
State of  New York :
s s .  :

County of Albany :

David Parchuck,  being duly sworn,  deposes and says that  he is  an ernployee
of  the State Tax Commission,  that  he is  over  18 years of  age,  and that  on the
23rd day of  May,  1985,  he served the wi th in not ice of  decis ion by cer t i f ied
mai l  upon Mi l ton & Florence Etengof f ,  the pet l t ioner  in  the wi th in proceeding,
by enclos ing a t rue copy thereof  in  a securely  sealed postpaid wrapper
add ressed  as  f o l l ows :

STATE OF NEW YORK

STATE TAX COMMISSION

In  the Mat ter  of  the Pet l t ion
O I

Milton & Florence Etengoff

for Redeterminat ion of a Def ic iency or Revislon
of a Determinat ion or Refund of Personal Income
Tax under Art ic le 22 of the Tax Law for the Years
L977 ,  1978 6 ,  1979.

Mil ton & Florence Etengof f
272  E .  T reehaven  Rd .
Buf fa lo,  NY I42I5

and by deposi t ing same enclosed
post  of f lce under the exclus ive
Serv ice wi th in the State of  New

That  deponent  fur ther  says
herein and that  the address set
o f  t he  pe t i t i one r .

Sworn to before me th is
23 rd  day  o f  May ,  1985 .

AFFIDAVIT OF MAILING

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

that the said addressee is the pet i t ioner
forth on said hrrapper is the last known address

Author ized to in i s te r  oa hs
L 7 4pursuant to Tax Law sect ion



STATE OF NEW YORK

STATE TAX COMMISSION

In the Matter of the Pet i t ion
o r

Mil ton & Florence Etengoff

for Redeterminat ion of a Def ic iency or Revision
of a Determinat ion or Refund of Personal Income
Tax under Art ic le 22 of the Tax Law for the Years
L 9 7 7 ,  1 9 7 8  &  1 9 7 9 .

AFFIDAVIT OF MAILING

State of New York :
s s .  :

County of Albany :

David Parchuck, being duly sworn, deposes and says that he ls an employee
of the State Tax Commlssion, that he is over 18 years of age, and that on the
23rd. d.ay of May, 1985, he served the within not ice of declsion by cert i f led
nai l  upon Joseph J. Gumkowski,  the representat lve of the pet i t ioner ln the
withln proceedinS, by enclosing a true copy thereof in a securely sealed
postpaid hrrapper addressed as fol lows:

Joseph J. Gumkowski
Lipsi tz,  Green, Fahringer,  Rol l ,  Schul ler & Jaues
One Niagara Square
Buffalo, NY 14202

and by deposi t ing
post  of f ice under
Serv l -ce wi th in the

That deponent
o f  t he  pe t i t i one r
last known address

same enclosed in a postpald properly addressed wrapper in a
the exclusive care and custody of the United States Postal

State of New York.

further says that the said addressee is the rePresentat ive
hereln and that the address set forth on said wrapper ls the

of the representat ive of the pet i t ioner.

Sworn to before me this
23 rd  d .ay  o f  May ,  i 985 .

to s te r  oa ths
pursuant to Tax Law sect ion 174



S T A T E  O F  N E W  Y O R K
S T A T E  T A X  C O M M I S S I O N
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l"lay 23, 1985

Mll ton & Florence Etengoff
272 E.  Treehaven Rd.
Buf fa lo ,  NY I42 I5

Dear  Mr .  &  Mrs .  E tengof f :

Please take not ice of the decision of the State Tax Comission enclosed
herewith.

You have now exhausted your right of revlew at the adninistrative level.
Pursuant to sect ion(s) 690 of the Tax Law, a proceeding in court  to review
an adverse decision by the State Tax Connission nay be inst i tuted onl-y under
Artl-cle 78 of. the Civll Practice Law and Rules, and must be commenced in the
Supreme Court of the State of New York, Albany County, nlthin 4 months from
the da te  o f  th is  no t ice .

