
STATE OF T{EW YORK
STATE TAX CO}I}IISSION

In the l{atter of the Petitlon
:

of
:

SAYIUEL M.S. & HEDY M. LANHAM
:

For a Redeternination of a lleflclency or
a Refund of Personal Income 3
Taxes under Article(s) 22 of the
Tax Law for the (Year(s) 1968. !

, belng duLy swornl deposes and says that

she is an employee of the Departnent of Taxation and Financer over 18 years of

agel and that on the l6th day of January , L9'14, she served the wlthin

No,tice of Decision (or Determinatlon) by (certtfied) mall upon Samuel M's' &

Hedy M. Lanham (represerrtatlve of) the Petitloner in the wlthin

proceedLngr by enclosing a true copy thereof in a securely sealed postpald

wr4PPer addressed as rorlows: 
Yr; i"H";riiliil"t;t' 

Lanham

New Yorkr New York IOO21

and by depoeltlng sme enclosed in a postpald properLy addressed wrapper ln a

(post offlce or offlcial delnsltory) under the exclugive care and cuatody of

the tlnlted States Post OFflce Department withln the State of llew York.

Ttrat deponent ftrrther says that the sald addressee is the (representatlve

of) petltLoner herein and that the address set forth on said $TaPPer ls the last

known address of the (repneeentatfve of the) petltLoner.

AFTIDAVIT OF MAITITIG
OF }IOTICE OF DECISTON
BY (CERTTFIED) l.{alt

State of New York
Gounty of Albany

Martha Funaro

Sworn to before rne thls



STATE OF NEW YORK

STATE TAX COtvftilSSlON
Mario A.  Procaccino,

Xtl6XXA{')iPf Xf(XXXlltl!(OOu( pR€ s roEr{r
A .  B R U C E  M A N L E Y

M I L T O N  K O E R N E R

York
Le?4

DEPARTMENT OF TAXATION AND FINANCE
BUILDING 9, ROOI,{ 2I,IA

STATE CATPUS
AtBAilY, t{. Y. t2226

AREA COOE 518
457 -26ss ,  6 .  7

DA!@r Albany, New
Srnurry lO,

t{t. I llrl. Euruat H.8. hnhrn
125 lert ?lnd Stnrt
[ru York, Ifu York 10021

Dcar !{r. t tNrf . &ilnlual

Please take notice of the DlCtgtffi
of the State Tax Commission enclosed herewith.

Please take f11r^ther notice that pursuant Lo
Section(s) 690 of tha Tax Law, any
proceeding in court to review an adverse deci-
sion must be commenced within { nOnthf
f rom the date of  th is  not ice.

Any inquiries concerning the computation of tax
due or refund al lowed in accordance with this
decision or concerning any other matter relative
hereto may be addressed to the undersigned.
Ihese wil l  be referred to the proper party for
rep1y.

Very truly yours,

ttATt t^r corAatsg,o'|

) tEAtr tG ui tT

EOIARD ROOK

sECrt tAiY TO
coMra rtt ror

AODIIS3 YOUR iEPLY TO

Enc .

cc :  Pe t i t i one r ' s
Law Bureau

?4^fl,-l .Y h6"2/,I-
Ilgtl G. nrr.Ebt

HEARING OFFICER

RepresenLative



STATE OF NEW YORK

STATE TAX COMMISSION

I n  t he  Ma t te r  o f  t he  Pe t i t i on

o f

SAMUEL M.S. & HEDY M. I.ANHAM

for  a Redeterminat ion of  a  Def ic iency
or  for  Refund of  Personal  Income Taxes
under  Ar t ic le  22 of  the Tax Law for
the  Year  1968 .

DECISION

Samuel  M.S.  and Hedy M.  Lanham f i led a pet i t ion under  sect ion

689 of  the Tax Law for  a  redeterminat ion of  a  def ic iency issued

under  da te  o f  November  30 ,  1970 ,  i n  t he  amoun t  o f  $ l -40 .55  p lus

in te res t  o f  $13 .70  fo r  a  to ta l  o f  $J -54 .26  i n  pe rsona l  i ncome

taxes under  Ar t ic le  22 of  the Tax Law for  the year  1968.

