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OPI1 NI ON

This appeal is made pursuant to section
185931 of the Revenue and Taxation Code fram the
action of the Franchise Tax Board on the protest of
M chael J. and Maria Gallardo agai nst proposed
assessments of additional_personal incope tax inthe
anmounts of $8,477.88, $1,375.00, $2,142.00, and $1,061.00

for the years 1979, 1980, 1981, and 1982, respectively.

1/ Unless otnerwise Specified, all section references

are to sections of the Revenue and Taxation Code as in
effect for the years in issue.
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Appeal of Mchael J. and Maria Gal ardo

Thei ssue to be resolved in this appeal is
whet her distributions by one closely held corporation to
anot her coiitltuted constructive dividends to
appel | ant, the maj or sharehol der of each of the
cor porations.

.For the years under appeal., appellant was a
majority sharehol der, officer, and director of Elite
Uphol st'ery Corporation (Eg). Duringand after the appea
years, EU was Involved in the manufacture and sale of
uphol stered furniture. In 1979, EC W shed to expand its
product |line by establishing a new division of its
corporation to nmake end tables, coffee tables, wall units
and gane tables which would conpl enent £d's uphol stered
furniture line. However, the principal sharehol ders,
appel l ant and his sons, did not wast to sell an interest
i= WU £~ a #-. %su whose expertise WAS needed ta produce
and market the tables. A new corparaticn, (EW}, was.
established. Although all funds to establish and operate
EWwere apparently advanced by £g, appellant and his sons
received 60 ;ercent of EW's stock while M. Bsu received
40 percent.i According to appellant, the entire EwW
enterprise was conceived and seen as an adjunct to, and
an expansi on of, EU's business. EW was never successful
and ceased active operations on November 30, 1981.

In July 1979, the Eu's board of directors
passed a resolution authorizing up to $100,000 in
advances to W to enable it to start operations.
Thereafter, between 1979 and 1982, EU advanced a total of
$154,579 to EWas fol | ows:

1979 - 77,069
1980 - 12,510
1981 - 30,000
1982 - 35,000

2/ AppelTant-wife, Maria Galardo, is a party to this
action only by virtue of having filed joint tax returns
W th her husband. Accordingly, all references to
appellant in this opinion wll be to appellant-husband,
Mr. Galardo.

37/ Wiile the record is not entirely clear-whether

Mr. #su was given his share of the stock, there is no
indication that he paid for it,
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Appeal of M chael J. and Maria Gal ardo.

There Were apparently no notes, stated interest, repay-
ment schedul es or dates, Or actual repayments in connec-
tion with any of these advances.

Following an audit, respondent determ ned that
no valid indebtedness was created or intended by the
advances and treated them as constructive dividends to
appel I ant because the advances all owed appellant to
capitalize a new business.. Respondent contends that
funds were advanced primarily for appellant’s benefit in
order to enhance his investnent in EW and that there was
no business purpose on EU's part for makimg the advances.
Appel l ant protested and this timely appeal followed.

Appel | ant contends that the advances nade to EW
were bona fide Loans for the purpose of establishing the
basiaess. 3o farthsar con“ersds the* NnC dirent berafi t
accrued to him because of the advances, that a
substanti al business purpose existed, and, in fact. t
only purpose for establishing Ew was directly related
t he conduct of EU’'s busi ness.

he
to

It is well settled that advances between
rel ated corporations nmay result in constructive dividends
to the common sharehol ders. (Si mons v. Conm ssi oner,
§ 83,349 T.C.M. (1-8 (1983); Joseph Lupowitz Sons, | nc.
v. Conmi ssioner, 437 P.2d 862 (3d Cir. 1974).) However,
the courts have made it clear that transfers between

related corporations will not result in comstructive
dividends to the common sharehol ders solely by reason of
their common ownership. (Sammons v. Conmi ssioner, 472

F.2d 449 (5th Cir. 1972).) TIn. situations, such as here
where there has been a transfer of funds from one
corporation to another, the courts have said that a
subj ective test of purpose nust be satisfied before

di vi dend characterization results. . . . [This]

subj ective test nust necessarily be utilized to differ-
entiate between the normal business transactions. of

rel ated corporations and those transactions. designed
primarily to benefit the stockovner. (Sammons v.
Conmi ssi oner, supra, 472 F.24 at 451.)

