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State Tax Commission

So lomon S ies ,  l lear ing  Of f  i cer

HYI/IAN H. ZARETT

1950 Assessment  No.  AA-837926
1951 Assessment l t lo.  AA-837927

Ar t ie le  16

ISIDORE LEHRER & HELEN LEHRER, hls wlfe

1950 Assessment  No.  4A-837928
l95l-  Assessment No. AA-837929

Ar t i c le  16

lq 1Y

A combl-ned hear lng was held in  the above mat ters  ln  the
New York Ci ty  of f ice wi th  the consent  of  the at torney for  both
taxpayers s lnce ldent ica l  issues are involved here in.

The issues lnvoLved are:  (1)  whether  each of  the tax-
payers f i led t inre ly  demands for  hear ings i  (2)  l rhether  a cash d is-
t r lbut ion by a corporat ion to  i . ts  shareholders f rom unreal ized
apprec lat lon in  the va lue of  i ts  assets is  to  be t reated as
lncome or  as a capi ta l  gatn to  the receiv lng shareholders under
Ar t ic le  16 of  the Tax Law,  to  the extent  that  the d is t r lbut ion
exceeds  the  cos t  o r  bas i s  o f  t he  sha reho lde rs  t  s tock .

The record ind icates that  the denla l  o f  the appl ica-
t ions for  rev is ion or  re fund f i led by the taxpayers Is ldore Lehner
and Helen Lehrer ,  h ls  r r l fe ,  were mai led on Deceraber  9,  1955.  The
denia l  o f  Hyman l i .  Zaret t ts  appl lcat lon for  rev ls ion or  re fund
was mailed on November 28, 1955. The attotney for the taxpayer
submitted an aff idavit ln l leu of the appearanee and sworn
test i .mony of  the accountant  represent ing both taxpayers that  they
(Zaret t  and Lehrer)  executed forms IT-114 (demands for  a  hear lng)
on February L5,  1956 and that  he personal ly  ( tne accountant)
mal led sa ld d.emands for  hear i -ng on sa id date by enclos ing sane 1n
a post  pa ld envelope addressed to the Income Tax Bureau in  Albany
and deposl ted same in  an of f ic ia l  deposi tory  malnta ined by Uni ted
S ta tes  w i th ln  the  S ta te  o f  New York .  He  a l so  enc losed  a  cove r lng
let ter ,  I t  appears that  there t ras no record of  the recelpt  o f
sald. forms by the Income Tax Bureau. A letter was found in the
f i le  acknotr ledging receipt  o f  a  demand for  hear lng concern lng
another  taxpayer .

I t  has been held that  fa i lure to  receive an ar t ic le
through the mai l  ra lses a presumpt ion that  i t  was not  mal led.
' , r ihere formal  proof  o f  mai l lng i -s  submit ted,  the presumpt lon d is-

appears s ince i t  ls  not  mere ly  ev idence ln  l tse l f  and vrhere con-
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f l i e t i ng  ev ldence  i s  subml t ted ,  a  j u ry  mus t  dee ide ,  f ree  o f  any
p resumpt ion ,  whe the r  t he  a r t i c l e  was  l n  fac t  ma i l ed .  Emp loye rs l

-2 -

L iab l ] i t y  Asgurgnce Cor r r .  v .  i v laes ,  (a35 F .  2d  918,  921) - f f i
a lso  Crude 011 Corp .  o f  Amer ica  v .  Conmlss ioner  o f  In te rna l
neven

In  the  ease o f  U, ,SJ ;$g ,  (117 F .  Supp.  952) ,
was held that the nral1lns-Fl5i 'ff i? tax return is not a

