
STATE OF NEW YORK

STATE TAX COMMISSION

In the Matter of
o f

Ted & Theresa AFFIDAVIT OF MAIIING

for Redetermination of a Deficiency or Revision
of a Determination or Refund of Personal fncome &
UBT under Article 22 & 23 of the Tax Law for the
Years 1974 -  1976.

State of New York )

county of Albany ]  " t '  
t

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 the
20th day of January, 1984, he served the within not ice of Decision by cert i f ied
mai l  upon Ted & Theresa Sobiech, the pet i t ioner in the within proceeding, by
enclosing a true copy thereof in a securely sealed postpaid v/rapper addressed
as fo l lows:

the Pet i t ion

Sobiech

Ted & Theresa Sobiech
Pine  Is land,  NY 10969

and by deposit ing same enclosed
post off ice under the exclusive
Service within the State of New

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

Sworn t .o before me this
20th day of January, 1984.

in a postpaid properly addressed wrapper in a
care and cust.ody of the United States Postal
York.

that the said addressee is the petit ioner
forth on said wrapper is the last known address

t thor ized to administer oaths'ct ion



STATE OF NEW YORK

STATE TAX COMMISSION

In the Mat. ter of
o f

Ted & Theresa

the Pet i t ion

Sobiech AFFIDAVIT OF MAITING

for Redeterminat ion of a Def ic iency or Revision
of a Determinat ion or Refund of Personal Income &
UBT under Art ic le 22 & 23 of the Tax Law for the
Years  1974 -  1976.

State of New York i
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 the
20th day of January, 1984, he served the within not ice of Decision by cert i f ied
mai l  upon Jack Judelson, the representat ive of the pet i t ioner in the within
proceeding, by enclosing a true copy thereof in a securely sealed postpaid
l r rapper  addressed as  fo l lows:

Jack Judelson
12 South  St .
Middletown, NY 10940

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 vr i thin the State of New York.

That deponent further says that the said addressee is the representat ive
of the pet i t ioner herein and that the address set forth on said wrapper is the
last known address of the representat ive of the pet i t ioner.

Sworn to before me this
20th day of January, 1984. .kr'-'

Authorized to administer oaths
Sect ion



STATE OF  NEW YORK
STATE TAX COMMISSION

ALBANY,  NEW YORK 12227

January 20, 1984

Ted & Theresa Sobiech
Pine  Is land.  NY 10969

Dear  Mr .  &  Mrs .  Sob iech :

Please take not ice of the Decision of the State Tax Commission enclosed
herewith.

You have now exhausted your r ight of  review at the administrat ive level.
Pursuant to sect ion(s) 690 & 722 of the Tax Law, a proceeding in court  to
review an adverse decision by the State Tax Commission rnay be inst i tuted only
under Art ic le 78 of the Civi l  Pract ice law and Rules, and must be comnenced in
the Supreme Court of the State of New York, Albany County, within 4 months from
the da te  o f  th is  noL 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 - Lit igation Unit
Building /f9, State Campus
Albany, New York 12227
Phone # (518) 457-2070

Very truly yours,

STATE TAx COMMISSION

cc:  Pet i t ioner 's  Representat ive
Jack Judelson
12 South St .
Middletown, NY 10940
Taxing Bureaut s Representative



STATE OF NEW YORK

STATE TAx COMMISSION

In the Matter of the Pet i t ion

o f

TED and THERESA SOBIECII

for Redeterminat ion of a Def ic iency or for
Refund of Personal Income and Unincorporated
Buslness Taxes under Articles 22 ar.d 23 of the
Tax Law fo r  the  Years  1974,  1975 and 1976.

Whether the Audit  Divis lonts dlsal lowance of a

clained by pet i t ioners for salary expenses paid to

years at issue was proper.

DECISION

port ion of the deduct ions

famiJ-y members durlng the

Peti t loners, Ted and Theresa Sobiech, Plne Is land, New York 10969, f l led

petltion for redetermination of a deficiency or for refund of personal income

and unincorporated business taxes under Articles 22 and, 23 of the Tax Law for

the  years  L974,  1975 and 1976 ( f i le  No.  28630) .

