
STATE OF NEW YORK

STATE TAX COMMISSION

In the Matter of the Pet i t ion
o f

Aaron F. Mandelbaum

for Redeterminat ion of a Def ic iency or for Refund
of Personal Income Tax under Art ic le 22 of the Tax
Law and New York City Non-Resident Earnings Tnx
under Chapter 46, Ti t le U of the Administrat ive
Code of the City of New York for the Years 7976 &
1977 .

That deponent further says
herein and that the address set
o f  the  pe t i t ioner .

Sworn to before me this
15 th  day  o f  June,  7984.

State of New York ]

County of Albany ]

David Parchuck, being duly sworn, deposes and says that he is an employee
of the State Tax Commission, that he is over L8 years of age, and that on the
15th day of June, 7984, he served the within rrot ice of Decision by cert i f ied
mai l  upon Aaron F. Mandelbaum, the pet i t ioner in the within proceeding, by
enc los ing  a  t rue  copy  thereo f  in  a  secure ly  sea led  pos tpa id  wrapper  addressed
a s  f o l l o w s :

Aaron F. Mandelbaum
411 l,rloodmere BIvd.
I,/oodmere, NY 11598

and by deposit ing same enclosed in a postpaid properly addressed wrapper in a
post off ice under the exclusive care and custody of the United States Postal
Service within the State of New York.

AFFIDAVIT OF MAITING

lhat the said addressee is the pet. i t ioner
forth on said rdrapper is the last known address

o r 1 to admin r  oa t
pursuant t.o Tax Law sect ion 174



STATE OF NEW YORK

STATE TAX COMMISSION

In the Matter of the Petit ion
o f

Aaron F. Mandelbaum AFFIDAVIT OF MAILING

for Redet.erminat ion of a Def ic iency or for Refund
of Personal fncome Tax under Art ic le 22 of the Tax
law and New York City Non-Resident Earnings Tax
under Chapter 46, Ti t le U of the Administrat i r , re
Code of the City of New York for the Years 1976 &
1.977 .

State of New York ]
s s .  :

County of Albany l

David Parchuck, being duly sworn, deposes and says that he is an employee
of the State Tax Commission, that he is over 18 years of age, and that on t ,he
15th day of June, 7984, he served the l r i th in rLot ice of Decision by cert i f ied
mai l  upon Daniel  J.  Guida, the represenLat ive of the pet i t ioner in the within
proceeding, bY enclosing a true copy thereof in a securely sealed postpaid
wrapper  addressed as  fo l lows:

Daniel J. Guida
Fliegel & Guida
231 Vermont Ave.
Oceanside,  NY 11572

and by deposit ing
post off ice under
Service within the

That deponent
of the petit ioner
last known address

same enclosed in a postpaid properly addressed wrapper in a
the exclusive care and custody of the United States Posta1

St.ate of New York.

further says that the said addressee is the representative
herein and that the address set forth on said wrapper is the

of the representative of the petit ioner.

Sworn to before me this
15th day of  June,  7984.

ster oaths
sect ion 174



STATE OF NEW \ /ORK
STATE TAX COMMiSSION

ALBANY,  NEW YORK 12227

June 15,  1984

Aaron F. Mandelbaurn
411 ldoodmere BIvd.
Woodmere,  NY 11598

Dear Mr. Mandelbaum:

Please take not ice of the Decision of the Stat e Tax Commission enclosed
herewi th .

You have now exhausted your r ight of  review at the administrat ive Ievel.
Pursuant to sect ion(s) 690 & 1312 of the Tax Iaw, a proceeding in court  to
review an adverse decision by the St.ate Tax Commission may be inst i tuted only
under Art ic le 78 of the Civi l  Pract ice Law and Rules, and must be comrnenced in
the Supreme Court of  the Stat.e of New York, Albany County, within 4 months from
the date of this not ice.

Inquir ies concerning the computat ion of tax due or refund al lowed in accordance
wi th  th is  dec is ion  mav be  addressed to :

NYS Dept. Taxation and Finance
law Bureau - l i t igation Unit
Building i l9, State Campus
Albany, New York 72227
Phone # (518) 457-2070

Very truly yours,

S'TATE TM COMMISSION

cc: Petit ioner's Representative
Daniel J. Guida
Fliegel & Guida
231 Vermont Ave.
0ceanside,  NY 11572
Taxing Bureau's Representative



STATE OF NEW YORK

STATE TAX COMMISSION

In  the Mat ter  of  the Pet i t ion

o f

AARON F. MANDELBAUM DECISION

for Redetermlnat ion of a Def ic iency or for
Refund of Personal Income Tax under ArtLcLe 22
of the Tax Law and New York Clty Non-Resident
Earnings Tax under Chapter 46, Ti t le U of the
Adninistrat ive Code of the City of New York for:
the Years 1976 and 1977.

