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For Respondent: Carl G Knopke
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OPI1 NI ON

This appeal is nade pursuant to section 18593,
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of Harold C. Boyd and
the Estate of Evelyn A Boyd, deceased, against a pro-
posed assessnent of additional personal incone tax and
penalties in the total amount of $12,450.80 for the year
1972.
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Estate of Evelyn A. Boyd, Deceased

The sole issue presented is whether respondent
properly disallowed a portion of appellant's deduction
of a partnership |oss.

Appel  ant herein. shall mean Harold C Boyd.
The Estate of Evelyn A Boyd, deceased, is a party to
this appeal only because Ms. Boyd filed a joint return
wi th her husband, Harold C. Boyd, before she died.

Appel lant, as a sole proprietor, was a rea
estate devel oper prior to and during 1972. Appel | ant
was al so the sole owner of Builder Boyd, Inc. ("the
corporation"), a California corporation, which had a
princi pal business activity of construction contracting.
In 1971, the corporation entered into a contract to
construct an apartnent conplex ir Sunnyval e, Califvrnia.
During the sanme time, appellant negotiated with Wlls
Fargo Bank, N.A, for a line of credit to supply working
capital for the construction project. Appellant
requested that the |oans be made to a partnership which
was to be formed by hinmself and the corporation. The
bank refused to accept this arrangement. Therefore, a
$400, 000 line of credit was extended to the corporation
wi th appel | ant as guarantor.

On January 1, 1972, appellant and his corpora-
tion forned a partnership to construct the apartment
conpl ex. The partnership agreenent provided that the
‘partners Wwere to share the profits and | osses equally.

It also provided that the contribution, of capital to the
partnership woul d be conposed of appellant's personal
guarantee of the working capital for the project and of
the corporation's assets including tools, naterials,
personnel, and the construction contract.

The corporation began to draw on the $400, 000
line of credit by issuing a prom ssory note endorsed by
appellant in his capacity as president of his corpora-
tion. The corporation transferred the |oan proceeds to
t he partnershiB, and the transfers were recorded on the
partnership's books as credits to appellant's capital
account. By June 1972, the corporation had drawn
$370,000 on the line of credit. At that time, the bank
was concerned about the situation and informed appellant
that it was |looking to himpersonally to "handle" the
corporation's loans. In addition, the bank required
appel l ant to execute deeds of trust, nam ng the bank as
beneficiary, on several parcels of appellant's own rea
property as further security for his performance as
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guar ant or. In Septenmber 1972, the corporation was unable
to nmeet the bank's repaynment requirenents, and the bank
requested appellant to assune personal responsibility

for the loans to the corporation. Appellant conplied
with this request, but, as respondent’s independent

audit reveal ed, rather than paying the bank directly,
appel l ant transferred noney to the corporation and it
nmade the paynents on the | oans.

In 1972, the partnership sustained a |oss of
$624, 038 on the project, and appellant deducted one-half
of this loss on both his California and federal personal
income tax returns. The Internal Revenue Service (IRS)
audi ted appellant's 1972 federal inconme tax return and
determ ned that appellant's adjusted basis in the part-
nership was $33,348. Internal Revenue Code section
704(d) limts a partner's distributive share of the
partnership loss to the partner's adjusted basis in the
partnership. Accordingly, the IRSIimted appellant's
partnership | oss deduction to $33,348. However, the IRS
al | oned the renainin% portion of the loss to be carried
forward and carried back as net operating |osses, result-
inP in refunds for prior and subsequent years which
offset the additional federal tax assessed for 1972.

Since section 17858 of the Revenue and Taxation
Code is substantially simlar to Internal Revenue Code
section 704(d), respondent followed the |IRS adjustments
limting appellant's partnership |oss deductions for 1972
to $33,348, This resulted in the subject proposed
assessnent.  Appellant discovered that an offset of the
proposed assessnent was not avail abl e because state |aw
did not provide for the carry back or carry forward of
net operating |losses. Thereafter, appellant protested
t he proposed assessnent, and, after due consideration,
;ef ondgnt affirmed its determnation. This appea

ol | owed.