A formal hearing was heLd before Dennls M. Gal l lher,  Hearing Off icer,  at

the off ices of the State Tax CornmissLon, Bul lding 9, State Off ice Campus,

Albany, New York on May 9, 1983 at 10:45 A.M., with al l  br lefs to be subrni t ted

by July 25, 1983. Pet i t ioners appeared by Judelson, Rosen, Sotmerstein &

Giordano,  C.P.A. rs  (Jack  Jude lson,  C.P.A. ) .  The Aud i t  D iv is ion  appeared by

John P. Dugan, Esq. ( I larry Kadish, Esq.,  of  counsel) .

ISSUE

1.  Pet i t ioners ,

State Resldent Income

L974,  L975 and,  1976.

FINDINGS OF FACT

Ted and Theresa Sobiech, t imely f l led separate New York

Tax Returns (on comblned forms) for each of the years

Petitioner Ted Soblech al-so timely filed New York State
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Unincorporated Business Tax Returns (Forn TT-202> for each of the years L974

through 1976.

2. On Apri l  13, 1979, the Audit  Dlvls ion issued to pet i t loners a Not l .ce

of Def ic iency assert ing addit ional tax due for the years L974, 1975 and 1976 in

the  amounts  o f  $3 ,283.70 ,  $8 ,217.26  and $6 ,847.77 ,  respec t ive ly '  p lus  pena l ty

and interest for each year. A validated consent had been prevlously executed

by petitioners I duly authorized representatlve a1-lowlng the assessment of

personal income and unincorporated business taxes for the years L974 and L975

to be made at any t ime on or before Apri l  15, 1980.

3. A Statement of Audit Changes also issued to petltioners on April 13'

I979, contained the calculat ions underly ing the aforementloned def ic lency

together with the expl-anation that such deficiency resulted from the Audlt

Dlvj .s ionrs disal lordance of deduct ions claimed by pet i t loners for repair  and

malntenance of buildings and grounds and for salary expenses on payments made

to family members. This Statement further specifled that the penalty was

asserted for each year pursuant to sect ion 685(b) of the Tax Law (def lc iency

due to negl-igence) .

4.  As the result  of  a pre-hearfng conference, at which pet i t ioners

submitted evidence in substantiation of the claimed deduction for repair and

maintenance expenses, the Audit Dl-vlsLon reduced the orl,glnal defl-ciency for

1974,1975 and 1976,  and now asser ts  add i t iona l  tax  due fo r  such years  in  the

amounts  o f  $1 ,970.35 ,  $3 ,046.25  and $402.2L ,  respec t ive ly ,  p lus  pena l ty  and
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interest l .  These reduced amounts asserted as due are based solely on the

disallowance of claimed deductions for salary expenses on payments made to

family members which payments were returned as alleged loans to petitionersl

bus iness ,  in  the  aggregate  amounts  o f  $13,020.00 ,  $13,380.00  and $13,835.00  fo r

the years 1974, 1975 and L976, respect ively.

5. Pet i t loners own and operate a large farm consist ing of approximately

550 acres of land located in Ptne Island, New York. Pet i t ioners have operated

the farm since the early 1950sr growing and sel l ing, at  wholesale'  celery,

let tuce and onions. The farm is operated as a sole proprletorshlp wlth a

double entry accounting system maintai-ned on the cash basis. The fam operates

year round, with the peak season spanning the months of June, July and August.

6. Both Mr. and l" I rs.  Sobieeh, as wel l  as their  three sons'  Thaddeus (Ted'

Jr.) ,  Tom and Leon, are involved ln the farmfs operat ion. Mrs. Sobiech worked

primarily ln the farmts office, supervising the tvro or three employees working

there, while Mr. Soblech and the three sons were dlrectly involved ln all

aspects of the dall-y physical operation of the farm, including eguipment

operat ion and maintenance, supervision of employees, plant ing, harvest lng'  etc.

During the years at issue, the farm employed approximately seventy persons, of

whom approximately one-half were migrant norkers. In general, these employees

were paid on a weekJ-y basis.

I- In computl-ng the unincorporated business tax portion of the reduced
deficiency, the Audlt Divislon omitted an i.nvestment tax credit for L975
al lowed to petLt ioners in the amount of $489.08. Accordingly,  the asserted
d e f i c i e n c y  f o r  1 9 7 5  l s  f u r r h e r  r e d u c e d  t o  $ 2 , 5 5 7 . I 7  ( $ l , o + 0 . 2 5  l e s s  $ 4 8 9 . 0 8 ) .
SirnllarJ-y, an investment tax credit of $533.94 agatnst unincorporated business
tax due for L976 was omit ted in the Audit  Divis lonrs recalculat ion. Accordingly,
saLd credit  is to be appl ied against the revlsed unincorporated business tax
port ion of the def ic iency for 1976 ($439.79),  thus reducing such port ion of the
def ic iency to $-0-.
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7. The circunstances by whtch the disallowed deductlons for claimed