Pet i t ioner,  Aaron F. Mandel-baum, 411 Woodmere Boulevard'  Woodmere, New

York 11598, f i led a pet i t ion for redeterminat ion of a def ic i .ency or for refund

of personal income tax under Article 22 of the Tax Law and New York City

non-resident earnings tax under Chapter 46, Ti t le U of the Adurinistrat ive Code

of  the  C i ty  o f  New York  fo r  the  years  1976 and 1977 (F iLe  No.  31616) .

A formal hearing was held before Daniel  J.  Ranal l i ,  Hearing Off icer at the

off ices of the State Tax Corrmission, Two World Trade Center,  New York, New

York ,  on  June 23 ,  1983 a t  1 :15  P.M. ,  w i th  a l l  b r ie fs  to  be  subn i t ted  by

September 15, 1983. Pet i t ioner appeared by Fl iegel & Guida (Daniel  J.  GuLda,

C.P.A. ) .  The Audt t  D iv is ion  appeared by  John P.  Dugan,  Esq.  (Anna D.  Co le l lo '

E s q .  ,  o f  c o u n s e l ) .

ISSUES

I. Whether the Audit  Divis ion properly

pe t i t loner ts  corpora t ion  and cor rec t ly  added

income as a construct ive dividend.

I I .  Whether the Audit  Divis ion properly

pet i t ioner to his corporat ion was, in fact,

disal lowed a salary expense of

sa id  expense to  pe t i t loner rs

determined that a loan nade bY

a contr i -but ion to capl ta l  and'
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therefore, a reduct ion in the corporat ionrs loan account amounted to a construc-

t ive dividend or return on capital  to pet i t ioner.

FINDINGS OF FACT

l.  For the years 1976 and 1977 pet i t loner: ,  Aaron F. l ' landelbaum, and hl-s

wife, Rosal ie,  f l led New York State income tax resident returns separately on

conbined returns and also f i led New York City non-resident earnlngs tax returns.

2. On Septeurber 8, 1980, as the result  oJ a f ie ld audit ,  the Audit

Divis ion issued a Not ice of Def ic iency against pet i t ioner in the amount of

$ 7 , 0 6 7 . 1 5 ,  p l u s  i n t e r e s t  o f  $ 1 , 5 9 9 . 9 3 ,  f o r  a  t o t a l  d u e  o f  $ 8 ' 6 6 7 . 0 8  f o r  t h e

years  1976 and 1977.

3. On March 2, 1980, pet i t ioner and hls wife signed a consent f ix lng the

period of l iml- tat ion upon assessment of person:r l  income and unincorporated

business taxes for the taxable year L976 at October 15, 1980.

4. Pet i t ioner is the president,  sole off icer and, apparent ly,  sole

stockholder of Mandy of Qual i ty,  Inc. ("Mandy"),  a New York corporat ion engaged

in the operat ion of a home improvement contract ing business. The business

originally was a sole proprl-etorship which was incorporated on or about January I'

1973. At the t ime of incorporat ion, Mandy carr ied over onto i ts corporate

books  an  account  en t i t led  "Of f i cer rs  Loans  Payab le"  in  the  amount  o f  $109 '989.95 .

There hras no ohrnerrs equity account and no stock was issued upon incorporat ion.

Mandyfs  assets  to ta l led  $311,433.36  and i t s  l iab i l l t ies  amounted to  $311,144.36

leavi-ng an ohrner 's equity of $289.00 result ing in a debt to equity rat lo of

approxlmately 1r000 to 1. Payments were made from the off icerfs loans payable

account  e i ther  d i rec t l y  to  pe t i t ioner  o r  to  pay  pe t i t ioner rs  persona l  expenses .

Mandy did not carry a capital  account on i ts books unt i l  1975 when $10'000.00

in stock was issued. In 1974, Mandy obtained a loan from Bankers Trust Company
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which required, as a condit ion of the loan, that Mandyts loans due to pet l t ioner

be subordl-nated to the bankrs loan. l{andy complied with this requirement.

