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The Revenue Departnent assessed incone tax against David B.
and Laura G Fields (jointly "Taxpayers") for the years 1991 and
1992. The Taxpayers appealed to the Adm nistrative Law Divi sion,
and a hearing was conducted on Novenber 27, 1995. CPA A D
Christian, Jr. represented the Taxpayers. Assistant Counsel Jeff
Patterson represented the Departnent.

David Fields (individually "Taxpayer") is sole owner of Fields
Child Care, Inc. ("Fields Child Care" or "corporation"). The issue
in this case is whether cash advances fromthe corporation to the
Taxpayer during the subject years were "constructive dividends", in
which case they should be treated as taxable incone to the
Taxpayer, or as |oans, in which case they would not be incone to
t he Taxpayer.

The Taxpayer formed Fields Child Care in approxi mately 1980.

The Taxpayer was involved in other business activities during the
md to late 1980s. Fields Child Care was inactive during that
period. The other businesses were unsuccessful, and the Taxpayer
agai n began operating through Fields Child Care in m d-1990.

The Taxpayer initially drew a salary fromFields Child Care

However, he clains that he quit receiving a salary sonetine in
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1991 because the corporation had cash flow problens. |Instead,
anytime the Taxpayer needed noney for personal reasons, he wote a
check on the corporation's account payable either to hinself or
directly to a creditor.

At the end of each nonth, the Taxpayer's CPA recorded the
personal advances on the corporation's general |edger as "loans to
shar ehol der. " The Taxpayer executed a prom ssory note dated
Decenber 31, 1991 for the total anmpunt advanced to him by the
corporation during that year, $101,575.73. The note was payabl e
"on demand" and did not require the paynent of interest.

The Taxpayer continued witing checks fromthe corporation to
hi msel f during 1992. He thereafter executed a second prom ssory
note dated Decenber 31, 1992 in the aggregate anount of
$141, 155. 01, which included the advances from 1991. That note was
al so payable "on demand", and bore interest at the applicable
federal rate.

The Taxpayer continued drawi ng noney and did not repay any
anmounts to the corporation until 1994, when the corporation finally
obt ai ned an SBA | oan. The | oan proceeds were used as foll ows:

The Taxpayer first paid off various m scell aneous debts of the
corporation. The Taxpayer personally owns the real estate on which
the corporation's child care facilities are |ocated. Part of the
SBA noney was also used to pay-off the Taxpayer's personal
nmort gages on that property. The total advances by the corporation
to the Taxpayer during 1991 through 1993, plus the Taxpayer's

personal nortgages that were paid-off by the SBA | oan noney, were
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rolled into a single nortgage anount. The nortgage was anorti zed
over 15 years at 8% interest, which resulted in nonthly nortgage
paynments by the Taxpayer to the corporation of approximtely
$6, 200. 00. The corporation in turn used part of the nonthly
paynment to pay-off the SBA | oan. Presumabl y, the nortgage was
secured by the Taxpayer's real estate, although that property was
al so used to secure the SBA |oan. The corporation also paid the
Taxpayer a nonthly rent on the real estate.

The Departnent audited the Taxpayers, treated the advances as
constructive dividends, and accordingly included them in the
Taxpayer's incone in the year received.

The concept of constructive dividends for tax purposes was

explained in U S v. Mws, 923 F.2d 67 (7th Cr. 1991) as foll ows:

By "constructive dividend" the law neans sinply a
corporate disbursenent that is a dividend in the
contenplation of |aw though not called such by the
corporation making the disbursenent. Hadl ey v.
Conmi ssioner, 36 F.2d 543, 544 (D.C. Gr. 1929); Sachs v.
Comm ssioner, 277 F.2d 879, 882-83 (8th GCr. 1960).
Every disbursenment that is not an expenditure for the
corporation's benefit - that is not a purchase, a |oan
(as in MIls itself, or Joseph Lupowitz Sons, Inc. v.
Comm ssioner, 497 F.2d 862, 868 (3d Cr. 1974)), the
repaynent of a debt, an ordinary and necessary business
expense, etc. - nust be a dividend, for if it does not
benefit the corporation it nust benefit the sharehol ders.
It need not be paid to the sharehol ders any nore than it
need be called a dividend. Just as you cannot escape
i ncone tax by assigning the right to receive your incone
to sonebody el se, Lucas v. Earl, 281 U S. 111, 50 S.C
241, 74 L.Ed. 731 (1930); Hillsboro National Bank v.
Comm ssi oner, 460 U.S. 370, 398-99, 103 S. . 1134, 1151-
52, 75 L.Ed.2d 130 (1983), so a sharehol der cannot, by
directing his corporation to pay to X rather than to
hi msel f what corporation |aw deens a dividend to him
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avoid having to report it as incone. Hardin v. United
States, 461 F.2d 865, 872-73 (5th Cr. 1972).