Sec t ion  373  o f  A r t i c l e  16  o f  t he  Tax  Lav r  p : :ov ides  tha t
not lce of  an assessment  may be served personal ly  or  bgr  na l l  ad-
dressed to the taxpayer  at  the address g iven j .n  the last  re turn
f1 led  by  h in .  See t i on  374  p rov l c ies  tha t  an  app l i ea t l on  fo r  re -
v ls lon or  re fund must  be r r f l ledrr  wi th  the Tax Commiss j -on b: l  a
taxpayer. I t  further provff i that the Tax Commlssl-on ma-32 grant
or  deny such appl lcat ion in  whole or  in  par t  and rnay a l1ow a
c red i t  o r  re fund .  Th i s  sec t i on  fu r the r  p rov ides ,  i n  pa r t ,  t ha t :
r r l f  a  demand for  hear lng,  1n a form prescr lbed b"v the tax commiss lon,
is  f i led wi th  i t  by a taxpayer  ur i th ln  n lnety  days af ter  the date
of  such mai l ing,  the Tax Commiss lon shal l  grant  a  hear ing thereon
.  .  . t t .  Acco rd lng l y r  under  A r t l c l e  16  o f  t he  Tax  Lav r  t he  no t l ce
o f  assessmen t  and  the  den ia l  o f  t he  app l i ca t l on  fo r  rev l s ion  o r
refund may be rnai led to  the taxpayer  but  the la t ter  must  r r f l - len

both the appl icat ion and the demand for  hear ing.

There is  no def in l t ion of  the vrords t t f i ler t  or  r r f i l ingrr

ln  the Tax Law or  the Regulat lons under  Ar tLc le 16.  Pr lor  to  the
enac tmen t  o f  See t i on  691  o f  A r t l e le  22  o f  t he  Tax  Law (Federa l
eonformi ty) ,  there was no prov is ion eonta ined in  the Personal
Income Tax Law for  the mal l ing e i ther  of  re turns or  appl ieat lons
fo r  rev l s ion  o r  re fund .

i t
f i l i n c r

under  Sect ion 53 of  the fn ternal  Revenue Code of  1939;  I , , lam
Snyder ,  (66  l ' :  2d  195) ;  U .S .  y r ,La fko f f ,  ( t t3  F .  Supp :  551) .
T6eTourt held that the ff ins to dellver to the office
and not  send through the mai l  i  that  a  paper  is  f i led when i t  is
de l i ve red  to  the  p rope r  o f f i c i a l  and  by  h lm  rece i ved  and  f i l ed ,
n i ' l - i n a  I T  q
v 4  v ] t t E >  u . u  a v .  Lombardo ,  (z [ l -  u .S .  73 ,36  s .  c t ,  508 ,  6o  L .  Ed .
Bg7) .

I  am of the opinlon that the demands for hearlng vrere
in a l l  l ike l ihood recei -ved by the Income Tax Bureau but  were
p robab ly  m ls f i l ed  and  canno t  be  l oca ted ,  I t  l s  t o  be  no ted  tha t
the mai l  load is  very heavy in  mid-February.  I  am, therefore,  o f
the opln ion that  the taxpayers f i led t imely  demands for  a  hear lng
w l th in  the  s ta tu to ry  t ime  pe r lod  p resc r ibed  i n  Sec t i on  374 .

Bayshore Gardens,  Inc.  i^ Ias organized on l . tay 31,  1949
by l {yman H.  Zaret t  and Sylv ia  Lane,  who each invested the sum of
$3 r000 .00  and  rece i ved  50  sha res  o f  s t ock  i n  sa id  co rpo ra t i on .
I n  1950  Sy l v i a  Lane  so ld  he r  50  sha res  o f  s t ock  f o r  $43 '630 .00
to Hyman H.  Zaret t ,  fs idore Lehrer  and Jaek Splegel .  Each of
the three ind lv ldual  purchasers received 16 2/3 shares of  the
50 shares of  s tock of  the corporat ion f rom Slyv ia Lane and each
o f  t he  i nd i v idua ls  pa ld  to  Sy l v ia  Lane  the  amoun t  o f  $14 '543 .33 .
In  addi t ion,  Hyman H.  Zaret t  surrendered 33 I /3  shares of  h1s

stock to  the corporat ion v ih lch in  turn issued capi ta l  s tock eon-
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s l s t i ng  o f  16  2 /3  sha res  to  I s l do re  Leh re r  and  16  Z /3  sha res  to
Jack  Sp lege l .  Each  o f  t he  sa ld  t rans fe rees  pa id  l n to  the  co rpo r -
a t l on  the  sum o f  $3 r500 .00 .  A f te r  t he  comp le t l on  o f  t hese  t rans -
act ions,  T,aret t ,  Lehrer  and sp legel  each owned r /3  of  the capl ta l
s tock  l n  Bayshore  Gardens ,  rne .  Hyman  H .  za re t t  d id  no t  rece l ve
any monetary contr lbut ion f rom rs ldone Lehrer  and.  Jack sp iegel
for  the t ransfer  o f  h ls  aforement loned shares of  s toek.