A hear ing was dul -y  he ld on June B,  1973,  dt  the of f ices

of  the State Tax Cornmiss ion,  B0 Centre Street ,  New York Ci ty ,

before Nigel  c .  Wr ight ,  Hear ing Of f icer .  The pet i t ioner  was

not represented. The fncome Tax Bureau was rePresented by

Saul  Heckelman,  Esq. ,  appear ing by James A.  Scot t ,  Esq.  The

record of  sa id hear ing has been duly  examined and considered.

ISSUE

The issue in  th is  case is  whether  or  not  the undis t r ibuted

capi ta l  ga ins received by the pet i t ioner  f rom a regulated

investment  company,  in  th is  case a "swap fund"  are inc ludable

in New York State adjusted gross income and thereby subject

to  tax.  The appl icable Federa l  law is  not  in  d ispute and may
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b e  t a k e n  a s  a  f a c t .

FINDINGS OF FACT

1.  Pr ior  to  L967,  Mr.  Lanham had two stocks in  publ ic

corporat ions which had apprec iated great ly  in  va lue.  On March L7,

L967,  Mr.  Lanham exchanged these stocks wi th  the F i f th  Empire

Fund,  Inc.  o f  P i t tsburgh,  Pennsylvania,  receiv ing in  return

shares in  the F i f th  Empire Fund,  Inc.  Under  Federa l  law at

tha t  t ime  ( I .R .c .  351 )  and  p r i o r  t o  a  s ta tu to ry  amendmen t  th i s

exchange was a tax-free exchange for Federal income tax purposes

and no gain was recognized at the t ime of the exchange.

2.  The Fi f th  Empire Fund,  Inc.  is  a  corporat ion organized

in Mary land.  I ts  pr inc ip le  of f ice is  a t  e i t tsburgh,  Pennsylvania.

I t  is  a  regulated investment  company and is  of  the "open-end"

type a l though i t  has not  issued any shares s ince the or ig ina l

issue on March L7,  L967.  This  or ig ina l  issue was in  exchange

for  s tock in  publ ic ly  he ld corporat ions.  This  fund is  o f  a

type commonly referred to as a "tax-free-exchange fund", or

"swap fund" .  I t  is  one of  seven such funds managed by Federated

Research Corp.  o f  P i t tsburgh,  Pennsylvania.  fh is  fund fo l lows

a regular  po l icy  of  re ta in ing for  fur ther  investment  any gains

rea l i zed  on  the  sa le  o f  secu r i t i es .  (The  tax - f ree  no t i ce  o f

the  exchange  o f  secu r i t i es  i s  no  1 -onger  pe rm i t t ed ,  see  I .R .C .

Sec .  351 ;  U .S .  T reas .  Reg .  1 .351 -1 (c ) ) .

3 .  Mr.  Lanham received not i f icat ion f rom the fund on a

Federa l  " form 2439" that  h is  share of  undis t r ibuted long- term
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cap i ta l  ga ins  fo r  1968  was  $3 ,330 .96  and  tha t  t he  fund  had  pa id

a tax of  $908.96 on such share.  Mr.  Lanham repor ted the gains

on Schedule 'D ' r  o f  h is  Federa l  income tax return and took a

credi t  against  h is  Federa l  tax due for  the amount  of  tax paid

by the fund.  This  t reatment  is  mandated and permi t ted by sect ion

852 (b)  (3)  (D)  of  the In ternal  Revenue Code.  This  sect ion a lso

prov ides that  bhe shareholder ,  Mr.  Lanham here,  can increase

the tax basis  of  h is  shares by,  in  ef fect ,  the d i f ference between

the gain repor ted and the tax credi ted which here would be $2,422.00.