5. On auditr  the auditor decided that MarLdy hras under-capital lzed and

that the approximately $I10r000.00 in loans made by pet i t ioner to Mandy were

actual ly contr ibut ions to capital .  For I977, l landyts general  ledger ref lected

a reduc t ion  in  the  loan account  o f  $161 24L.74  ernd  th is  f igurer  taken together

w i th  an  unexp la ined d l f fe rence o f  $ I9 ,274.12 ,  r 'esu l ted  in  a  to ta l  reduc t ion  in

the loan account of $35,515.86, which was deemed to be a construct ive dividend

or ref,urn on capital. Tax year 1977 was the only year in which Mandy's income

was suff ic ient to establ ish a construct ive divjdend or return on capital .

Pet i t ionerts personal income tax and New York City nonresident earnings tax for

L977 was adjusted to include in his income for that year the loan repayments

deemed to be construct ive dividends.

6. Petitioner maintai-ns that the loans from him to Mandy were bona fide

loans which rdere never intended to be capital  contr ibut ions and that the Audit

Divis lon should not be able to deem the loans to be such merely because Mandy

did not issue any stock unt i l  two years after i ts formation. However '  at  least

one of the loans in the amount of $661529.90 was evldenced by a wrl t ten promissory

note dated February 5, L974. No expl-anat ion wers offered as to why sai-d note

was issued more than a year after Mandy was incorporated. Pet i t ionerrs represen-

tat ive asserted that this was the amount remaining to be paid on the or iginal

loan on the books on January 1, L973,

7. For taxable years 1976 and L977, I"landy claimed a salary expense for

Rosal ie Mandelbaum, the wife of pet l t loner.  Mandy issued wage and tax statements

(Forrn W-2) to Mrs. Mandelbaum for each of the aforesaid years. The forms

indicated that Federal  and State taxes and social  securi ty taxes were withheld.
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8. On audit ,  the auditor went to Mandyfs premises on four di f ferent

occasions. Mrs. Mandelbaum was not present at the place of business durlng any

of these visi ts.  The auditor quest ioned several  of  Mandyrs employees concerning

the status of Mrs. Mandelbaum as an employee. The employeest resPonses htere

either evasive, vague or conf l ict ing, wlth none of the enployees actual ly sure

of what Mrs. Mandelbaumrs duties h7€r€1 if any. Petitloner submitted several

unsrrrorn form statements from contractors indicatlng that Mrs. Mandelbaum

sol ic i ted var ious leads for them as part  of  her:  dutLes for Mandy. Other than

the statements, pet l - t ioner presented no direct evidence ei ther through test imony

or documentation to show whether Rosalie Mandelbaum performed any duties as an

employee of Mandy. l  Mr".  Mandel-baum was'not an off icer or stockhol-der of Mandy.

9. The Audit  Dlvis ion disal lowed the salary expense with respect to Mrs.

Mandelbaun and deemed it to be a construetive dividend to petitioner. Mr. and

Mrs. Mandelbaumrs personal incone taxes and New York City nonresident earnlngs

taxes were adjusted accordingly for each of the years 1976 and 1977. Pet i t loner

argues that Mandy had nothing to gain by claimi.ng Mrs. llandelbaum as an employee

since it incurred other expenses such as social security and unemployment

compensati.on payments by listing Rosalie Mandelbaum as an employee.

CONCLUSIONS OF LAW

A. That ,  wi th cer ta in except ions not  appl l -cable here in,  sect ion 689(e)  of

the Tax Law places the burden of  proof  upon the pet i t ioner .  Al though Mandy may

well have had nothing to gatn by clainlng Rosalie Mandelbaum as an employee,

there was s lmply too l i t t le  ev idence produced to substant l -ate that  she was an

employee. Petit ioner has not shown that Mrs. I"landelbaum performed any substantial

serv ices which were of  va lue to the corporat ion.  In  l ight  of  th is  and the fact

I n  f ac t ,  pe t i t i one r  o f f e red  no  tes t imony  on  e i t he r  i ssue .
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that Mr. Mandelbaum rras the sole stockholder of Mandy, i.t was proper for the

Audit Division to consider the pa)ments to Mrs, Mandelbaum an assignment of

corporate income not deduct ible by Mandy and t i rxabl-e to pet l t ioner as a construc-

t ive dividend.

