
STATE OF NEI,I YORK

STATE TAX COMMISSION

In the

Paul I1.

Matter of the
o f

& Florence E.

Pet i t ion

Nelson AFFIDAVIT OF MAILING

for Redeterminat ion of a Def ic iency or Revision
of a Determination or Refund of Personal Income
Tax under Art ic le(s) 22 of the Tax Law for the
Y e a r s  1 9 8 0  -  1 9 8 1 .

State of New York :
s s .  :

County of Albany :

David Parchuck/Janet M. Snay, being duly sworn, deposes and says that
he/she is an employee of the State Tax Commisslon, that he/she is over 18 years
of age, and that on the 28th day of Apri l ,  1986' he/she served the within
not ice of Decision by cert i f ied nai l  upon Paul-  H. & Florence E. Nelson the
pet i t ioner in the within proceeding, by encloslng a true copy thereof in a
securely sealed postpaid wrapper addressed as fol lows:

Paul H. & Florence E. Nelson
396 Highland Drl.ve
Schenectady, NY 12303

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.

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

Sworn to before me this
28 th  day  o f  Apr i l ,  1986.

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

rized, oaths
on  I74



S T A T E  O F  N E W  Y O R K
S T A T E  T A X  C O I " I M I S S I O N

A L B A N Y ,  N E W  Y O R K  1 2 2 2 7

A p r l l  2 8 ,  1 9 8 6

Paul I{ .  & Florence E. Nelson
396 Highland Drive
Schenectady, NY 12303

Dear  Mr .  &  Mrs .  Ne lson:

Please take not ice of the Decision of the State Tax Comnisslon enclosed
herewlth.

You have now exhausted your right of review at the adninlstrative level.
Pursuant to secElon(s) 690 of the Tax Law, a proceedlng ln court  to revlew an
adverse decislon by the State Tax Conmlssl-on may be lnstituted only under
Artlcle 78 of. the Clvll Practice Law and Rulesr and must be commenced in the
Supreue Court of the State of New York, Albany County, wlthln 4 months from the
date  o f  th is  no t ice .

Inquirles concernlng the computation of tax due or refund alLowed in accordance
wlth thls decision may be addressed to:

NYS Dept. Taxation and Flnance
Audit Evaluation Bureau
Assessment Revlew Unit
Bullding /I9, State Campus
Albany, New York 12227
Phone # (518) 457-2086

Very truly yours'

STATE TAX COMMISSION

c c : Taxlng Bureaurs RepresentaLlve



STATE OF NEW YORK

STATE TAX COMMISSION

In the l"latter of the Petit ion

o f :

PAUL H. NELSON and FLORENCE E. NELSON : DECISION

for Redeterminat i .on of a Def ic iency or for :
Refund of Personal Income Tax under ArtLcLe 22
of the Tax Law for the Years 1980 and 1981. :

Pet i t ioners, Paul H. Nelson and Florence E. Nelson, 396 Highland Drive'

Schenectady, New York 12303, f i ted a pet i t ion for a redeterninat ion of a

def ic iency or for refund of personal income tax under Art ic le 22 of the Tax Law

for  the  years  1980 and 1981 (F i le  No.  5L942) ,

A hearlng was held before Brian L. FrLedman, Hearing Off icer '  at  the

off ices of the State Tax Commission, Bui lding l l9,  State Off ice Campus' Albany,

New York on November 22, 1985 at 10:45 A.M. Pet l t ioners appeared PIg g. The

Audit  Divis ion appeared by John P. Dugan, Esq. (Thomas Sacca, Esq.,  of  counsel) .

ISSUE

trr lhether amounts reported as loans to off icers on the books of a corporat ion

of which pet i t ioner Paul H. Nelson is an off icer and 50 percent stockholder

were properly classi f ied as loans or whether said amounts were dividends paid

and were ,  there fore ,  taxab le  to  pe t i t ioners .

