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Petitioner wife lent funds to a corporation in
whi ch petitioner husband was a sharehol der. The
corporation used the borrowed funds to develop a
wor ki ng nodel of Web-based vi deo conferenci ng software.
The corporation, however, had financial problens and
was di ssol ved, and the working nodel was transferred to
a second corporation in which petitioner husband was a
sharehol der. In 2001 and 2002, the second corporation
made paynments to petitioner wife. Petitioners treated
a portion of the paynents petitioner wife received as
taxabl e interest inconme and the bal ance as nont axabl e
repaynment of funds petitioner wife lent the first
corporation. On audit of petitioners’ returns,
respondent did not adjust petitioners’ treatnment of the
paynments petitioner wife received fromthe second
corporation as taxable interest incone and as
nont axabl e repaynent of | oan principal, but respondent
al so treated 50 percent of the paynents petitioner wfe
recei ved as taxable constructive distributions to
petitioner husband fromthe second corporation.



Held: No portion of the paynents petitioner wfe
received fromthe second corporation are al so taxable
to petitioner husband as constructive corporate
di stributions.

Steven M Cyr, for petitioners.

Wesley F. McNamara, for respondent.

SW FT, Judge: Respondent determ ned deficiencies in

petitioners’ joint Federal incone taxes and penalties as foll ows:

Penal ty
Year Defi ci ency Sec. 6662(a)
2001 $10, 192 $2, 038
2002 7,000 1, 400

The issue for decision is whether 50 percent of interest and
| oan principal that petitioner Virginia Beckley (Virginia)
received in 2001 and 2002 al so should be treated as taxable
constructive corporate distributions to petitioner Al an Beckl ey
(Al an).

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and

Pr ocedur e.
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FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.

At the tinme the petition was filed, petitioners resided in
Oregon.

On Novenber 14, 1988, Al an and Robert Ebert (Ebert)

i ncor porated Conputer Tools, Inc. (CT), as an Oregon corporation
for the purpose of devel opi ng conputer services for graphic
designers. Al an served as president of CT, and Ebert served as
secretary. Alan and Ebert were each 50-percent shareholders in
CT.!

During 1988 through 1998, CT often was short of funds for
operations and for devel opnent of business products, and CT
borrowed from Virginia at | east $106,834. Using those funds, CT
devel oped a worki ng nodel of Wb-based video conferencing
software (working nodel). Because of managenent problens, CT was
di ssol ved in 1998.

On March 17, 2000, Virtual Design.net, Inc. (VDN), was
i ncorporated as a C corporation under Oregon |l aw to succeed to
CT’ s business and to continue devel opi ng busi ness products. From
VDN s incorporation in 2000 until sometinme in 2003, Ebert was

chi ef executive officer (CEOQ of and a 50-percent sharehol der in

! The record does not indicate whether CT was incorporated
as a Cor as an S corporation.
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VDN. Alan was a VDN director and sharehol der, but the record
does not establish Alan’s percentage stock ownership interest in
VDN. 2

As VDN CEQ, Ebert had sole signing authority over VDN s
corporate bank accounts.

In 2000, CT transferred the working nodel to VDN.® Although
t he wor ki ng nodel constituted a valuable asset to VDN, the record
does not indicate whether VDN paid CT any cash for the working
nodel .

CT never nmde any repaynents on the $106,834 loan it
received fromVirginia;, and although VDN recei ved the working
nodel from CT, VDN did not execute a witten |oan assunption
agreenent with regard to CI's | oan repaynent obligation to
Virginia. Upon CTI's dissolution, Virginia did not make a claim
agai nst CT for repaynent of the funds she lent to CT.

When VDN acquired the working nodel fromCT, Virginia did
not treat her loan to CT as a worthless loan, and Virginia did

not claiman ownership interest in the working nodel.

2 Petitioners claimthat Al an owned only 1 percent of VDN s
stock. Respondent clains that Al an owned 50 percent of VDN s
st ock.

3 Under O. law, after its dissolution in 1998 CT retained
the authority to conduct business appropriate to w nding up and
liquidating its affairs. O. Rev. Stat. sec. 60.637 (2007).
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In 2001 and 2002, Al an was enpl oyed by and recei ved wages
fromVDN. Virginia was not enployed by and did not perform any
services for VDN

In 2001 and 2002, VDN had no current or accunul ated earni ngs
and profits, and Alan had no tax basis in his VDN stock.

I n 2001 and 2002, VDN paid Virginia $95,434 and $70, 000,
respectively. The parties have stipulated and we find that VDN
paid those funds to Virginia as paynent on her loan to CT.

I n 2003, new managenent gai ned control of VDN, and Al an and
Ebert were termnated. At a 2003 neeting of VDN s new
managenent, VDN executives stated that they did not believe VDN
was obligated to pay any additional funds to Virginia and that
VDN woul d not do so. VDN s new managenent did not ask Virginia
to return any portion of the funds it had paid her in 2001 and
2002.