Bayshore Gardens,  Inc.  was formed for  the purpose of
bu i l d ing  an  apa r tmen t  p ro jee t .  The  p ro jec t  was  f l nanced  by  a
mortgage insured by the Federa l  l lous ing Adminis t rat ion.  The pro-
ceeds  o f  t he  mor tgage  exeeeded  the  cos t  o f  cons t ruc t l on  o f  t he
p roper t y  by  $246  ,268 .99 .  The  p ro jec t  v . i as  comp le ted  i n  1950 .  The
f i xed  asse ts  o f  t he  co rpo ra t l on  were  wr i t t en  up  on  the  books  as
fo l l ons  I  Land ,  $68 r020 .41 ;  Bu i l d i ng ,  $2  42 r ] - 46 . JB . ,  Cap i t a l  Su rp lus ,
$310  1166 .99 .  A  cash  d i s t r l bu t l on  o i - $50 r000 .00  l ^ r i s  mad .e  on
December  29 ,  1950  to  each  o f  t he  s tockho lde rs  and  l n  r95 r  t hese
s tockho lde rs  each  rece l ved  a  eash  d l s t r i bu t l on  o f  $31 r000 .00 .

The taxpayers or lg lna l ly  repor ted the d ls t r lbut lon both
on the Federa l  and State returns as a capi ta l  ga in.  The Income
Tax Bureau on l . {arch 14,  l -955 issued assessments agalnst  the tax-
paye r  Hyman  H .  Za re t t  (Assessmen t  Nos .  AA-837926  and  AA-B379ZT)
and  r s ldo re  Leh re r  and  h i s  w i fe  (Assessmen t  Nos .  AA-B3T92B and
AA-837929)  for  the years 1950 and 1951 hold ing the d ls t r ibut ion
received f rom Bayshore Gardens,  rnc.  to  be normal  income rather
than capl ta l  ga in and i -mposed addi t i .onal  tax at  normal  tax rates
on  the  fu1 l  amoun t  o f  t he  d i s t r i bu t l ons  rece l ved ,  e red i t i ng  the
taxpayers wl th  the amounts of  the tax computed by them at  capl ta l
ga in  tax  ra tes .

The taxpayers entered in to an agreement  wl th  the
Appel la te Div is ion of  the fn ternal  Revenue Serv ice whereby the
cash  d l s t r i bu t i ons  l n  excess  o f  t he  eos t  bas l s  o f  t he  s tock  l re re
to  be  t rea ted  as  o rd ina ry  i ncome under  Sec t i on  112 (m)  o f  t he
Internal  Revenue Code of  L939 deal i -ng wi th  co l laps i -b1e corporat ions.
(See  fn te rna l  Revenue  Cumu la t i ve  Bu l l e t i n ,  1957-2 ,  Rev .  Ru l .  57 -357 ,
page  900 r  e t  seq . )  t t r i s  t rea tmen t  was  accep ted  by  the  Appe l l a te
Div is ion oT- th- In ternal -  Revenue Serv ice and eomputed as-  fo l lows:

D i . s t r i bu t i on n n n  n n  + t r n  n n n  n n  { ? 1  n n n  n n
t v v v . v \ /  . y . ) v t  v v v . v v  , ? J L t

Ordinary Div idends
-- I /3  of  earn ings
&  p ro f i t s  o f  Bayshore
Gardens ,  I ne .  51732 .33
Balance s]jfr'-Ifi-7-l5T
Cost  Bas is  o f  S tock  17  ,543 .33
Gain-normal income
117(m)  $26 ,724 .34
Ord lnary  D lv idends  5 ,732.33
Sub jec t  to  normal
income tax  $32r  456 .67

J l .032.85
$19,967 .15

11,  03  2 .85
Q 1  o  0 A . l  1 q
. y  r J  t  J  v  |  .  L )

$19,967 . r5
11.032.85

d ? 1  n n n  n n. l r J r t V \ J v . v v

t r ,  .7?)  2?