FINDINGS OF FACT

1.  Pau l  H.  Ne lson and F lo rence E.  Ne lson (here ina f te r  I 'pe t i t loners" )

f i led New York State Incone Tax Resldent Returns under f i l ing status "marr ied

f i l ing separately on one returnrr for the year 1980 and under f i l - ing status

f 'marr ied f i l ing joint  returnrr for the year 1981.
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2. For the years at issue, pet i t ioner Paul H. NeLson and Joseph Painter

were the sole off icers and stockholders of Upstate Petrol ,  Inc. (hereinafter

"the corporat ionr ' ) .  On i ts Corporat ion Franchise Tax Report  for the taxable

period October 1, 1979 through September 30, 1980, the corporat ion claimed

compensat ion  pa id  to  o f f i cers  in  the  amount  o f  $12,000.00 ,  $6r000.00  to  pe t i t ioner

Pau l  H.  Ne lson and $6 ,000.00  to  Joseph Pa in te r .  A t  the  hear ing  he ld  here in ,

pet i t ioner Paul Nelson conceded that 9/ I2 of the $6,000.00 paid to hirn by the

corpora t ion  fo r  the  per iod  end ing  Septenber  30 ,  1980,  o r  the  amount  o f  $4 ,500.00 ,

had not previously been reported by him on his 1980 New York State Income Tax

Resident Return and further conceded l iabt l i ty for the tax thereon. Therefore,

the only remaining lssue is whether the amounts reported by the corporation as

loans to off icers r^rere loans or were dividends which were taxable to pet i t ioners.

3. A f ie l-d audit  of  the corporat ion was performed in 1982. On the books

of the corporat ion for the f iscal  year ending September 30, 1980, the corporat ion

ini t ia l ly l isted management fees paid to pet i tLoner Paul Nelson and to Joseph

Paln ter  in  the  amounts  o f  $15,000.00  to  each,  a  to ta l  o f  $30 '000.00 .  The

accountant for the corporat ion subsequent ly urade an adjusted entry to the

corpora te  books  wh ich  rec lass i f ied  $18,000.00  o f  the  a fo resa id  $30,000.00  as

loan repayments to Paul H. Nelson and Joseph Painter,  with the balance of

$12,000.00 ,  $6 ,000.00  ( the  amount  conceded by  pe t i t ioner  Pau l  Ne lson as  be ing

taxable incone as indicated in Finding of Fact "2t', Sp.E) to each, remaining

as management fees. The Audit  Divis ion al lowed $5,907.00 as loan repa)rments

and d isaL lowed as  loans  to  o f f i cers  the  sum o f  $12,093.00 .  For  the  f l sca l  year

ending September 30, 1981, the corporate books or lginal ly contained an entry

l i s t ing  $17,400 to  pe t f - t ioner  Pau l  H.  Ne lson and 18 ,200 to  Joseph Pa in te r  as
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management fees and a subsequent adjusted entry charged the total  thereof,  or

$35 '600.00 ,  as  l -oans  to  o f f i "cers .  There fore ,  the  Aud i t  D iv is ion  d isa l lowed

loans to off icers in the amount of $351600.00, The Audit  Divis ion computed

taxable income to pet i t ioner paul H. Nelson as fol lows:

1 9 8 0

P e r i o d  L l I  -  9 / 3 0 / 8 0
70/ r  -  r2 /3r /s0

3 5 , 6 0 0 . 0 0  x  3 / 1 2
Taxable Income
Taxable as Divj.dends-Earnines 9/30/90
Balance
Retained Earnings
Return of Capltal
Taxable as Capital  Gain

Total Taxable
Incone to Off icers

$12 ,093 .00

8 ,900 .00
Tmd6

8 ,  518  .  00
TJ'ZE3'd

-0-
(3s0 .00)

$lzE06-

I  980
WIFE

Taxable
Income to Nelson

$  6 , 0 4 6 . 0 0

$  I  0 ,  496  .00
4 ,259  .00

$-7frdd
-0-

I  17s  .00 )
$  6 ,062 .00

1981.