US v. Mews, at page 68.

When a corporation gives an economc benefit to a sharehol der,
by noney or otherwise, and there is no definite expectation of
repaynent, the benefit constitutes a constructive dividend. "The
i nqui ry whether corporate funds have passed to a sharehol der as
bona fide | oans, creating a creditor-debtor rel ationship, depends
on whether the parties definitely intended that the suns advanced

woul d be repaid.” Aterman Foods, Inc. v. US , 611 F.2d 866, 869

(1979).

Factors to be considered are the extent to which the receiving
shar ehol der controls the corporation, the formality with which the
advances are nmade, i.e. the execution of notes, a fixed repaynent
schedule, the paynment of interest, etc., the ability of the
sharehol der to repay or the corporation to require repaynent, and
inmportantly, was the paynment primarily for the shareholder's

benefit, and not the corporation. See generally, Loftin and

Whodard, Inc. v. US. , 577 F.2d 1206 (1978); Alterman Foods, Inc.

v. U S, supra.

The Taxpayer in this case argues that the advances in question
were | oans, not constructive dividends. | disagree. The advances
clearly were not arm s-length | oans between the corporation and the
Taxpayer. Rather, the Taxpayer controlled the corporation, and he

sinply drew noney from the corporation for personal reasons



whenever he needed it.

The annual prom ssory notes were unenforceable, and in effect
wort hl ess. They were payable "on demand”, and the Taxpayer never
paid any principal or interest over a three year period. The
Taxpayer, as sole owner, could have never repaid themif he chose
to. The Taxpayer conceded that point under questioning by the
Department's attorney, as follows:

Q You are repayi ng these anounts?

A Yes, sir. Yes, sir.

Q | f you ceased repaying these, quote/unquote
| oans, who would enforce their collection?

Nobody.
Q Wul d they even be enforceabl e since the notes

t hensel ves state that paynent is to be nade on
demand, if you know that?

| don't know. | don't know. | doubt it.

Q It's conceivable that the corporation could
just say we'll never demand paynent. They're
on demand and we'll never demand paynent.

A Ri ght .

Q And you' d never have to pay it back?

A Ri ght .

Q And you stated you are Fields Child Care,

Inc., so you could in essence excuse yourself
fromrepayi ng these anounts, right?

A Correct.
Transcript, at page 68.

Subst ance over formnust govern. Geene v. U S., 13 F. 3d 577
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(2nd Cir. 1994); Newmran v. C.I.R, 902 F.2d 159 (2nd Cr. 1990).

Clearly, the advances were nothing nore than salary or dividends
that the Taxpayer paid hinself whenever he needed noney. The
Taxpayer cannot by <creative accounting be allowed to re-
characterize those taxabl e advances as non-taxable loans. |If so,
then the owner of every closely held corporation could do the sane
indefinitely and never pay personal incone tax on the incone

received fromthe corporation.

The Taxpayer has attenpted to draw noney fromthe corporation
for his personal use w thout paying tax. He then |unped the tota
anount received fromthe corporation, plus his personal nortgages
paid by the SBA loan, into a |unp-sum nortgage payable to the
corporation. He then also deducts the nonthly nortgage paynents.

However, the Taxpayer and Fields Child Care are one in the sane.
The Taxpayer cannot create fictitious "loans" and "nortgages"
bet ween hinself and his solely owed corporation sinply to avoid or
mani pul ate hi s taxes.

The paynents in issue clearly constituted constructive
di vidends, and were properly included as taxable inconme by the
Depart nent .

The above considered, the final assessnents are affirned.
Judgnent is entered against the Taxpayers for 1991 incone tax of
$5,020.49 and 1992 incone tax of $5,274.55, plus applicable
i nterest.

This Final Order may be appealed to circuit court within 30
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days pursuant to Code of Ala. 1975, §40-2A-9(9).
Entered May 9, 1996.

Bl LL THOVPSON
Chi ef Adm nistrative Law Judge