salary expenses at lssue herein arose are as fol lows:

a. Toward the end of each year,  pet i t ioner Ted Sobiechfs
accountant would br ing the farmrs records up to date to
deternine the rr tax picturett ;

b. 1"1r. Sobiech would then confer with his accouncant and
determine the amounts to be paid to Mrs. Soblech and to the
three sons. It is asserted that, these anounts, as deternined
by Mr. Sobiech, ref lected a fair  salary in l ight of  the
efforts and cont,ributions made by the faml-ly members in the
operat ion of the farn;

c. After deterninatl-on of the above amounts by Mr. Sobiech,
two checks were drawn for each fanily menber, together
totalling the amount previously decided to be paid to that
particular fanil-y menber. One such check was kept by the
famil-y member, whereas the other check was imrnedlately
lndorsed over to the buslness by the fanily member as an
al leged loan for use in the business;

d. The funds from those checks returned to the business by
the family members were then used by the business to
purehase fert iL l-zer,  suppl ies, seeds and other i tems.

8. The issuance of the checks to the fanily members, the return irnmediately

thereafter of one check by each fanlly meu.ber to the business and t,he subsequent

purchase of fert l lLzer,  seeds, etc.  by the business al l  occurred pr ior to the

close of each year.  Actual payments, here by the physical  issuance of ehecks'

were made because the taxpayers ut i l ized the cash basls of account ing. Accord-

ingly, petitlonerst claimed deductions for both the salary expense payments and

for the purchase of seeds and fert iL lzex.

9. The foregoing plan was suggested to pet i t ioners by their  accountant '

was commenced at the end of 1974 and was continued thereafter during each of

the years at issue. Mr. Sobiech determined both the anount to be paid as

salary and the amount to be returned to the business by each fantly member,

with no input from the fanily ln the determination of such amounts.
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10. Mrs, Sobiech was paid $7,800.00 during each of the years at issue and

lncl-uded this anount as income subject to tax on each of the New York State

Income Tax Returns f i led by pet i t ioners. In I974, Mrs, Sobiech returned to the

bus iness  $5 ,800.00  ou t  o f  the  $7 ,800.00  pa id  to  her .  In  1975 and L976,  l ' I r s .  Sob lech

re turned $4 ,800.00  ou t  o f  the  $7 ,800.00  pa id  to  her .

11 .  In  1974,  the  th ree  sons  were  ages  19 ,  17  and 15 ,  and were  pa id  $4 '680.00 '

$3 ,640.00  and $2 ,600.00 ,  respec t lve ly .  The e ldes t  son ,  Ted,  J r . ,  re tu rned to

the buslness $3,280.00 out of the $4,680.00 paid to hlm. Individual amounts

returned by the two younger sons Ln 1974 nere not speclfied, nor were indivldual

amounts paid to (and the portion thereof returned by) the three sons in l-975

and I976 specif ied.

12. I'Iage and Tax Statements (Forms I,I-2) were prepared for each of the

three sons durlng the years at issue and were attached to New York State Income

Tax Returns f i led by the sons during those y"^t" . '

13. In 1974, Ted, Jr.  rras out of school and worked on the farm al l  year

long. The two younger sons presumably were stil1 in school during the najor

port lon of that year.  I t  was noted that the year-end payments to the three

sons lncreased each year as the sons grew older.  In thl-s regard, pet i t ioners

assert that the three sons t spending needs were more linited in the earlier

y e a r s .

14. The amounts returned to the business by the fanil-y members were

ref lected as loans on the books of the business. No formal loan agreements'

notes or other documents evidencing the amounts returned to the buslness were

executed.

2 pet i t ionerfs representat ive noted that the chi ldren \rere not subJect to
withholding tax or social- security requirements due to their ages and the fact
that they were worklng on a farm and were employed by their faurily,



-6-

15. Duri.ng the years at, issue, there was no agreement or dlscussion

when the loans would be repald, nor lras any portion of the loans repaid

fantly members. No lnterest rate was specified on the loans nor ltas any

interest pald on such loans during the years at lssue. Pet i t lonersr accountant

noted that no interest was paid In L974 because the f i rst  loans back to the

buslness by the farnily dld not occur until the end of 1974 (hence there was no

debt during 1974 on whlch to compute interest) ,  and test i f ied that no lnterest

was calculated or paid ln 1975 and 1976 because the accumulated anounts of

money loaned ($13,020 in  1975;  $26,400 ln  1976)  were  fe l t  to  be  no t  na ter la l .

