 3/31/57 399. 06
Har bor Park Xstates 3/31/58 102. 04
Har bor Park Estates No. 2, Inc 5/31/55% 313. 47
Harbor Park EstatesNo. Z,Inc. 5/31/57 313. 47
Har bor Park Estates No, 2,Inc. 5/31/58 250. 14
Har bor Park Estates No, 2, Inc. 5/31/59 307. 38
Har bor Park Homes 2/28/55 226 , 43
Har bor Park Hones 2/29/56 581.68
Har bor Park Hones 2/28/57 488. 90
Lambert Homes, Inc. 4/30/54 52.17
Lembert ' Hones, Inc. 4/30/55 -52.17
Lambert Homes, 1Inc. &/30/56 21.00
Lincol n Park Estates No. 2, Inc. 3/31/57 191. 77
Lincoln Park Estates ¥o.. 2, Inc. 3/31/58 191.77
Li ncol n Perk #steztes No; 2, Inc. 3/31/62 100. 00
Nutwood Properties, Inc, '3/31/58 72.62
Nutwood Properties No. Z Inc. 12/31/58 31.55
Nutwood Properties No. 2, Inc, 12/31/61 426. 20
Nutwood ProsertiesNo. 3, I nc. 8/31/59 463 , 14
Nutwood Properties No, 3, Inc, 8/31/60 491. 32
Nutwood Properties No. 3, Inc, 8/31/61 3,077.23
Sunny Homes, i NcC. 6/30/55 2,233.57
Sunny Homes, Inc. 6/30/57 151.88
Sunshine Terrace Lowes 3731755 36. 93
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Appeal s of Sunny Hones, Inc., et al.

Appeliant . Taxable Year  Anmount
Trask Terrace Homes 2/28/57 $ 372.18
Trask Terrace Homes 2/29/55 372. 18.
Trask Terrace Homes 2/28/58 387.08
Tustin Terrace Homes 11/30/57 44.93
Vgl enci a Hones, Inc, 5/31/59 309. 21
Val enci a Hones, inc. 5/31/60 1,050.93
Val enci a Homes No, 2, Inc. 9/30/60 1,025.00
Val enci a Hones Mo, 2, inc. 9/30/61 1,100.00
Waverly Homes, |Inc. 5/31/59 25. 00
Waverly Homes No. 2, Inc. 3/31/57 726. 94
Waverly Homes No. 3, Inc. 2/28/59 25.00
Waverly Homes No. 4, Inc.- 1/30/57 40. 33
Waverly Homes No. 4, Inc. 11/30/56 40.33
Waverly Homes No. 5, Inc.' 11/30/57 61.71
Done at »Sacrameato , California, this 1lst day
of August , 1966, by.the State Boaxd 0'/ncéallaatlon,
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