L o a n s  t o  O f f L c e r s  ( 3 5 , 6 0 0 . 0 0  x  9 / L 2 )  2 6 , 7 0 0 . 0 0  1 3 , 3 5 0 . 0 0
Taxab le  as  D iv idends-Earn i .nes  9 /30 /g t  t ,gBg.OO gg4.OO
Taxable as capital Gain FIZF;dd

4. On November 7, 1983, the Audit  Divis l-on issued to pet i tLoners a

statement of Personal Income Tax Audit Changes which contal.ned the following

explanation:

" 1 g g 0
sESTm

1 9 8 1
frfr'r

Total  Adjustrnent
New York Incorne Reported for 1980,
Your return has been reconputed
to arr ive at a lessor tax.

I temized Deduct ions

Exempt,ions

$ I 1 , 7 0 9 . 0 0
I , 3 2 8 . 0 0

( 8 ,  156 .00 )

(2 ,250 .00 )

9  , 7  t 2  . 00
429 .84

$ 1 2 , 0 7 8 . 0 0 $  7 ,172 .00

Net Adjustment
Taxable Income Previously
Taxable Income Adjusted
Tax on Corrected Taxable

s ta ted

fncome

( 8 6 6 . 0 0 )

( r , 500 .00 )

7  , 172 .00
12 ,997  .00

9 ,712 .00  20 ,169 .00
429 .84  r , 420 .28
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Cor rec ted  Tax  Due 429.84  429.84  I ,420.28
rTax  Prev ious ly  Computed 95 .19  95 .19  645.00

Tota l  Add l t iona l  Tax  Due 334,65  334.65  775.28

I n t e r e s t  1 0 3 . 6 3  1 0 3 . 6 3  L 4 4 . 0 0
T o t a l  4 3 8 . 2 8  4 3 8 , 2 8  9 L 9 . 2 8  $ 1  '  7 9 5 . 8 4

The total  adjustments rdere further explained as fol lows:

"Compensat ion paid by Upstate
Pet ro l ,  Inc .  fo r  the  year
9 /30 /80  Not  p rev ious ly  repor ted
$ 6 , 0 0 0 . 0 0  x  9 / 1 2

Loans from Upstate Petrol ,  Inc.
are considered dividends on
capital  gains. Taxable as
dividends
9 / 3 0 l 8 0  -  8 , 5 1 8 . 0 0
9/30 /8 r  -  1 ,988 .00

Capital  Gain
602
Taxable Capital  Gain

Balance

New York modif icat lon
Capital Gain - 20Z.
Total  Adjustnent

$6 ,062 .00
3  , 637  . 00

1980
HUSBAND

$ 4 ,500 .00

4 ,259 .00

2 ,425  . 00

$11 ,184 .00

606  .00
T]i;7e'o:-00

$12 ,356 .00
7  ,414 .00

1981
JOINT

$  994 .00

4 ,942 .0O

$5  , 936 .00

L ,235 .00
$7  , I 72 .0O

Accordingly,  on February 2, 1984, the Audlt  Divis ion issued Notices of Def ic lerclr

for the year 1980, to each of the pet i t ioners assert ing additLonal tax due in

the  amount  o f  $334.65  p lus  in te res t  o f  $113.35  fo r  a  to ta l  amount  due f rom each

of  $448.00  and a lso  issued a  Not ice  o f  Def ic iency  to  pe t i t ioner  Pau l  H.  Ne lson,

for the year 1981, assert ing addit ional tax due in the arnount of $775.28 plus

ln te res t  o f  $164.39  fo r  a  to ta l  amount  due o f  $939.67 .  Pet l t ioners  do  no t

contest the formul-a ut iLized by the Audit  Divis ion in taxing port ions of the

disallowed loans as dividends and remaining portions thereof as taxable capital

ga in .
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5.  At the t ime of the audit  of  the corporat ion, no notes were Presented

to the auditor to substant iate the existence of loans made to the corporat ion

by pet i t loner Paul H. Nelson or by Joseph Painter.  The corporate books of the

corporation contained no entry of interest expense for the alleged loans.

