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The Revenue Departnment assessed incone tax against Norwood P.,
Sr. and Karla Bryant ("Taxpayers") for the years 1988 and 1989.
The Taxpayers appealed to the Adm nistrative Law Division, and a
hearing was conducted on January 19, 1996 in Mbile, Al abama. Bob
Gl |l oway represented the Taxpayers. Assistant Counsel Duncan Crow
represented the Departnent.

This case involves three issues, as foll ows:

(1) The primary issue is whether paynents to or on behal f of
the Taxpayers by a corporation owned by the Taxpayers should be
treated as "constructive dividends";

(2) Arelated issue is whether business expenses clai nmed by
the corporation that the corporation was unable to substantiate
shoul d al so be treated as constructive dividends to the Taxpayers;
and

(3) If the Taxpayers are deenmed as having received
constructive dividends, a third issue is in what year should the
di vidends be included in the Taxpayers' i ncone.

The Taxpayers owned and operated Bryant Fisheries, Inc. during
the years in issue. The Taxpayers periodically wthdrew noney from

the corporation for personal wuse during those years. The
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corporation also sonetines directly paid the Taxpayers' persona
debts. The Taxpayers concede that they personally benefited from
t he cash advances and the paynents by the corporation.

The Departnent audited both the corporation and the Taxpayers
individually for the years in question. The Departnent disallowed
vari ous busi ness expenses cl ained by the corporation because they
were unsubstanti ated. The <corporation did not contest the
di sal | oned deductions, and its liability for both years has been
settled and is not directly in issue in this case.

However, the Departnent included the disallowed expenses
clainmed by the corporation as taxable constructive dividends to the
Taxpayers. The Departnent also treated the cash advances or
paynments by the corporation to or on behalf of the Taxpayers
personal ly as constructive dividends.

In conputing the anpbunt of the constructive dividends to be
taxed to the Taxpayers in each year, the Departnent used the
corporation's financial statenments for its fiscal year ending Apri
30. The Departnent exam ner explained that the Departnent nust
wait until the end of a corporation's fiscal year before deciding
i f advances by the corporation during the fiscal year should be
treated as constructive dividends. Consequently, the Departnent
treated the paynents by the corporation to the Taxpayers during the
corporation's fiscal year May 1987 through April 1988 as taxable
constructive dividends in the Taxpayers' cal endar year 1988. That
amount included $38,895.87 that the Taxpayers received from the

corporation from May 1, 1987 through Decenber 31, 1987. The
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constructive dividends for the Taxpayers' cal endar year 1989 was
conputed in the sanme manner, that is, based on the paynents nade

during the corporation's fiscal year ending April 30, 1989.

Issue 1 - Should the advances or paynents be treated as

constructive dividends?

The concept of constructive dividends was di scussed in David

B. & Laura G Fields v. State, Admn. Law Docket Inc. 94-439

deci ded May 9, 1996, as foll ows:

The concept of constructive dividends for tax purposes
was explained in US v. Mws, 923 F.2d 67 (7th Gr.
1991) as foll ows:

By "constructive dividend" the I|aw neans
sinply a corporate disbursenent that is a
dividend in the contenplation of |aw though
not called such by the corporation making the
di sbursenent. Hadley v. Comm ssioner, 36 F.2d
543, 544 (D.C.Cr. 1929); Sachs V.
Comm ssi oner, 277 F.2d 879, 882-83 (8th Gr.
1960) . Every disbursenent that is not an
expenditure for the corporation's benefit -
that is not a purchase, a loan (as in MIIs
itself, or Joseph Lupowtz Sons, Inc. V.
Comm ssioner, 497 F.2d 862, 868 (3d Grr.
1974)), the repaynent of a debt, an ordinary
and necessary busi ness 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 incone tax by assigning
the right to receive your incone to sonebody
el se, Lucas v. Earl, 281 US 111, 50 S C.
241, 74 L.Ed. 731 (1930); Hillsboro National
Bank v. Comm ssioner, 460 U S. 370, 398-99
103 S.C. 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 divi dend
to him avoid having to report it as incone.
Hardin v. United States, 461 F.2d 865, 872-73
(5th Gr. 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 repaynment, the benefit
constitutes a constructive dividend. "The inquiry
whet her corporate funds have passed to a sharehol der as
bona fide | oans, creating a creditor-debtor relationship,
depends on whether the parties definitely intended that
t he suns advanced woul d be repaid.” A terman Foods, Inc.
v. US., 611 F.2d 866, 869 (1979).

