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For Respondent: Karl F. Minz
Counsel

OP1 NI ON

This appeal is made pursuant to section 135ﬁ3l/
of the Revenue and Taxation Code fromthe action of tN€
Franchi se Tax Board on the protest of Robert F. and
Hortense N. seedlock against proposed assessnents of
addi tional personal inconme tax in the anounts of $831.70,
$586. 06, and $861.00 for the years 1978, 1979, and 1980,
respectively.

17 Onress otnerw se specified, all section references

are to sections of the Revenue and Taxati on Code as in
‘ effect for the years in issue.
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Appeal of Robert F. and Hortense N. seedlock

Appel | ant Robert F. Seedlock is a retired nmjor
general of the United States Arny and a fornmer engi neer
with an international construction firm In this appeal
he contests the decision of the Franchise Tax aoard to
di sal l ow certain nonbusi ness bad debt deductions that he
claimed on his 1978, 1979, and 1980 returns. H's spouse,
Hortense N. Seedlock, is a party to this appeal solely
because she filed joint returns with himfor the years in

uestion. For purposes of this appeal then, only
obert F. seedlock Wi || hereafter be referred to as
"appel l ant . "

. The major portion of the bad debts in question
were incurred by appellant in connection with a closely
held corporation. 1n 1972, appellant and his son, walter
N. Seedl ock, organized Entak, |nc. (Eatak), a Georgia
corporation whose PrlnC|paI busi ness activity was to be
the retail sales o cIoth|nqi Hol di ng 50 shares of
stock, appellant's son was the majority owner of the com
pany as well as its president and treasurer. Appellant
owned the rena|n|n? 30 shares of outstanding Entak stock
and was_appoi nted the conpany's vice president and secre-
tary. The business of the corporation was |ocated in a
shoppi ng center near Georgia Southern College in states-
boro, Ceorgia. Walter N. seedlock was the nmanager of the
retall clothing store.

~ After apromising first nonth of sales, the

corporation's clothing business fared poorly. Appellant
was required to advance noney to the conpany on several
occasions. In the sumer of 1973, appellant transferred
$200 to the corporation. On June 9, 1974, appel |l ant
wote a $100 personal check to Entak. On the face of the
check, appellant made the notation "loan." Later that
same nonth, appel | ant advanced $25,420.17 to the cqu?ny.
I n consideration for receipt of this sum of noney, | ter
N. seedlock executed on behal f of Entak an unsecured

rom ssory note dated June 28, 1974. Under the terms of
he note, Bntak was obligated to repay the $25,420.17,

lus interest at a rate of 6 percent, in one lunp sumon
cember 28, 1974.

In July 1974, Walter N. Sseedlock used the
$25,420,17 advance from appellant to satisfy Entak's
liabilities, including two overdue bank |oans totaling
$21,716.47. The advance, however, aPparentIy was not
suffici ent to sustain the business of the corporation,
for the clothing store soon failed and its assets were
| iquidated in August 1974. Thereafter, the conpany was
inactive and did not conduct any business. Appellant

Z312-



Appeal of Robert F. and Hortense N. Seedlock

wasnot repaid for any of his three advances to the
cor porati on.

The remaining bad debt arose froman all eged
personal |oan that appellant made to a fellow enpl oyee at
an Atlanta transportation project while appellant was
deputy project director there. On August 12, 1976,
aﬁpellant gave $500 to this friend who in turn drew up
the followng agreement:

| promise to pay the sum of FI VE HUNDRED
DOLLARS (500) plus the current market rate
interest at the [tlne% that the repayment
schedul e comences. he repaynent schedule is
to commence two weeks after | am gainfully
enpl oyed.

On January 25, 1977, appellant wote a letter to his
friend and inquired about repayment of the noney. Appel -
| ant repeated his request for repayment on April 27,

1978, after he returned to California froman assi gnnent
in Saudi Arabia. Subsequently, in a response dated My 1,
1978, the friend informed appel lant that he could not pay
himat the present tine but 1ndicated that prospects for
paynment were good because he had set UpP a business.

Appel | ant never received repaynent of the $500 advance
fromhis friend.