Trft,ffi
1B,043  .33

$25  ,224 .34
5 ,732 .33

$31 ,956 .67

,t'l o o 6,z '1 tr
)  v  I  .  L , '

11,032.85

$31roo0.oo

HYI.TAN H. ZARETT ISIDOF,E LEHRBR
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I n  a  l ead ing  case  dea l i ng  w i th  co l l aps tb le  e l rno ra tJ -ons ,
Pomponlo_v.  Corymiss io i ler  o f  In tern i l  Revenue,  izBB l .  2c1 827) ,  the
Cou r tquo t1ng f romadec i s i on in theeaSeo fBu rgev .@,
(253  F .  2d  765 )  a t  page  757 ,  sa ld :

r r  l l  *  *  The l . lord rco l laps ib ler  considered
apart from j.ts context vlould be somevrhat mls-
leadlng;  but  there can be no quest lon,  r re
thinl< as to l^rh.at Congress meant by a I eol-
l aps lb le  co rpo ra t i on f  as  used  i n  the  s ta tu te .
That  term was used to descr ibe a corporat i .on
whlch ls  made use of  to  g i .ve the appearance
of a long term lnvestment to t 'vhat is ln
real i ty  a  mere venture or  proJect  in  manu-
fac tu re ,  pnoduc t i on  o r  cons t ruc t l on  o f  p ro -
per ty ,  wl th  the v j -ew of  making the galns f rom
the venture or  pro j  ect  taxable,  not  as ord l -
nary incomer &s they should be taxed,  but  as
long  te rm cap l ta l  ga1ns .  Because  the  bas le
type of  t ransact j -on whj -eh gave r ise to  the
legis la t lon involved the use of  temporary
eorporat lons v ih ich uere d lssolved and the i r
proceeds d is t r lbuted af ter  tax avoi -dance had
been  accomp l l shed ,  t he  te rm I  co l l aps ib le  co r -
porat ionr  l t ras employed to descr ibe the eor-
porat lons used for  th is  form of  tax avoidance;
but  the s tatute v las drawn in  broad genera l
terms to reach the abuse l rh ich had ar isen,
rihatever f orm it might take. rr

I t  l s  t o  be  no ted  tha t  Sec t i on  f17 (n r )  o f  t he  1939  Code
was added by the Act  o f  September 23,  1950 to get  nonmal  tax t reat -
ment  f rom dis t r lbut ions made by co l laps lb le  corporat lons.  I t len York
S ta te  d i d  no t  adop t  t he  p rov i s i ons  o f  Sec t i on  117 (m) .

The at torney for  the taxpayer  submit ted an of fer  ln
set t lement  on the same basis  as the set t lement  wi th  the In ternal
Revenue Serv ice but  the of fer  lnras re jected by the Income Tax Bureau.

In l farx  v .  Brasal i -n i ,  6  t ' iY 2d 322,  the fact ,s  $rere as
fo11ows : I n@purchaseoanapa r tmen thouse fo r
app rox ima te l y  $11745 r000 .00  and  gave  a  mor tgage  f o r  $1 r682 r000 .00 .
In  1950 ,  by  reason  o f  t he  app rec ia t i on  l n  t he  va lue  o f  t he  rea l
es ta te ,  t he  co rpo ra t i on  ob ta ined  a  nev i  mor tgage  o f  $2 r000 r00 (1 .00  and
nq ' i r r  a f f  r ha  ex i s t i ng  one .  As  a  resu l t  o f  t h i s  t ransac t ton ,  t he
t , g & u

co rpo ra t i on  was  l e f t  l v l t h  ne t  p roeeeds  o f  $824 r810 .60 .  I n  1950  l t
made  a  d l s t r l bu t i on  to  s toekho lde rs  o f  $735r000 .00 .  O f  t h i s  amoun t
pe t i t l one r ,  a  s tockho lde r ,  r ece i ved  $389 r5BB .89 .  A t  t he  c l ose  o f
i f  <  f i eae ' l  vaa1 '  ,  JanUa fy ,  1951_ t  t he  COmpany tS  aCCur iu la ted  ea rn lngS* v v