Inquirles concerning the cornputation of tax due or refund allowed in accordance
with this declslon nay be addressed to:

NYS Dept.  Taxat ion and Finance
Law Bureau - Li t igat lon Unlt
Bui ldlng /19, State Campus
Albany, New York L2227
Phone #  (518)  457-2O7O

Very truly yours,

STATE TN( COMMISSION

cc:  Pet i t ioner rs  Representa t ive
Joseph J. Gumkowski
Llpsl tz,  Green, Fahringer,  Rol l ,  Schul ler & Janes
One Niagara Square
Buf fa lo ,  NY 14202
Taxing Bureaurs Representat ive



STATE OF NEW YORK

STATE TAX COMMISSION

In the Matter of the Petition

of

MILTON ETENGOFF AND FLORENCE ETENGOFF

for Redeternination of a Deficiency or for
Refund of Personal Income Tax under Article 22
of the Tax Law for the Years 1977, 1978 and
1 9 7 9 .

DECISION

Peti t ioners, Mi l ton Etengoff  and Florence Etengoff ,  272 East Treehaven

Road, Buffalo,  New York 14215, f i led a pet i t ion for redeterninat ion of a

deficiency or for refund of personal incone tax under Article 22 of the Tax Law

for  the  years  1977,  1978 and 1979 ( f i1e  No.  36053) .

A forrnal hearing was held before Dennis M. Galliher, Hearing 0fficer' at

the offices of the State Tax Commission, General Donovan State Offlce Building,

125 Main Street,  Buffalo,  New York, on Apri l  24, 1984 at 2245 P.M., I^r i th al l

br iefs to be subnit ted by July 3, 1984. Pet i t ioners appeared by Lipsi tz,

Green, Fahringer,  Ro11, Schul ler & Janes (Joseph L. Gunkowski,  Esq.,  and

Michael Schiavone, Esq.,  of  counsel) .  The Audit  Divis ion appeared by John P.

Dugan,  Esq.  (Deborah J .  Dwyer ,  Esq. ,  o f  counse l ) .

ISSUES

I. Whether certain monies transferred to pet i t ioner Mi l ton Etengoff  f ron

a professlonal corporation of which he is president and sole shareholder should

be construed as constructive dividends rather than as bona fide 1oans.

I I .  Whether,  pursuant to sect ion 612(b)(7) of the Tax Law, pet i t ioner

Milton Etengoff nust j.nclude in his New York adjusted gross income any portion

of the contributions made by the aforementl-oned professional corporation to a

deflned benefit plan on behalf of petitioner Milton Etengoff.
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FINDINGS OF FACT

1. Pet i t ioner Mi l ton Etengoff  is a dent ist  employed by Mi l ton Etengoff ,

D .D.S. ,  P .C. ,  1241 Co lv in  Avenue,  Kenmore ,  New York  14223 (hereaf te r  re fe r red

to as "the Corporat ion").  Dr.  Etengoff  is President,  sole Director and sole

shareholder of the Corporat ion, and his wife,  pet i t ioner Florence Etengoff '  who

holds the title of Secretary of the Corporation, is the only other corporate

o f f i cer .

2. 0n Apri l -  8,  1981, the Audit  Divls ion issued to pet i t ioners a Statenent

of Audit Changes on which was computed additlonal tax due in the amounts of

$ 1 1 , 0 9 5 . 2 4 ,  $ 8 , 0 3 3 . 5 0 ,  a n d  $ 1 0 r 4 6 5 . 5 1  f o r  t h e  y e a r s  1 9 7 7 r  1 9 7 8  a n d  L 9 7 9 ,
'|

respect ively. '  The total  addit ional tax due of $291594.25 was based upon a

f ield audit  conducted in or about Novenber 1980 to June 1981.

3. As reflected on the aforenentioned Statement of Audit Changes, the

Audit Division determined that certain monetary advances made to petitioner

fron the Corporation, which were treated by petitiooer (and the Corporation) as

loans, were actually undeclared taxable dividends for the periods in question.