The advances under scrutiny in the instant-case
were the result of the start-up of &w. At the time, EU
was an established uphol stered furniture manufacturer and
w shed to expand its product |ine by including tables for
integrated famly room or Living room sets. It Was
t hought that the conplenentary lines of furniture would
I ncrease sales for 'oath conpanies.
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Appel l ant, as the principal sharehol der-of EU,
recogni zed that expertise was needed in the wood furni-
ture business but was unwilling to sell an interest in EU
to an outsider. As a consequence, a new corporation was
establ i shed; owned 40 percent by .the wood expert,

Mr. asu, and 60 percent by appellant and his sons.

Appel lant, as controlling sharehol der, wanted to expand
EU's product |ine and needed the expertise of M. Hsu,
butdid not want to dilute his ownership interest in E..
By establishing a new conpany, M. Bsu could have an
ownership interest in the new conpany and EUT could limt
its liability if the new venture proved unsuccessful

Respondent argues that the advances were a
direct and primary benefit to appellant sufficient to
constitute a constructive dividend. It raises the point
0% 1 iy *hat *f the transfer «an be seen as primarily for
appel l ant's personal benefit rather than for a corporate
benefit, and if any corporate benefit was nerely
derivative, then the advances wll| be seen as a
constructive dividend. (The J. P. Stevenhagan Co., et
al,. v. Conmm ssioner, 75,198 T.C.M. (P-3) (1375);

Sammons V. Conm ssioner, supra.) |In support O£ Its
argunent, responaent points to the fact that the advances
in question were not bona fide debts of the corporation
but were nore readily characterized as contributions to
capital, and to the fact that the transfers in question
diluted the net worth of the corporation wthout any
correspending benefit to the corporation.

Appel l ant relies upon several factors to sup-
port his position that the advances were intended to be
bona fide debts. The first is that the advances were
treated as loans by EU. Appellant has offered a copy of
the corporate mnutes of a special nmeeting of the board
of directors of EU indicative of the intent to create a
bona. fide debt. (Resp. Br., Ex. A.)

Wiile we agree that the m nutes provide sonme
evidence of an intent to create a debt, they are not
determ nati ve. Several factors negate a finding of a
bona fide debt in this situation. The funds were
unsecured and at risk. No pronissor¥ note. or security
agreenment, other than the mnutes referred to preoiousfy,
established the advances as a loan. No Interest repay-
ment was set and there was no reasonabhle expectation of
repayment. The minutes nmerely state that the advances
woul d be repaid at sone indefinite date in the future
when EwW's tables were mass-produced The return of the
total anount of advances to Eu was dependent on the
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success of gw. Even after EW discontinued business on
Novenber 30, 1381, EU made advances of $30, 000 and
$35, 000 without recourse to security. all of these
factors taken together lead to the conclusion that the

advances in question were contributions to capital rather
than bona fide debts.

The fact that the advances constitute contribu-
tions to capital does not prove incontrovertibly. that
appel l ant received the funds as constructive di vi dends.
|t does subject the advances to closer scrutiny and
provi des some evidence that the advances were dividends.
(See generally Bittker and Eustice, EedeLaL_L9g8ge
Taxation of Corporations and Shareholders, ¥ /.05 (4th

Ed. 1979).) A constructive dividend will be found omly
i f the primary purpose of the transfer was persona

shar 2hicld av benefit rzther than a cnarpnrate henefit.
(Sammons v. Commissioner, supra.) A finding that
appelTant received a direct benefit would support the
conclusion that a constructive dividend had %een
conferred.