B. That " Ia]  corporat ionts f inancial  structure in which a whol ly inadequate

part of the investment is attributed to stock while the bulk is represented by

bonds or other evl-dence of indebtedness to stockholders is lacking in the

substance necessary for recognit lon for tax purposes, and must be interPreted

in accordance with real i t iesr '  (Root v.  Conmissioner,  220 F.zd 240, 24L).  I 'The

essent ial  di f ference between a stockholder and a credltor is that the stockholderfs

intent ion is to embark upon the corporate adverrture, taking the r lsks of loss

attendant upon i t  so that he nay enjoy the chances of prof i t .  The creditor,  on

the other hand, does not intend to t.ake such risks so far as they may be

avoidedr but merely to lend his capital  to others who do intend to take them"

(Un i ted  Sta tes  v .  T i t le  Guarantee  & Trus t  Co. ,  133 F .2d  990,  993) .

C. That among the factors which are signi f icant ln deciding whether an

instrument or t ransact ion creates debt or equity are: " thin" or inadequate

capital izat ion, ident i ty of interest between creditor and stockholder,  the

ablltty of the corporation to obtain loans from outside l-ending l-nstitutions

and the status of the contr ibut ion in relat ion to regular corporate creditors

(S lappey Dr ive  Indus t r ia l  Park  v .  Un i ted  Sta tes ,  56L F .2d ,572,  582) .

D.  That ,  w i th  an  owner 's  equ i ty  o f  $289.00 ,  a  debt -equ i ty  ra t io  o f  1000

to 1, the lack of any capitaL account or i .ssuance of any stock, i t  is obvious

that the funds suppl ied by pet i t ioner to Mandy did not const i tute a loan to a

company with adequately exist i -ng operat lng capital ,  but represented, instead,

an advance of necessary working capital. ttSuch a sltuatlon closely parallels
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that  under which an investment  of  equi ty  capi t i l l  is  made in a new venture. . . t '

(Hippodrome Building Co. v. Coumissioner, 24 TCl"l 113 aff 'd sub non lg]]iry.-v.

United States, 363 F.2d 826).  Moreover,  Banker:rs Trust Co. would not agree to

loan money to Mandy unless all l-oans due to officers rrere completely subordinated

to the bankrs loan. ' rThe complete subordinat ion effected by I thls agreernent]

not only tends to wipe out a most significant characteristic of the creditor-

debtor relat lonship, the r ight to share with general  creditors in the assets in

the event of dissolut ion or l iquldat ion, (c i tat ion onl- t ted),  but i t  a lso

des t roys  another  bas ic  a t t r ibu te  o f  c red i to r  s ta tus :  i .e . ,  the  power  to  demand

payment  a t  a  f i xed  matur i t y  da te"  (P .M.  F inance Corp .  v .  Conmiss loner ,  3OZ F.2d

7 8 6 ,  7 9 0 ) .

E. That,  whi le no one of the aforementioned debt-equity factors necessari ly

indi .cates the exlstence of a capital  contr ibut jon rather than a loan in this

case, al l  of  the facts taken as a whole and combined with the fact that the

al leged lender,  in this case, pet i t ioner,  was also the sole stockholder and

off icer of l " landy leads to the conclusion that the $1091989.95 entered on

Mandyts books as off ieerrs loans payable was, ln fact,  an investment in the

equity of the corporat ion and subject to tax treatment as such. Therefore'  the

Audit Division properly deemed the reduction in the loan account to be a

construct ive dividend or return on capital  to pet i t loner.

F. That the pet i t ion of Aaron F. Mandelbaum ls denied and the Not ice of

Def ic iency lssued September B, 1980 is sustained,

DATED: Albany, New York

JUN 15 1gg4
STATE TAX COMMISSION
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STATE OF NEW YORK
STATE TAX COMMISSION

ALBANY, NEW YORK 12221

June 15,  198+

Aaron F. Mandelbaum
411 Woodmere Blvd.
Woodmere, NY 11598

Dear Mr. Mandelbaum:

Please take notice of the Decision of the Stal.e Tax Comnission enclosed
herewith.

You have now exhausted your r ight of review a1. the administrative level.
Pursuant to section(s) 690 & 1312 of the Tax J,aw, a proceeding in court to
review an adverse decision by the State Tax Cc'mnission may be insti tuted only
under Art icle 78 of the Civi l  Practice Law an<l Rules, and must be commenced in
the Supreme Courl of the St.at.e of New York, Albany County, within 4 months from
the date of this notice.