Furthernore, the Audit Division increased petitioner's taxable income on the

basis of certain expenditures made by the Corporation pursuant to Tax Law

S 6 1 2 ( b ) ( 7 )  [ P e n s i o n  P a y n e n t s ] ,  S 6 1 2 ( b ) ( 8 )  [ S o c i a l  S e c u r i t y ]  a n d  $ 6 1 2 ( b ) ( 9 )

[Insurance]. The audit results may be shown, in numerical format, as follows:

Petitioner Florence Etengoffrs name appears so1e1y by virtue of having
f i led a joint  return with pet i t ioner Mi l ton Etengoff .  Accordingly,  al l
references to "pet i t ioner" pertain so1e1y to Mi l ton Etengoff .
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Adjustment to Petit ioner's Incone

Undeclared Dividends2
Pens ion  Paynents  S612(b) (7 )
Soc ia l  Secur i ty  5612(b)  (B)
Insurance S612(b) (9 )

r977
$21,- ,342.78

46 ,  359 .  0o
816.75

I 9 7 B
$r7w.5s

47,277 .00
893.  8s

L  ,922.64

r979
$38ld49'.87

46,407 ,00
r ,163 .32
1 ,989 .10

4. On November 30, 1981, the Audit  Divis ion issued to pet i t ioners a

Notice of Def ic iency assert ing addit ional tax due for the years 1977, 1978 and

L979 in the aggregate amount of $29'594.25, plus interest.

5. Petitioner adnitted l-iability for additional tax due based on the

adjustrnents made pursuant to Tax Law S612(b)(B) and S612(b)(9),  but chal lenged

both the adjustment attributabl-e to $612(b)(7) and the characterization of the

al-leged loans from the Corporation as constructive dividends.

6. The auditor classified the alleged loans as consttuctive dividends

rather than as bona fide loans based upon the assertions that the amount of the

Corporat ion's earned surplus in each of the years at issue was in "close

proxinity" to the amount of l-oan withdrawals for that year, that no repaJruent

schedule vras set up for such loans and that a three year period was "quite a

long period of time" to defer repayment.

7. Each alleged loan was unanimously authorized at a "special neeting of

the sole shareholder and director", namely by Milton Etengoff in his corPorate

capacity as sole director, shareholder and meeting chairman, with Florence

Etengoff  present as Secretary. The corporate ninutes of March 2, 1977 stated:

The auditor determined that the alleged L977 1-oan
consisted of undeclared dividends of $21,342.78, a
capital  of  $800.00 and a Long Tern Capital  Gain of
insufficient earnings and profits in such year to
loan as a divl-dend. In 1978 ar.d L979, the entire
loans were treated as constructive dividends.

o f  $31,028.63  ac tua l lY
tax free return of
$ 8 r 8 8 5 . 8 5 ,  b a s e d  o n

treat the entire all-eged
amounts of the alleged
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"A11 advances made to the shareholder during any fiscal
year sha11, after the end of that year, be recorded in the
form of a proroissory note, acceptable to the corporat lon,
bearing interest at the rate of 7* percent per annurn with
repaJrment commencing on or after Apri l  19, 1981, the date
of Mi l ton Etengoff 's s ixt ieth bir thday."

8. The ninutes of a special neeting dated Septenber 20, 1977 reflect the

Corporat ion's acceptance of a pronissory note for the amount of $31r028.33 plus

interest at the rate of seven and one-half percent per annun duly executed by

pet i t ioner Mi l ton Etengoff  on September 20, L977. The ninutes of special

neet ings dated Septenber 12, 1978 and September 14, 1979 indlcate the Corpora-

t ion's acceptance of s imi lar pronissory notes for advances made to pet i t ioner

during such years. Each of the three promissory notes reflected an interest

rate of 7{ percent per annum with repayments to be made in semi-annual install--

ments over a ten year period.

9. A wri t ten agreement,  dated September 20, 1977, between pet i tJ.oner and

the Corporat ion, ref lects pet i t ioner 's pl-edge of f i f ty shares of stock in

Uptrend Co.,  Inc. to the Corporat ion as col lateral  securi ty for the

September 20, 1977 promissory note. Repayment of the 1977 loan3 *"s oot

scheduled to begin unt i l  Apri l  19, 19Bl ( the date of pet i t ionerrs 60th

bir thday),  with the f inal-  payment scheduled for October 19, 1990, in order to

al-1ow petitioner to utilize his Keogh and/ot corporate pension plan to make the

paynents. Similarly, repayment of the l97B and 1979 Joans was not scheduled to

begln unt i l  Apri l  19, 1982 and Apri l  19, 1983, respect ivel-y,  with f inal

payments scheduled to be made on October 19, 1991 and 0ctober 19, L992,

Ttae L977 loan represented funds advanced during the Corporationr s L976
fiscal year. Likewj-se the 1978 arrd 1979 loans represented funds advanced
in the 1977 and 1978 f iscal  years, respect ively.
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respect ively.  Interest (at  7i  percent) did accrue during the 3* year deferral

per iod.