Factors to be considered are the extent to which the
receiving shareholder controls the corporation, the
formality wth which the advances are nade, 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
i nportantly, was the paynent primarily for the
sharehol der's benefit, and not the corporation. See
generally, Loftin and Wodard, Inc. v. US., 577 F.2d
1206 (1978); Alterman Foods, Inc. v. U S., supra.

Fields v. State, page 3.

The Taxpayers argue that the advances were tenporary | oans by
t he corporation, and not constructive dividends. | disagree. The
Taxpayers controlled Bryant Fisheries, and they sinply used the
corporation to advance thenselves cash or pay their personal
expenses whenever they needed it. The annual prom ssory notes were
"on demand" and required no interest paynents. There was no fixed
repaynment schedul e, and the Taxpayers chose not to "repay" any of
t he advances during either 1988 or 1989. Finally, the paynents and
cash advances clearly benefited the Taxpayers personally, and did
not serve any business purpose for the corporation.

In Fields, supra, the taxpayer clained that he quit drawing a
salary fromhis closely-held corporation, and instead attenpted to
recharacterized paynents fromthe corporation to hinself as |oans.

Those paynents clearly constituted constructive divi dends.



5

This case is not as clear-cut as Fields. The record does not
reveal if the Taxpayers al so received a regular salary or otherw se
recei ved dividends fromthe corporation aside fromthe advances in
guesti on. But under the circunstances, the cash advances and
personal expenses paid by the corporation on behalf of the
Taxpayers were not arm s-length | oans, and thus nust be treated as

t axabl e constructive divi dends.

| ssue 2 - Should the disallowed corporate business expenses

al so be treated as constructive dividends to the Taxpayers?

The Departnent al so taxed the disall owed corporate expenses as
constructive dividends to the Taxpayers individually. However, to
constitute a constructive dividend, the Departnent nust establish
that the expenses by the corporation primarily benefited the
Taxpayers personally, and did not serve a legitimte business
purpose to the corporation. The fact that the corporation failed
to substantiate its clainmed expenses does not establish that they
did not serve a business purpose. QG her than the Disney Wrld
expenses conceded by the Taxpayers, the Departnent has not
established that the disallowed corporate business expenses were
personal in nature and not business related. Consequently, except
for the Disney Wrld expenses, the disallowed corporate business
expenses should not be treated as constructive dividends to the
Taxpayers.

Issue 3 - In what year should the Taxpayers include the

constructive dividends as i ncone?
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Cash basis taxpayers nust report i ncone, i ncl udi ng
constructive dividends, in the year the incone is actually
recei ved. Al t hough not absolutely necessary, as a practical

matter, it is reasonable for the Departnment to view a corporation's
activities over its entire fiscal year before deciding if
constructive dividends have been issued. However, if any paynents
are deenmed constructive dividends, they nust then be taxed to the
shareholder in the calendar year they are received by the
shar ehol der. Consequently, the constructive dividends received by
t he Taxpayers in 1987 cannot be taxed as incone in 1988. Those
anounts should be deleted fromthe Taxpayers' 1988 tax base.

The Departnent is directed to reconpute the Taxpayers
l[tability for the years in question in accordance with the above
findi ngs. The Departnment should notify the Adm nistrative Law
D vision of the Taxpayers' adjusted liabilities. A Final Oder
will then be entered.

This pinion and Prelimnary Order is not an appeal abl e O der.

The Final Order, when entered, may be appealed to circuit court
within 30 days pursuant to Code of Ala. 1975, §40-2A-9(g9).

Entered May 22, 1996.

Bl LL THOMPSON
Chi ef Adm nistrative Law Judge