Inquir ies concerning the computation of tax dr.e or refund al lowed in accordance
wi th th is  dec is ion mav be addressed to:

NYS Dept. Taxation and l.inance
Law Bureau - l i t igation Unit
Building /19, State Campr.s
A1bany, New York 72227
Phone i l  (518) h57-2070

\-ery truly yours,

STATE TAX COMMISSION

Petit ioner' s Representative
Daniel J. Guida
Fliegel & Guida
231 Vermont Ave.
Oceanside,  NY 11572
Taxing Bureau' s Representative



STATE OF NEW YORK

STATE TAX COMMISSION

In  the Mat ter  of  the Pet i t ion

o f
:

AARON F. MANDELBAUM

for Redeterminat lon of a Def l-c iency or for
Refund of Personal Income Tax under ArttcLe 22 :
of the Tax Law and New York Clty Non-Resident
Earnings Tax under Chapter 46, Tltle U of the :
Administrative Code of the City of New York for:
the Years 1976 and 1977. :

DECISION

Petltioner, Aaron F. Mandelbaum, 411 Woodmere Boulevard, Woodmere, Ne$l

York 11598, f i led a pet i t lon for redeterminat ion of a def ic iency or for refund

of personal income tax under Article 22 of the Tax Law and New York City

non-resident earnings tax under Chapter 46, Tttle U of the Administrative Code

of the City of New York for the years L976 and 1977 (Fi le No. 31616).

A fornal hearing was held before Daniel  J.  Ranal l i ,  Hearing Off lcer at the

off ices of the State Tax Cornrnission, Two World Trade Center,  New York, New

York ,  on  June 23 ,  1983 a t  1 :15  P.M. ,  w i th  a l l  b r ie fs  to  be  subn i t ted  by

September 15, 1983. Pet l t l -oner appeared by F1jegel & Guida (Daniel  J.  Gulda,

C.P.A. ) .  The Aud i t  D iv is ion  appeared by  John F .  Dugan,  Esq.  (Anna D.  Co le l lo '

E s q . ,  o f  c o u n s e l ) .

ISSUES

I. Whether the Audit  Divis ion properly dJsal lowed a salary expense of

pe t i t ioner ts  eorpora t ion  and cor rec t ly  added sa id  expense to  pe t i t ioner ts

income as a constructive dividend.

I I .  Whether the Audit  Divis lon properly determined that a loan nade by

pet i t ioner to his corporat ion was, in fact,  a contr ibut lon to capital  and,
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reduct ion in the corporat ionts loan account amounted to a construc-

or return on capital  to pet l t ioner.

FINDINGS OF FACT

1. For the years 1976 and 1977 pett t ioner,  Aaron F. Mandelbaum, and his

wife, Rosal ie,  f i led New York State income tax resident returns separately on

cornblned returns and also filed New York City rron-resident earnlngs tax returns.

2 .  On September  8 ,  1980,  as  the  resu l t  o f  a  f ie ld  aud i t ,  the  Aud i t

Divis ion issued a Not lce of Def ic iency agalnst pet i t ioner in the amount of

$ 7 , 0 6 7 . 1 5 ,  p l u s  i n t e r e s t  o f  $ 1 , 5 9 9 . 9 3 ,  f o r  a  t o t a l  d u e  o f  $ 8 , 6 6 7 . 0 8  f o r  t h e

years  L976 and 1977.

3. On March 2, 1980, pet i t ioner and his rvi fe slgned a consent f ix lng the

period of l imitat ion upon assessment of personal income and unincorporated

business taxes for the taxable year 1976 at Ocrober 15, i980.

4. Pet i t ioner is the president,  sole off icer and, apparent ly,  sole

stockholder of Mandy of Qual l ty,  Inc. ("Mandy"),  a New York corporat ion engaged

in the operat ion of a home improvement cont,racr ing business. The business

originally Lras a sole proprietorship which was incorporated on or about January I'

L973. At the t ine of lncorporat ion, Mandy carr: led over onto i ts corporate

books  an  account  en t i t led  r ro f f i cer rs  Loans  Payab le t t  in  the  amount  o f  $109,989.95 .

There was no ownerrs equity account and no stock was issued upon lncorporat lon.