~Beginning W th his 1978 joint California .
ersonal income tax return, apPeIIant clainmed a capita
0ss deduction of $3,561 for alleged nonbusiness bad

debts resulting from the advances.” Dbue.to a net capital
| oss carryover, aggellant also clained capital |oss
deductions of $5,326 and $1,000 on his 1979 and 1980
returns, respectively. Upon audit of these returns, the
Franchi se Tax Board determned to disallow the claimed
bad debt deductions and issued the proposed deficiency
assessments at issue in this appeal

_ Section 17207 allows as a deduction any debt

whi ch becones worthless during the taxable year. A debt
~other than one which is created or acquired in connection
th a taxpayer's trade or business is a nonbusiness

debt. (Rev. & Tax. Code, § 17207, subd. (d)(2).) The

| oss resulting froma nonbusiness debt is to be consid-
ered a loss fromthe sale or exchange of a capital asset
hel d for not nore than one year (Rev. & Tax. Code,

§ 17207, subd. (d?(l)(B)) and is thus deductible only as
a short-termcapital | oss (Appeal of George F. and Sylvia
A. cashman, Cal. St. Bd. of Equal., Jan. 9, 1979). The
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annual deduction for |osses from sales or exchanges of
capital assets is |limted to the extent of the gains from
such sal es or exchanges, plus the |esser of the taxable
income for the year or $1,000, with the excess of any net
caphtal | oss to(?; trea%ed a%bg capligaséoss In fhefsuc-
ceeding year. ev. & Tax. e, § ; Appeal o
Robertgvgv puffin, Sr., Cal. St. Bd. of Equal., My 4,
1983.2 Sectron 17207 is substantially similae to section
166 of the Internal Revenue Code. Federal precedent is
therefore persuasive in the proper interpretation and
application of the California section. (Meanley v.
McColgan, 49 Cal.App.2d 203, 209 (121 P.2d 45] (1942);
Rihn v. Franchise Tax Board, 131 Cal.App.2d 356, 360 [280
P.2d 893] (1955).)

In order for a debt to be deductible under
section 17207, it nust be a bona fide debt; that is, one
that "arises froma debtor-creditor relationship based
upon a valid and enforceable obligation to pay a fixed or
det ermi nabl e sum of noney." (Treas. Reg. § 1.166-1(c).)
A deduction may not be taken for an advance which was
made with no intention of enforcing paynent (Hayes v.

Conm ssioner, 17 B.T.A 86 (1929)) or where there was no
reasonapl € expectation of repayment when it was nmade
(vorigoni mm ssioner, 73 T.C. 792, 799 (1980%). I n
additiop ..Ihe debt nusT have become worthless in the

taxabl e year for which the deduction is clained. (Redman
v. Conmi ssioner, 155 p.2d 319 (1st Cr. 1946); _Messer Co
v, Comm ssioner, 57 T.C. 848, 861 (1972).) The taxpayer
bears the pburden of proving all the elements of deducti -
bility of a bad debt. (Andrew v. _Conm ssioner, 54 T.C
239, 244-245 (1970);:éggeal of Andrew J. and Frances
Rands, Cal. St. Bd. of Equal., Nov. 6, 1967.)

o APpeIIant.contends that his advances were
legitimate | oans which became worthless in 1978 and thus
shoul d have been allowed as nonbusiness bad debt deduc-
tions in the appeal years. In particular, appellant
argues that the $25,420.17 advance to Entak was a valid
debt whose deductibility as a short-term capital |oss_was
verified by the conpany’s accountant. The Franchise Tax
Board, on the other hand, makes the initial argunent that
neither the Entak paynents nor the personal advance were

bona fide debts. eSpondent asserts that the large _
advance to the corporation should be treated as a contri -
bution to capital. In the alternative, respondent con-

teng87§hat none of these supposed debts became worthl ess
in :
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First, with regard to the Entak advances, it is
well settled that a contribution to capital is not a bona
fide debt for the urPose of the bad debt deduction.