Revenue and Taxation Code section 17882 pre-
scribes that the basis of an interest in a partnership
acquired by a contribution of noney shall be the anount
of such noney. Revenue and Taxation Code section 17915,
subdi vi si on (a%, provi des, "any increase in a partner's
individual liabilities by reason of the assunption by
such partner of partnership liabilities, shall be con-
sidered as a contribution of noney by such partner to
the partnership.”
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Appel | ant contends that the corporation acted
asan agent of the partnership when the corporation
obtained the |loans fromthe bank and that the obligations
to repay the loans were partnership liabilities, There-
fore, appellant contends that he increased his basfs in
the partnership when he assuned these obligations.

It is frequently stated that transactions
bet ween nenbers of a famly will be carefully scrutin-
| zed because the existence of the famly relationship
s a warning that things may not be what they seem.
(Conmi ssioner v. Cul bertson, 337 U S. 733 {93 L.E4d.
18597 (1949); Appedl of_ Buyer Investnent Co., Cal. St.
Bd. of Equal., Dec. 29, 1958.) In the Imedi ate case,
the entities involved represent the alter egos of an
i ndi vidual, and, therefore, the potential for camouflage
and illusionis simlarly present.

This board is aware that, as a general rule,

"lelvery partner is an agent of the(g?rtnershlp for the

urpose of its business ....m (Corp. Code, § 15009.)

wever, there is an exception to this rule, "if [a
partner} was acting only in his individual capacity and
plaintitf [third party] knew that he was acting solely
in that capacity, the ‘partnership &;s " not liable."
(Blackmon V. Hale, 1 Cal.3d 548, 558 [83 Cal.Rptr. 194]
(1970).)

The terms of the [oan agreement with the bank
identified the cor?oration as the borrower and the appel -
| ant as the guarantor of the corporation's obligations.
The record indicates the bank insisted the |oans be nade
to the corporation rather than to the partnership. In
addition, the prom ssory notes given as evidence of the
corporate obligations to the bank were endorsed by appel-
lant in his capacity as president of the corporation.
Wien the corEoratlon defaul ted on the repaynent schedul e,
the bank | ooked solely to ap%ellant to discharge the
obligations. Furthernore., the file-indicates tThe bank
never considered the partnership liable for the dischar?e
of the obligations. reover, there is no evidence tha
anovation of the |oan agreenent occurred, thereby
substituting the partnership for the corporation as the
bor r ower . here 1s also no evidence that the partnership
assumed liability for the |oans.

Appel  ant has asserted that the accounting

entries in the books of the corporation and the partner-
ship indicate partnership liability for repaynent of the
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| oans. This assertion is not disputed; however, book
entries in the accounts of conpanies are nmerely eviden-
tiary, and the rights of the parties can neither be
established nor inpaired by them (E L. Kier, 15

B.T. A 1114 (1929).) Whil e the book entries are evi -
dence of partnership liability for the loans, a careful
exam nation of the record supports a finding that the
corporation acted in its corEorate capacity in obtaining
the loans and that the bank knew the corporation was
actlng solely in that capacity. In other words, the
record supports a finding that the corporation was not
acting as an agent of the partnership when it borrowed
the funds. Therefore, we find that the obligations to
repay the loans were not partnership liabilities.
(Blackmon v. Hale, supra.) As a consequence, appellant's
basts TN the partnership Was not incueaseé when he
assumed these obligations, and his clained deduction of
the partnership |loss was overstated. (Rev. & Tax. Code,
§ 17858.) Accordingly, respondent's action in this
matt er nust be sustained.
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ORDER

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

| T 1S HEREBY ORDERED, ADJUDGED aND DECREED,

pursuant to section 18595 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the

rotest of Harold C. Boyd and the Estate of Evelyn A
Boyd, deceased, against a proposed assessnent of addi -
tional personal income tax and penalties in the total
amount of $12,450.80 for the year 1972, be and the sane
I s hereby sustai ned.

Done at sacramento, California, this 4th day
of Ma , 1983, by the State Board of Equalization,
with Board Members M. Bennett, M. Collis, M. Dronenburg
and M. Nevins present.

WIlliam M Bennett , Chai rman
Conway H Collis , Member
Ernest J. Dronenburg, Jr. , Menber
Ri chard Nevins . Menber

,  Menber
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