(The fund a lso d is t r ibuted some capi ta l  ga in in  1968,  Mr.  Lanham's

sha re  be ing  $1 ,474 .8O.  These  d i s t r i bu ted  cap i ta l  ga ins  were

inc luded in  both Federa l  and state tax returns and are not  in

d i spu te )  .

4 .  On the i r  New York tax return,  pet i t ioners subtracted

the amount  of  $3,440.96 f rom the income shown on the i r  Federa l

return to  arr ive at  the i r  New York income.  The def ic iency not ice

in issue in  ef fect  does not  a l low the above subtract ion.

goNcLUSroNs oF r,AW

The pet i t ionerrs  compla int  here is  not  that  a  tax must  be

paid at  some t ime,  but  ra ther  that  a  tax must  be paid present ly

on income which is only imputed to him and which he has not

actual ly  received.  I t  should be noted that  the fact  that

pet i t ionedSproblem ar ises wi th  respect  to  shares in  a "swap

fund"  is  not  legal ly  s ign i f icant  s ince the appl icable l -aw re lates

to al l  regulated investment companies (mutual- funds) al-though
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of  course the problem of  undis t r ibuted capi ta l  ga ins wi l l  occur

most  f reguent ly  wi th  respect  to  such "swap funds" .

The income taxes to petit ioner here is imputed to him by

the Federal Tax IFw. It  is clear that although the fund remits

an amount to the Federal Government for a capital gains tax

that amount is paid on behalf of the shareholder to whom credit

is given for the amount already paid and who must recompute the

tax which wi l l  in  e f fect  be paid by h imsel f .  The ef fect  o f  the

Federa l  credi t  is  s imply  that  a  tax at  the corporate 1evel  is

avoided whi le  a tax at  the shareholder  level  is  co l lected.  I t

is  c lear  that  the ef fect  o f  the Federa l  prov is ions is  to  t reat

the amount  of  the undis t r ibuted capi ta l  ga in hypothet ica l ly  as

i f  i t  were ent i re ly  d is t r ibuted tq  the shareholders wi th  a tax

paid by them and with the amount remaining as i f  i t  were reinvested

in the fund thus just i fy ing the increase in  the shareholder 's

bas i s  f o r  h i s  sha res .

This  income is  a lso imputed to  pet i t ioner  by operat ion

of the New York Tax Law. The personal income tax statute provides

that  New York adjusted gross income means Federa l  ad justed gross

income as defined in the laws of the United States (Tax Law

sect ion 612 (a)  )  .  The pet i t ioners here in,  therefore,  must  repor t

the undis t r ibuted capi ta l  ga ins as New York income.  f t  is  a lso

t rue that  the increase in  tax bas is  which the pet i t ioner  obta ins

for Federal purposes by reason of the fact that he did not

actual ly  receive the gains is  used a lso for  s tate purposes.
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Therefore,  pet i t ioner  wi l l  not  be taxed twice on the income

here  i n  ques t i on .

Of  course,  whi le  the fund has paid Federa l  taxes on the

gain in  guest ion and pet i t ioner  has received credi t  for  such

payment, this is not true with respect to the New York State

tax .

This treatment of imputed income from regulated investment

companies does not seem any different in principle from the

treatment of imputed income from "Sub-chapter S" corporations

(see Pet i t ion of  Graycb,  11-18-L97O, CCH New York State Tax

Rep.  599-320;  Pet i t ion of  Markowi tz ,  11- IB-L97O, ccH New York

State Tax Rep.  599-323) .  That  t reatment  has been upheld in

the  cou r t s  ca@,  App .  D iv .  3 rd  Dep t .  6 -7 -L970)  .

DECISION

The def ic iency is  found

wiLh such in terest  as may be

Tax Law.

DATED: Albany, New York
January  I0 ,  L974

to  be correct  and is  due together

computed under section 684 of the

STATE TAX COMMISSION

COMMISSIONER

COMMISSIONER