Treas. Reg. . 166- &c); eal of Lanbert-California

rporation, Cal. St. Bd. of Equal., June 29, 1982.)
Here, 1L is not conclusive to sinply characterize appel -
| ant' s Entak advances as capital contributions, for
| osses attributable to capital investments or worthless
securities may be |ikew se deducted as capital |osses
under sections 17206 and 18152, _ (Appeal of MIton and
Hel en Brucker, Cal. St. Bd. of Equal., Juky 26, 1982.)
Wiether we Termthe advances as bona fide debts or
capital investments, however, appellant nust also prove
in either case "worthlessness" INn the taxable year to be
entitled to capital loss treatnent. In order to neet his
bur den of ShOMAnﬁ under section 17207 that an all eged
debt became worthless in a particular year, appellant
must prove that the debt had value at the beg|nn|ng of
the year in question and that sone event occurred during
t hat” year which changed the debtor's financial condition
and caused the debt to become worthless. (Appeal of Sam
and Dina Hashman, Cal. St. Bd. of Equal ., June 29, 1982.)
SimTarly, in order for appellant to take a capital |oss -
deduction under section 17206, he nust.show that the |oss
occurred during the taxable year asa result of a closed
and conpleted transaction and a fixed identifiable event.
(Treas. Reg. § 1.165-1(d)(l); Appeal of Henry E. and
Mldred J. Aine, Cal. St. Bd. of Equal., Apr. 22, 1975.)
N the present case, apﬁellant has ‘not submtted any
evi dence showi ng that the claimed Entak | oans had val ue
In 1978 and becane worthl ess because of an event in the'
sane year. Nor has appellant given any reason to bhelieve
that a transaction or identifiable event occurred in 1978
whi ch may have caused his investnents in Entak to becomne
deductibl'e as capital losses in that year. |f anything,
It appears that aﬁpellant's | osses coul d have been writ-
ten off in 1974 when the corporation liquidated its
assets and ceased doi ng any business. ince appel [ ant
has not met his burden of proof, we nust find that _
respondent properly disallowed the deductions clained in
connection with thé Entak advances.

Second, the critical factor in determning
whet her a debtor-creditor relationship existed between
aﬁpellant and the recipient of his $500 advance is that
t here nust be an unconditional obligation on the part of
the so-called debtor to repay a definite sum of nnneg.
iAppeaI of Cecil W Harris, cal. St. Bd. of Equal., Jan. 6,
_977.? WiiTe an obl1gafron to pay can be contingent, it
Is well established that a valid debt does not arise for
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the purpose of the bad debt deduction where the obliga-

tion to repa%_ls subject to a contingency that has not

occurred.  (Zinmerman v. United States, 318 r.2d 611, 612
9th Cr. 1963); MITes v. Conmssioner, ¢ 74,214 T.C. M
P-H) (1974).)

Here, appellant has not shown that his friend
had an absolute obligation to repay the noney. Repaynent
was contingent upon the friend becomng "gainfully
enpl oyed." = Even though the friend indicated in his 1978
letter that he had started a business, there is no
evidence in the record denonstrating that the parties had
agreed that the contingency had occurred. Moreover
appel l ant has not shown that the friend was ever in a
position to repay him \Were the contingency is ambigu-
ous and the decision to repay appears to rest in the
discretion of the recipient, a valid debt cannot arise
for tax purposes. (Jove v. Conmissioner, ¢ 75,155 T.C M
(P-H) (1975).) Furthermore, We quesTion whet her apﬁellant
ever intended to earnestly seek repayment, for he has
stated that he did not commence collection action because
It was not cost effective to do so and he did not want to
embarrass a friend. Therefore, we nust conclude that
apBeI]ant has not proven.all the elements of a bona fide
debt in connection with this personal advance. Since we
have concluded that the advance in question was not a
bona fide debt, it is not necessary to consider the
secondary issue that it had not become worthless in the
year claimed. \Wereas appellant has not shown entitle-
ment to any of the clainmed bad debt deductions, we nust
sustain respondent's action in this matter.

o
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ORDER

Pursuant to the views expressed in the ogpinion

of the board on file in this proceeding, and good cause
appearing therefor,

| T IS 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
protest of Robert F. and Bortense N Seedlock agai nst
proposed assessnents of additional personal  income tax in
the amounts of $831.70, $586.06, and $861.00 for the
years 1978, 1979, and 1980, respectively, be and the sane
I's hereby sustained.

Done at Sacramento, California, this 4th day
Of February » 1986, by the State Board of Equalization,
wi th Board Menbers M. Nevins, M. Collis, M. Bennett,
M. Dronenburg and M. Harvey present.

Richard Nevins , Chai rman
Conway H. Collis ., Menber
WIlliam M Bennett » Member
Ernest J. Dronenburg, Jr. , Member
Wal ter Harvey* ,  Menber

*For Kenneth Cory, per CGovernnent Code section 7.9
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