Mandyrs  assets  to ta l led  $311,433.36  and i t s  l iab l l l t ies  amounted to  $311, I44 .36

leaving an ownerrs equity of $289.00 result ing in a debt to equity rat io of

approximately 1r000 to 1. Pa)rments were made I ' rou the off icerrs loans payable

account ei ther direct ly to pet i t ioner or to pay pet i t ionerts personal expenses.

Mandy did not carry a capital  account on i ts books unt i l  1975 when $10'000.00

in stock was l-ssued. In 1974, Mandy obtained a loan from Bankers Trust Company
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which required, as a condit ion of the 1oan, th;r t  Mandyts loans due to pet i t loner

be subordinated to the bankrs 1oan. Mandy compl ied with this requirement.

5. On audit ,  the auditor decided that Mandy nas under-capital ized and

that the approximately $110r000.00 in l -oans ma<te by pet i t ioner to Mandy were

actual ly contr ibut ions to capital .  For I977, Mandyts general-  ledger ref lected

a reduct ion in the loan account of $16 r24I.74 and this f lgure'  taken together

w i th  an  unexp la ined d i f fe rence o f  $L9,274.12 ,  resu l ted  in  a  to ta l  reduc t l -on  ln

the loan account of $351515.86, which was deemed to be a construct ive dividend

or return on capital .  Tax year L977 was the orr ly year in whlch Mandyts income

was suff ic ient to establ ish a construct ive dividend or return on capital .

Pet i t ionerts personal income tax and New York () i ty nonresident earnings tax for

l97l  was adjusted to include in hls income for that year the loan repayments

deemed to be construct ive dividends.

6, Petitioner maintains that the loans fron him to l"landy were bona fide

loans which were never intended to be capital  contr ibut ions and that the Audit

Divis ion should not be able to deem the loans to be such merely because Mandy

did not issue any stock unt i l  two years after j - ts formation. However,  at  least

one of the loans in the amount of $66,529.90 wirs evidenced by a wri t ten promissory

note dated February 5, L974. No explanat ion was offered as to why said note

was issued more than a year after Mandy was incorporated. Pet i t ionerrs rePresen-

tatlve asserted that this was the amount remairring to be paid on the original

loan on the books on January 1, 1973.

7. For taxable years 1976 and. L977, Mand'" c laimed a salary expense for

Rosal ie Mandelbaum, the wife of pet i t ioner.  Mandy issued wage and tax statements

(Forrn W-2) to Mrs. Mandelbaum for each of the ; i foresaid years. The forms

indicated that Federal  and State taxes and soci.al  securi ty taxes were withheld.
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8. On audit ,  the auditor went to Mandyrs prenises on four di f ferent

occasions. Mrs. Mandelbaum was not present at the place of business during any

of these visi ts.  The auditor quest ioned several  of  Mandyts employees concerning

the status of l { rs.  Mandelbaum as an euployee. The empl-oyeest responses were

ei"ther evasive, vague or conf l ict ing, with none of the enployees actual ly sure

of what Mrs. Mandelbaumts dut ies were, i f  any. Pet i t ioner submitted several

unsworn form statements from contractors indicating that Mrs. Mandelbaum

sol ic i ted var ious leads for them as part  of  her dut ies for Mandy. Other than

the statementsr pet i t ioner presented no direct evidence ei ther through test imony

or documentation to show whether Rosalie Mandeibaum performed any duties as an

employee of l"landy.l Mrs. l"landelbaum was not an officer or stockholder of Mandy.

9. The Audit  Divis ion disal lowed the salary expense with respect to l" I rs.

Mandelbaum and deemed i t  to be a construct ive cl iv idend to pet i t ioner.  Mr. and

l"lrs. Mandelbaumrs personal income taxes and New York City nonresident earnings

taxes were adjusted accordingly for each of the years I976 and 1977. Pet i t ioner

argues that Mandy had nothing to gain by clairning Mrs. Mandelbaum as an employee

since it incurred other expenses such as social. security and unemployment

compensation payments by listing Rosalie Mandel.baum as an employee.

CONCLUSIONS OF LAW

A.  That ,  w i th  cer ta in  except ions  no t  app l i cab le  here in ,  sec t lon  689(e)  o f

the Tax Law places the burden of proof upon the petitloner. Although Mandy nay

well have had nothing to gain by claiming Rosalie Mandelbaum as an employee,

there was simply too l i t t le evidence produced to substant iate that she was an

employee. Pet i t ioner has not shown that Mrs. Mandelbaum performed any substant i .al

services whlch were of value to the eorporat ion. In l ight of  this and the fact

In fact,  pet i t ioner offered no test imony on ei ther issue.