10. There was no lunp sun distribution of the amounts at issue. Such

anounts were carr ied on the Corporat ion's books as 1oans, with distr ibut ions

nade during each year reflected in a loan account composed of a series of

withdrawals which, at the end of the period, were balanced out. Tuition and

other personal expenses were paid by these distributions fron the loan account.

11. A1-though pet i t ioner 's accountant,  Mr. Herman Umoff,  suppl l -ed the

promissory notes and the corporationts minute book, balance sheet and flnancial-

statements at the hearing, none of these itens were made available to the

audltor at  the t ine of the audit .  According to test inony of Mr. Umoff,  no

direct request was made for the promissory notes or the Corporat ionr s minutes

by the auditor.  The auditor test i f ied he was not sure i f  he asked for these

items with precise specif ic i tY.

12. Mr. Unoff dld not review the minute book until the later part of 19Bl

or ear ly 1982 when the Internal Revenue Service (" I .R.S.")  was perforning an

audit  of  the corporat ion. The I .R.S. did not chal lenge the loans, which were

l-isted on the Corporation's Federal Income Tax Returns as filed for each of the

years in quest ion.

13. Other than the Corporationrs tax returns and (unaudited) personal and

colporate financial statements (prepared for petitioner and for the

Corporat ionrs sharehol-der,  respect ively),  the only document disclosing

petitioner's loans that was not prepared by petitioner was a financial

statemenr prepared by Mr. Unoff and submitted to Marine Midland Bank. This

lat ter document was not subnit ted unt i l  Septenber l ,  1981, which was after the

audit had been concluded.
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L4. The loans were not being repaid at the time of the audit since the

repaJrnent schedule was deferred, as noted. However, several paynents were made

after the audit aecording to the aforenentioned schedules for repaynent, with

such repayment ongoing at present. None of the amounts at issue have been

forgiven or otherwise cancelled as debts owed by petitioner to the Corporation.

Furthernore, although interest aecrued durlng the deferral period, both

petitioner and the Corporation use the cash method of accounting (as opposed to

the accrual nethod);  thus, the Corporat ion did not recognize interest income

during the noted deferral period nor did petitioner recognize a cortesponding

deduct ion for interest e*p.nse.4

15. The Audit  Divis ion asserts that the al leged loans const i tute

construct ive dividends from pet i t ioner 's professional corporat ion based upon

the irregular anounts of the loans used to pay personal expenses; the lack of

presentation of copies of the promissory notes or repa)rment schedules during

the audit; no evidence of repayment during the audit period; and the

accountantrs inabil-i-ty to either produce or state the existence of the

corporate minutes during the audit  per iod.

16. Petitioner did not personally appear and give testinony at the

hearing.

17. As a result  of  the audl- t ,  pet i t ionerts New York adjusted gross income

was increased pursuant to Tax Law S612(b)(Z) on the basis of certain

expenditures made by the corporation in contributing to a corporate retirement

plan on behalf  of  pet i t ioner.  This modif icat ion of pet i t ioner 's income was

A11 interest as accrued
paid on the date and as
each of the loans.

durLng the deferral period appears to have been
part of the first payment due from petitioner on
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based on an actuarial determination (by petitionerrs actuary) of the amount

avai lable to pet i t loner as a def ined benef i t  Keogh contr ibut iot .5

18. At the pre-hearing conference, the Audit Division reduced the asserted

def ic iency  f ron  $29,594.25  to  $28,368.35 ,  in  recogn i t ion  o f  the  fac t  tha t

petitionerfs pension program was a defined benefit plan as opposed to a defined

contribution p1an.

L9. Petitioner naintains that no portion of the contributions made by a

professional corporation to a defj-ned benefit plan should be included in a

taxpayer-sharehol-derrs New York adjusted gross income and thus the entire

port ion of the def ic iency related to sect ion 612(b)(7) shoui-d be el ininated.

