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This appeal is ma ed pursuant to section 18594  of
the Revenue and Taxatiori Code from the action of the Franchise
Tax Board on the protests of 3. f-1. and Ireile K. Garner against
txo;2osed zssesszznts  o f  acd-jt io2al pe-fsonal income tax Ln the
Lmounts of $2,155,30,  $1,623,27  2nd
1 9 5 9 ,  1960 aEd 1361, respecZi-3eZ.y.

$1,686.01 for the years

In 1927 Tadua Hills, Inc,
fo-med to take over the property of. . .

(hereafter "Padua"), was
a real estate trust.

H. H. Garner (hereafter "appellant") then owned 50 percent
of Padua's stock, but gradually increased his interest to
85 percent, The property held by Padua vas located in
California near Clkrermnt College and bias largely uaimpyoved,
with the exception of a thatye  azld dining facility. FZOiil

1928 to i934 appellant_advenced considerable SUMS to pay the
mortgages ) interest, and tzjres on Padua's property.
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Appeal  of l-3. H. and Irene T:j. Garner-

80 percent of Padua's stock. 4s rent appellant agreed to pay.
all operating expenses of the businesses then existins or

’ subsequently developed on the property; to pay all other
expenses which might accrue as obligations of Padua, including
interest on all indebtedness and taxes on real and personal
property; to reimburse Padua for depreciation of buildings,
improvements, equipment, and personal property; and to pay
Padua 50 percent of the net profits from the operation of
all businessesc If any of the property were sold, appellant
was to share equally in any gain,

After the lease was entered into, the theatre and
dining facility vlere operated profitably until 1950. Addi-
tional businesses, including studio, artcraft, pottery, and
water service operations, were developed.

Padua.Institute (hereafter "Institute"), a tax-exempt
organization, was formed in 1935 and operated as a theatrical
group furnishing education on Mexican culture in the theatre
building owned by Padua. Appellant was the chairman of the
Institute's board of six trustees,

In 1946, appellant subleased the theatre, dining
facility, and a dormitory to the Institute.

For the years on appeal,
Institute filed returns based upon
and sublease, reporting net losses
The income and expenses related to
and dormitory were reported by ths
the income and expenses related to
and water service operations,

appellant, Padua and the
the provisions of the lease
from the various businesses.
the theatre, dining room,
Institute, Appellant reported
the studio, artcraft, pottery,

Respondent determined that the 1934 lease agreement
should be disregarded. it reallocated the reported income
and expense items among Padua, the Institute and appellant,
As a result, additional losses were attributed to Padua and
the Institute and additional income was attributed to appellant.

l

Respondent relies upon the general principle that
substance prevails over form and upon Section 17615 of the
Revenue and Taxation Code, which provides:



.

In a n y  case of txo or rccre p e r s o n s ,
organj_za.~-iorjs 3 trades, o’r: busj_nesses (w’hcther
0-c no”L i flc(-J-~FJo’1’~_ - i _,,eci> whether OK not o:_lganized

in th-is S+,a-Le 2nd tj;>ethe;f 0~ not affiLiated)
owned ox coned"-:olled di-rectly or indirectly by
the sac:e 'igteyests, the FranchiseTas Eo2rd

may distribute, 2ipportion,  0~ allocate gross
.~_ncoix, deductions, credits or allowances
between or among 7sucil persons, organizations,
trades, or businesses, If it detemines that
such distribution, apportionaent,  or allocation
is necessary in order to'pizevent evasion of
taxes or clearly to reflect the income of any
such persons, organizations , trades, or businesses,

Respondent contends that the 1934 le&sc was not an arm's,
lei?gth transaction acd WOIZL~ ilOt hZ!VC? been entered into if
appellant had not been the majority stockholder of Padua,

0 It is well establj_shed that the goveyn:.-nei?t does
not have to acq~siesce iz the foXiT! chosen by tZ<pCye%S f0-r
$o<_~g business 235, i_f t& fOm> iS 7JiTil?e~l Or 2. Sh2Kl, PXiy
lOok tc the zct~al$_tieS Of the tranSactTOn, (~cW~~. vu
fklv2rf_ng,  293 u. s, GGfi [79 L. Ed, 596]; Tr’LFg$m v. sz~sz,
g% i_J, s. G-73 [a. L, Ed, 405].> This principle has beea
applied in cases invorvir,2; lease eg~een~nts, @._tk Street
v:.._?q;Icc-rc; T7heat3Inc *_, 16 T. C. 459, aff'd, 19.5 F,Zd 724, cert.
denied, 344. U, S, 820 [97 I,. Ed. 6381; Interior Secu_ri::_ies Co_rD, ,
38 T. c. 3300)
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For the year 19j9, respondent dZ.sallowed a deduction
of $521.30 for a~ alleged bad debt. kppel.Laat stated in'his
reply brief: II;?bt,e concui_^ with the agent's disallowance of this
item on the basis that it did not becone worthless during
.the yeay 1959," However, at the hearing al2pellant urged that
the amount in question was deducti5l.e as an addition to a
reserve for bad debts, The addition increased the -reserve to
an amount equalling the total aimount of notes rece.ivable.

Section 17207 of the Revenue and Taxation Code
allows a deduction for a "-reasonable addition to a reserve for
bad debts," ,$_ppellant has not established that the addition
claimed by him was reasonable and therefore it canr.ot be
allobled as a deduction.

Appellant has acquiesced in the further disallowance
of a deduction of $579.42 in 1961 for alleged professional
services,

0 Ii 0.E R-----

Bursuai>t to the views expj:essed in the opinion of
the board on file in this pzoceeding, and good cause appear-
ing therefoz,



be and the same is sustained as to the disalloea~ce of t-h2
bad debt

Tn
and professional service expanse deductrons. _

’ al.1 other respects the acts.-on of the Franchise Tas Board is
reve-xs ed o
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