-)-

that Mr. Mandelbaum was the sole stockholder of Mandy, it was proper for the

Audit Division to consider the payments to Mrs, Mandelbaum an assignment of

corporate income not deduct ible by Mandy and taxable to pet i t ioner as a construc-

t ive dlvidend.

B. That rr [a]  corporat ionfs f inancial  structure in whlch a whol ly inadequate

part  of  the investment is at tr ibuted to stock whi le the bulk is represented by

bonds or other evidence of indebtedness to stockholders is lacking in the

substance necessary for recognit ion for tax purposes, and must be interpreted

in accordance with real l t iesr '  (Root v.  Cornmissioner,  220 F.2d 240' 241).  I 'The

essent ia l  d i f ference between a stockholder  and a credi tor  is  that  the stockholder fs

intent ion is  to  embark upon the corporate adventure,  tak ing the r isks of  loss

at tendant  upon l t  so that  he may enjoy the chances of  prof i t .  The credi tor ,  on

the other  hand,  does not  in tend to take such r l -sks so far  as they may be

avoided,  but  merely  to lend h is  capi ta l  to  others who do intend to take them' l

(Un i t ed  S t ,a tes  v .  T i r l e  Guaran tee  &  T rus r  Co . ,  133  F .2d ,  990 ,  993 ) .

C. That among the factors which are signi-ficant in deciding whether an

instrument or t ransact ion creates debt or equit .y are: t ' th in" or inadequate

capltal izat ion, ldent i ty of interest between cr:edi tor and stockholder,  the

abl l i ty of  the corporat ion to obtain loans from outside Lending inst i tut ions

and the status of the contr ibut ion ln relat ion to regular corporate creditors

(S lappey Dr ive  Indus t r ia l  Park  v .  Un i ted  Sta tes ,  56 I  E .2d  572,  582) .

D.  That ,  w i th  an  owner 's  equ i ty  o f  $289.00 ,  a  debt -equ i ty  ra t lo  o f  1000

to 1, the lack of any capital  account or issuance of any stock, i t  is obvious

that the funds suppl led by pet i t loner to Mandy did not const i tute a loan to a

company with adequately exist ing operat ing capital ,  but represented, instead,

an advance of necessary working capital .  t 'Such a sl tuat ion closely paral lels
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that under which an investment of equity capital  is made in a new venture.. . t t

(Hippodroure Bui lding Co. v.  Courmissioner,  24 TCyl l l3 aff  rd sub nom Fel l inger v.

United States, 363 F.2d 826).  Moreover,  Bankerfs Trust Co. would not agree to

loan money to Mandy unless all- loans due to officers rdere completely subordinated

to the bankts loan. t tThe complete subordinat ion effected by I this agreement]

not only tends to wipe out a nost s lgnl f icant r :haracter ist ic of  the creditor-

debtor relat ionship, the r ight to share with general  creditors in the assets in

the event of di-ssolut ion or l iquidat ion, (c i tat ion onit ted),  but i t  a lso

destroys another basic attr ibute of creditor status: i .e. ,  the por,rer to demand

payment at a f lxed matur i ty daterr (P.M. Flnance Corp. v.  Conrmissioner,  302 F.zd

7 8 6 ,  7 9 0 ) .

E. That,  whi le no one of the aforementioned debt-equity factors necessari ly

indicates the exl-stence of a capital  contr ibut ion rather than a loan in this

case, all of the facts taken as a whole and cornbined with the fact that the

alJ-eged lender,  in this case, pet i t ioner,  hras also the sole stockholder and

of f i cer  o f  Mandy leads  to  the  conc lus ion  tha t  the  $109,989.95  en tered  on

Mandyts books as off icerrs loans payable was, in fact,  an investment in the

equity of the corporat ion and subject to tax treatment as such. Therefore, the

Audit Dl-vision properly deemed the reduction irr the loan account to be a

construct ive dividend or return on capital  to pet i t ioner.

F. That the pet i t ion of Aaron F. Mandelbaum is denied and the Not lce of

Def ic l-ency issued September 8, 1980 is sustained.

DATED: Albany, New York

JUN 15 1gg4
STATE TAX COMMISSION

PRESID