6. On November 10, 1982, a date subsequent to the audit  of  the corporat ion,

pe t i t loner  Pau l  H.  Ne lson and Joseph Pa in te r  each repa id  $10,000.00  to  the

corporat ion.

7. At the hearlng held herein, pet i t ioner Paul H. Nelson introduced

copies of I7 on demand notes, al legedly executed by hin during the period

Apri l  1,  1980 through December 3, 1981, to evidence loans made by the corporat ion

to him and also introduced copies of 27 on demand notes, al legedly executed by

Joseph Pa in te r  dur ing  the  perLod Apr i l  10 ,  1980 th rough December  1 ,  1981,  to

evidence loans made by the corporation to Joseph Painter.

9, Pet i t ioner Paul H. Nelson contends that no interest was charged on the

notes because he and Joseph Painter could not compute the proper amounts to be

charged.

CONCLUSIONS OF LAIJ

A. That in deciding the issue of whether cash withdrawals fron closely

held corporat ions are taxable divldends or bona f ide loans, the U.S. Court  of

Appea ls ,  10 th  C i rcu i t ,  in  Do lese  v .  Un i ted  Sta tes ,  605 F .2d  I I45 ,1153,  s ta ted :

r rThe cour ts  have looked to a number of  test  factors in
decid ing the quest ion.  Such factors have inc luded the
con t ro l  o f  t he  co rpo ra t i on ,  i t s  d l v i dend  h i s to ry ,  t he  s l ze
of  the advances,  whether  the corporat ion imposed a cei l ing
on the anounts that might be borrowed, whether there were
def  in i t .e  matur i ty  dates,  at tempts to f  orce repa)rment ,
in tent ion or  at tempts to repay,  and the shareholder ts
ab i l i t y  t o  l i qu ida te  t he  l oan . "

B.  That  wi thdrawals by of f icer-shareholders of  several  c lose corporat ions

were held to be d iv ldends,  not  1oans,  where no substant ia l  ev idence of  in tent
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to repay existed and where notes evidencing the withdrawals were executed only

a f te r  no t ice  o f  an  aud l t  was  rece ived.  C. f ' .  w i l l i ams,  80-2  USTC t19550.

C. That,  at  the t ime of the audit  of  the corporat ion, the corporate books

contained entries whlch categorlzed the amounts l-n issue as management fees

paid to pet i t ioner Paul H. Nelson and to Joseph Painter,  the sole off icers and

shareholders of the corporat ion, whlch ent l t ies were later adjusted to reclassi fy

said amounts as loans. In addit ion, at  the t ine of thls audit '  no notes were

presented to evidence the existence of the al leged loans. Pet i t ioner Paul H.

Nelson offered no independent evidence, other than his ornm self-serving test imony'

to substant iate that the notes presented at the hearing held hereln had been

executed by Painter and hinself  at  the t lure at which the corporat lon advanced

funds to each. No lnterest on the al- leged loans was charged by the corporat ion

or pald by Nelson or Painter to the corporation. No celling \tas iurposed by the

corporati.on on the amount of the advances to Nelson and Painter' no maturlty

date was set on the notes and no repayments of the amounts advanced by the

corporat ion to Nelson and Painter r , rere made unt i l  af ter the audit  was completed.

D. That pet i t ioners have fai led to sustain thelr  burden of proof required

by sect ion 689(e) of the Tax Law to show that the Audl- t  Divis ion iurproperly

classi f ied as dividends, amounts reported as loans to off icers on the books of

the corporat ion.



E.  That  the  pe t i t ion  o f

and the Not ices of Def ic iency

with such addit ional interest

DATED: Albany, New York

APR 2, 81986
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Paul H. Nelson and

dated February 2,

as may be lawfully

Florence E. Nelson is denied

1984 are sustained, together

owing.

STATE TAX COMMISSION

PRESIDENT

ISSIONER