Essentially, the test is to differentiate
bet ween the normal business transactions of related
corporations and those transactions designed primarily to
benefit the sharsholder (Sammons v. Commissioner, supra.)
Where, as here, the transferorcorporation has a
significant interest in the success of the transferee,
the courts are sometinmes reluctant to find that a |
constructive dividend accrued. (Simmoms-w. Comm ssioner
supra; Rushing . Commissioner, 52 T.C. 888 (1963),
affd. on anot I’£1er i Ssue, 44T r.2d 593 (5th ¢ir. 19711.)
In such cases, the courts have found that the transfer of
funds served a predom nantly corporate business purpose
and the benefit, if any, accruing to the taxpayer was far
too renote to give rise to a dividend,

When the initial advances were nmade to EW
there was every reason to believe the new venture woul d
be profitable. There were sound business reasons to
start a line of complementary wood furniture to go with
EU's existing |ine. A capital outlay or other investnent
by the corporation (for its own-purposes) is not
ordinarily treated as a constructive distribution to its
sharehol ders, since the transaction changes the character
of the assets held by the corporation without affecting
its net worth or bringing the sharehol der any closer to
personal enjoynent of the enterprise's earnings.
(Bittker and Eustice, supra.) In the Instant case, we
have a capital outlay by the corporation conbined with a
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cl ear business purpose, however there is a change in the
net worth of the corporation because EU did not receive

shares in EW the new corporation. I nst ead, appell ant
and his sons becane the nmain sharehol ders of the new
enterprise. In effect, the transaction was no different

than if BT had distributed cash to appellant and -
appellant then purchased stock from EWfor the cash.
Because EU received no equity interest in EW, its
contributions acquired an interest in Ew for its share-
hol ders and were clearly for their direct benefit. .{The
J. F. Stevenhagen Co., et al. v. Connissioner, supra.}
Wwhile It IS true that EU stood to garn if EwW becane a
viabl e concern, this benefit was derivative to

appel l ants' direct benefit. (ld.) Consequently, we nust
conclude that the advances in question constituted a
constructive dividend to the sharehol ders.

One final question remains. That is whether
appel I ant, as principal shareholder of the two corpora-
tions, could properly be assessed the total anount of the
advances made to EWas constructive dividends. Ve think ’
not. Although he was the principal shareholder, there
were other parties who were al so sharehol ders of both
corporations; therefore, it would seem a proper course of
action to apﬁortion any constructive dividends between
all of the shareholders according to their p?rcenta e

ownership in the transferring corporation, See Joseph
Lupow tz Sons, Inc. v. Conmm ssioner, supra, at £n. 14.)

W nust, therefore, nodify the anount of appellant's
assessnment accordingly.

For the reasons stated above, respondent's
action is nodified in accordance with this opinion.
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J. and i -

ORDER

Pursuant to the views expressed in the opinion

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

| T | S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 18595 of the Revenue and Taxation
Code, that the action of the Franchise Tax Baard on the
protest of Michael J. and Maria Galardo against proposed
assessnents of additional personal income tax in the
amounts of $8,477.88, $1,375.00, $2,142.00, and $1,061.00
for the years 1979, 1980," 71981, ‘and 1983, respectively,
be and the sane S hereb% nodi fied in accordance with

e

this opinion. In all r respects the action of the
Franchi se Tax Board is sustained.

Done at Sacraments, Califucinia, this 10th Jay
of November , 1986, by the Stale 8oard of Equalization,

with Board Menbers M. Nevins, M. Collis, Mr. Bennett,
M.. Dronenburg and M. Harvey present.

Richard Nevins, . Chai rman
—Conwav H Collis . Member
WIliam M Bennett . Menber

Ernest J. Dronenburg, Jr. , Member

Vl ter Harvey* . Hember

*For Kenneth Cory, per Covernnent Code section 7.9
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