urere  $771911.31 ,  wh ich  equa l led  approx i -mate ly  : -0 .6% o f  the  d ls t r ibu-
t j -on. .  In his : -950 New York personal  income tax return,  pet l t ioner
inc luded $41r296.42 ,  represent ing  1-0 .6 . f "  o f  the  to ta l  d ls t r ibu t lon
to hlm in gross income as a div idend subjeet to tax as oFdlnar;r  ln-
come.  He  repor ted  the  ba lance  o f  the  d is t r lbu t lon ,  $3481292 .47 ,
in  the  cap i ta l  ga ins  sehedu le  o f  h i s  re tu rn ,  t rea t lng  $345r1L7 .85
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thereof  ( t f re  amount  equi -va lent  to  the cost  o f  h is  s tock)  as a
re tu rn  o f  cap i ta l  t o  be  app l i ed  aga lns t  t he  bas i s  o f  h i s  s toek
and  repon t i ng  the  excess  o f  $211-74 .62  as  eap i ta l  ga ln .  The  Federa l
In ternal  Revenue Serv j .ce approved the pet i t ioner ts  t reatment  of  the
dls t r lbut ion.  Holn lever ,  the Income Tax Bureau d id not .  I t  t reated
the ent l re  d ls t r ibut lon as ord lnary lncome and assessed addi t lonal
taxes against  the pet i t ioner .  The State Tax Commiss lon agreed lv l th
the  Bureaurs  dec l s lon .  The  pe t i t l one r  conmenced  an  A r t i c l e  7B  p ro -
ceedJ-ng and fo l lor .u ing the Appel la te Div is ionrs non-unanimous eon-
f i rmat ion of  the determinat ion appealed to  the Cour t  o f  Appeals ,  as
of  r ight .  The order  of  the Appel la te Div is j -on was reversed and the
determinat ion of  the Tax Commiss lon annul led.

The Cour t  heJ.d that  a  cash d ls t r lbut ion by a eorporat lon
to l ts  shareholder  f rom unreal ized apprec lat ion in  the va lue of  1 ts
assets is  not  taxabl -e lncome as a d lv idend to a receiv ing shareholder
under  Ar t lc le  16 of  the Ta.x Law to the extent  that  i t  does not  ex-
ceed  the  cos t  o r  bas l s  o f  h l s  s toek  l n  t he  d i s t r l bu t l ng  co rpo ra t l on .
Lynch  v .  Tu r r i sh ,  247  U .S .  221 - .

In  Ur is  v .  iv lurghy,  23 A D 2d 948,  i t  was held that  a  cash
dis t r lbut ion by a corpor"at lon to  1ts  shareholders f rom unreal lzed
apprec la t i on  1n  the  va lue  o f  1 t s  asse ts  i s  t o  be  t rea ted  as  a  cap i ta l
ga ln and not  as ord lnary income to receiv lng shareholders under
Ar t ic le  16 of  the Tax Law,  to  the extent  that  the d is t r ibut lon exceeds
the  cos t  o r  bas i s  o f  t he  sha reho lde rs r  s tock .

I  a f r r  t he re fo re ,  o f  t he  op in ion  tha t  t he  assessmen ts  shou ld
'na , r ,n r r i r i a r r  h ' /  impos i t l on  o f  add l t i ona l  no rma l  t axes  on l y  on  the  d l v -
ldends out  o f  earn ings and prof i ts  d ls t r ibuted to  the taxpayers for
the Jrears 1950 and l -95!  ln  the respect lve arnounts of  $51732.33 and
$111032 .85 .  I  am o f  t he  fu r the r  op in ion  tha t  t he  cap i ta l  ga lns  rea l -
ized by Zeret t ,  and Lehrer  on the d ls t r ibutJons recelved f rom Bayshore
Gard .ens ,  I nc  .  amoun ted  to  $26  17211  .14  and  !?5  1221+  .3 )+  ,  respec t l ve l y  f  o r
1950  and  $19 r967 .15 ,  each ,  f o r  1951 .

For  the reasons stated above,  I  recommend that  the deter-
mlnat ions 1n the above mat ters  be sr" rbstant la l ly  ln  the forms sub-
m i t t ed  he re i , r i t h .

S S : v l w , / j e

J u n e  2 ,  A 9 7 O
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