CONCLUSIONS OF LAW

A. That the Internal Revenue Code does not define what constltutes a

1oan. One common thread appearing in the repeated decisions, however' is that

there must be an intent to repay the advance at the tine it is made. Genito et

a1 v .  U.S. ,  80-2  USTC 1977I  (1980) .  The ques t ion  o f  whether  advances  f rom a

corporation to its shareholder(s) constitute dividends rather than loans is one

of  fac t .  Wiese v .  Commiss ioner ,  93  F .2d  92 I  (1938) .

B. That criteria in determining whether a withdrawal of corporate funds

by a sole stockholder constitutes dividends or loans include treatment of the

withdrawals as loans or receivables on the corporate books, executlon of notes

evidencing the 1oans, availability of sufficient earned surplus to cover the

withdrawals, evidence of some repayments, financial ability of the borrower to

repay the withdrawals and personal guarantees or collateralization of the

Letters of Apri l  B, l9B2 by LeRoy T. Watkins and October 7, L982 by
pet i t ioner rs  counse l .
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loans. Frederick Purdy v. Connissioner, 26 TCtq 1967-82 (1967>. Additional-

cr i ter ia include the control  of  the corporat ion, i ts div idend history, s ize of

the advances, whether the corporation imposed a ceil-ing on the amounts that

night be borrowed and attempts to force repaynent. Dolese et a1 v. US ' 79-2

USTC {9540,  Cer t  den. ,  100 S.Ct .  1648 (1979) .  Where ,  as  here ,  a  so le

shareholder entirely controls the corporation, close scrutiny of the situatlon

is  war ran ted  lE l l io t t  J .  Roschun i ,  29  T .C.  1193 (1958) ,  a f f 'd  per  cur iun  271

F  , 2 d  2 6 7  ( C . r .  5 ,  1 9 5 9 )  I  .

C. That surface examl-nation of the documentary evidence tends to indicate

the existence of a debtor-credl-tor relationship between petitioner and the

Corporation. The anounts alleged as l-oans were carried as receivables by the

Corporation and were reflected as loans to the shareholder on its tax returns.

In addit ion, pet i t ioner executed interest-bearing pronlssory notes for the

aggregate amounts advanced over each year, accrued interest during periods of

deferral, collateral-ized one of the 1oans, and has made repayments as due under

the schedule of repayments as established.

D. That, however, there are other facts indicating that the anounts

withdrawn constituted dividends to petitioner. More specifically, the alleged

loans were comprised of a series of wlthdrawals of varying anounts over the

course of each year, rather than lurnp-sum amounts as night be expected in a

true loan sl,tuation. Furthermore, the amounts withdrawn were used to Pay a

variety of petitioner's personal expenses of an ongoing nature. The corporate

minutes ref l -ect s inply a general  authorizat ion whereby ". . .a1-1 advances to

[pet i t ioner]  dur ing any f iscal  year. . ."  were to be recorded at year 's end ln
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the forn of a promissory note payable by pet i t ioner  (see F ind ing  o f  Fac t  *7* ) .

There is no evidence or allegation of any corporate purpose being served by

naking loans to petitioner.

Fina11y, even absent a direct request therefor by the auditor, it

remains unexplained as to why such obvious docunentary evidence of the

quest ioned loans (t .e.  specif ical ly the pronissory notes and corporate ninutes)

!'/as not presented during the course of the audit, thus raising a question as to

whether such i tens were in existence at that t ine. Pet i t ioner,  in turn, as the

creator of and signatory to such documents, has provided no testimony on the

sub jec t .

E. That the obvious advantage to petitioner in having corporate distrlbu-

tlons treated as loans rather than as dividends ls that tax otherwise due

thereon may be deferred alnost indefinitely (or even ultinately avoided) whiLe

petitioner sti11 enjoys the use of the funds. Given the facts and

circunstances presented, petitioner has not sustained the burden of proving

that a bona fide debtor-creditor relationship was intended and created and was

the prinary purpose in nind at the times the various advances were nade lsee

Kather ine  R.  Lane,  28  T .C.M.  8901.