Fina1ly, lt was asserted that interest has been paid to the family members for

each year after L976. Pet i t ionersr L979 year-end statenent of f inancLal-

condir lon ( for the business) ref lected as a l iabi l t ty $78,000.00 "owed to

farnily". No such statements reflecting the loans during the years at issue

\rere provided at the hearing.

16. The amounts pal-d to Mrs. Sobiech and the three sons were determined by

Mr. Sobiech at each yearts end, and no records were maintained as to the hours

worked and efforts expended by the fanily members on the farm during the years

a t  i ssue.

17. Pet i t ionersr representat l -ve adnit ted that the farmrs (projected)

profit nas a ttconsideratton[ in determlning the amounts paid to the famlly

members as salar ies, but asserted the salar ies had very l i t t le to do with the

farn ts  bo t tom l ine .

18. Petlti.oners assert that the farm was operated by the famil-y unit and

that the entire family, lncludLng Mrs. Sobiech and the three sons lilere dLrectly

involved in worklng on the farn. In view of thisr petitioners assert that

there was nothlng wrong with a portion of the salary payments belng loaned back

as to

to the
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to the business to contr ibute to i ts successful  operat ion. Fina11y, i t  ls

asserted that petitioners could have achieved the same end result by borrowing

from banks or financial institutions.

19. The Audit Division does not, raise issue wlth or questlon the reason-

ableness of the amounts pald to the fanlly members as salaries, but rather

quest ions the proprLety of the deduct ions in l ight of  the ent ire circumstances

as  de ta i led .

CONCLUSIONS OF LAW

A. That the proprlety of deducting bona flde sal-aries paid to fanlly

members Ls not dlsputed. Ilowever, the ultimate determination concerning the

tax consequences of pet i t ionersr act ions (1.e. the propriety of deduct lng as

salary expense the amounts paid to fanily members which were subsequently

returned by them to the business), "...must turn upon (the) econonic substance

of the transaction and not upon the tine sequence or form of the transaction'

and the courts will look beyond the superflclal formalltles of the transactlon

to determine the proper tax treatment.  (c i tat ions omlt ted)".  Parkhi l l -  v.  Unlte4

Sta tes ,  385 F .  Supp.  204 (L974) .  In  shor t ,  the  subs tance and no t  the  fo rn  o f

the transact ion must govern (5lee Commissloner v.  Danielson, 378 F.2d 77L [3rd

C i r c u i t ,  L 9 6 7 1 ) .

B. That under the facts and circumstances presented herein, the Audit

Dlvis ionrs disal- l -owance of a port ion of pet i t ionersr claimed deduct ions for

salary expense was proper (see l ' lcCl-el-Lan, Jr.  v.  Tomll-nson, 18 A.F.T.R.Zd,5720,

a f f | d . 3 9 4 F . 2 d ' 5 | 3 ( 5 t h C i r c u i t , 1 9 6 8 ) ; s e e a 1 s o @ ' s u p r a . ) . I t i s

noted that the total salary amounts as well as the portlons thereof to be

returned by each fanlly member were determlned solely by Mr. Soblech' that the

portions of payment to be returned to the business, while in check form payable
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to the individual- fanily members, nere indorsed and returned to the business

irnmediately following payment to the farnily members, and that no interest was

booked or paid on the loans during the years at issue nor was any provision for

repayment discussed or set up. It is apparent that no substantive control was

exercised by the individual famlly nembers over the anounts labelled as salary

but returned to the buslness. Accordlngly,  the circumstances herein do not

support ,  as asserted, the payment of bona f lde salar les, but rather lndlcate a

plan whereby funds, but not control thereover, changed hands solely for the

purpose of enabl ing pet l t ioners to claim a deduct ion.

C. That the petition of Ted and Theresa Sobiech ls hereby denled and the

Notice of Def ic iency issued on Apri l  13, 1979, as reduced in accordance with

Findtng of Fact r '4rr  and Footnote "1rr,  together with such interest and penalty

as may be lawfully owing, is sustained.

DATED: Albany, New York

JAN 2 0 1984
STATE TAX COMMISSION

PRESIDM.IT