F. That sect ion 612(b) of the Tax Law contains certain "add-back" modif i -

cations increasing an individual-'s federal adjusted gross income in order to

arr ive at his New York adjusted gross income. Specif lcal ly,  S6i2(b)(7),  as in

effect during the years at issue, required a taxpayer who was a shareholder in

a professional service corporation to add back the amount deductible by such

corporat ion under sect ion 404(a)(1),  (2) or (3) of  the Internal Revenue Code

(Pension Trusts, Ernployeesr Annuities and Stock Bonus and Profit Sharing

Trusts) for the professional service corporationrs taxabl-e year endlng in or
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with such taxpayer's taxable year for contributions paid on behalf of such

taxpayer mi.nus the maximun anount which would be deductible for Federal income

tax purposes by such taxpayer under section 62(7) of the Internal Revenue Code

(Sett Employed Retirement Plans) if such taxpayer rrere a self-employed

individual.

G. That the Enployee Retirement Incone Security Act of 1974 (ERISA) added

a new provision to the Internal Revenue Code, IRC S401(j) ,  which for the f i rst

time made defined benefit Keogh pl-ans available to self-employed individuals.

Of relevance here is the fact that the linitation as to the naxinum amount

deduct ible,  as establ lshed by IRC 5404("),6 r""  made inappl icable Iby IRC

5401( j ) (6 ) l  to  de f ined benef i t  p1ans .  Ins tead,  such l im i ta t ion  was to  be

determined in accordance with IRC S5401(j) ,  404G) arrd 4I2, which determinat ion

required the use of certain actuarial- assurnptions. The use of such actuarial

assumptions can result in differences in deduction linitations between self-

ernployed persons utili-zing defined benefit plans and those utilizing defined

contribution p1ans, since the latter linitation is not based on actuarial

assumptions but rather is the specified do11ar amount or percentage of earned

income.

H. That Tax Law sect ion 612(b)(7) was anended by L. 1981, C. 358, whereby

the "add-back" modification for either a defined contribution plan or a defined

benefit plan was to be equal to the deduction allowed to the professional

service corporat ion minus the lesser of $7r500.00 ( later increased to

0t iginaLLy this l - in i tat ion was the lesser of $2,500.00 or 10 percent of
the earned income "from the trade or business with respect to which the
plan is established"; subsequent amendments raised this linitation to

$7,500.00  or  15  percent ,  and la te r  to  $15,000.00  or  15  percent .
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$151000.00 ;  L .  1981,  C.  1043)  o r  15  percent  o f  the  earned incone f ron  such

corporation. Petitioner naintains that such amendnent, enacted because the

"add-back" rnodification cornputations had become "unworkable" in situations

involving defined benefit plans (and rectifying such situations by providing an

easily ascertai.nable add-back amount), means that the add-back provision

IS612(b)(7)]  did not apply in si tuat ions involving def ined benef i t  plans pr ior

to the effective date of the anendnent.

I. That although prior to the aforementioned 19Bl anendnent, computation

of the sect ion 612(b)(7) add-back amount in a def ined benef i t  plan si tuat ion

nay have been cumbersome (involving two sets of cornputations: one for the plan

and one for each individual thereunder, assuning he were self-enployed), it was

not incapable of being perforned. Pet i t ioner 's submission of such computat ion

by his own actuary (see Finding of Fact " I7",  footnote "4") supports this

conclusion. Moreover, while the actuarial computatlons necessarily involve, as

noted, certaln assumptions, there is no challenge raised by the Audit Division

as to the reasonableness of the assunptions inherent i.n the computations nade

by pet i t ioner 's actuary. Accordingly,  l t  does not fo11ow that shareholders in

professional service corporations in general, or petitioner in partieularr were

outside of the anbit  of  sect ion 612(b)(7) by vir tue of their  being in

situations involving a defined benefit plan as opposed to a defined

contr ibut ion p1an, and pet i t ionerfs assert ions in this regard are rejected.

J. That the petition of Milton Etengoff and Florence Etengoff is hereby

denied, and the Not ice of Def ic iency dated Novenber 30, 1981 is sustained.
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DATED: Albany, New York STATE TAX COMMISSION

MAY 2 3 1985
PRESIDENT