On a Form 1099-INT, Interest Inconme, that VDN mailed to
Virginia and to respondent in early 2002, VDN characterized
$58, 600 of the $95,434 that it had paid to Virginia in 2001 as
interest. VDN did not report the $36,834 bal ance on the Form
1099-INT and treated it at the tine as a nontaxabl e repaynent of
| oan principal that did not need to be reported on the Form 1099-
INT. VDN did not report any portion of the $95,434 as a

corporate distribution to Al an.
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On a Form 1099-M SC, M scel | aneous | ncone, that VDN nail ed
to Virginia and to respondent in early 2003, VDN reported the
$70,000 it had paid to Virginia in 2002 as nonenpl oyee
conpensati on.

No portion of the $95,434 or the $70,000 that VDN paid
Virginia in 2001 and 2002 respectively was reported to respondent
on a Form 1099-DIV, Dividends and D stributions, as a corporate
di stribution to Al an.

On its corporate Federal incone tax returns for both 2001
and 2002, VDN deducted as nonenpl oyee conpensation the $95, 434
and the $70,000 it paid to Virginia in each year. VDN claimed no
i nterest expense deduction with regard to any portion of the
funds it paid to Virginia in 2001 and 2002.

Consi stent with the Form 1099-1NT they received from VDN, on
their 2001 joint individual Federal income tax return,
petitioners reported $58, 600 of the $95,434 Virginia received
fromVDN in 2001 as interest inconme, and petitioners treated the
bal ance as a nont axabl e repaynent of |oan principal.

For purposes of their 2002 joint individual Federal incone
tax return, petitioners treated the $70,000 that Virginia
received fromVDN in 2002 as a nontaxabl e repaynent of | oan
principal. Petitioners reported no interest incone with respect

to the $70,000 Virginia received from VDN in 2002.
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Further, on their 2001 and 2002 joint Federal incone tax
returns, petitioners reported no corporate distribution from VDN
to Alan with respect to the paynents Virginia received from VDN

The schedul e below reflects the paynents Virginia received
fromVDN, VDN s treatnent of the paynments to Virginia on the
Forms 1099 VDN nailed to Virginia and to respondent, VDN s
treatnent of the paynents on its corporate Federal incone tax
returns, and petitioners’ treatnent of the paynments Virginia
received from VDN on or for purposes of their joint individual

Federal incone tax returns:

VDN s VDN s Cor por at e Petitioners’
Forns 1099 Fed. Tax Returns Fed. Tax Returns
Paynent s Conp. Conp.
Virginia Loan Loan Expense  Loan Loan Expense Loan Loan Conp.
Year  Received Prin. I nt. Deduct . Prin. Int. Deduct. Prin. I nt. I ncone
2001 $95, 434 $36, 834 $58, 600 -- -- -- $95, 434 $36, 834 $58, 600
2002 70, 000 -- -- $70, 000 -- -- 70, 000 70, 000

On audit of VDN s returns for 2001 and 2002, respondent
di sal |l oned the above conpensati on expense deductions clai med by
VDN, and respondent determ ned that the total paynents VDN nade
to Virginia in 2001 and in 2002 constituted nondeducti bl e
constructive distributions to Alan and to Ebert— 50 percent to
Al an and 50 percent to Ebert.

On audit of petitioners’ s returns, respondent did not adjust
the manner in which petitioners on their joint Federal incone tax
returns for 2001 and 2002 reported the paynents Virginia received

fromVDN (i.e., for 2001 $58, 600 of interest incone and $36, 834
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of loan principal, and for 2002 no interest incone). Respondent,
however, treated one-half of the paynents Virginia received from
VDN (i.e., $47,717 in 2001 and $35,000 in 2002) also as corporate
di stributions taxable as capital gain to Al an.

Under respondent’s audit theory, VDN s paynents to Virginia
on her loan to CT were nmade without any |egal obligation to do so
and only on the basis of a personal noral obligation of Al an and
Ebert to repay Virginia. Accordingly, respondent concludes
(1) that with respect to the paynents VDN nade to Virginia no
deduction was allowable to VDN (i.e., neither a conpensation
expense deduction nor an interest expense deduction) and (2) that
al t hough the paynents Virginia received represented to Virginia
taxabl e interest income and nont axabl e repaynent of | oan
principal, they also represented to Alan and to Ebert taxable

constructive corporate distributions.*

OPI NI ON
Wher e corporations pay personal expenses of sharehol ders,
t he sharehol ders may be treated as having received constructive
distributions to the extent of the value thereof to the

shar ehol ders. Meridian Whod Prods. Co. v. United States, 725

F.2d 1183, 1191 (9th Gr. 1984); Falsetti v. Conm ssioner, 85

4 The record does not indicate whether respondent actually
audi ted Ebert’s returns and charged Ebert with constructive
corporate distributions with regard to any portion of the
paynments VDN nade to Virginia.
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T.C. 332, 356-357 (1985); Magnon v. Conm ssioner, 73 T.C. 980,

993-994 (1980); Smth v. Conmm ssioner, T.C Meno. 1995-410.

Shar ehol ders nmay be charged with constructive distributions even
t hough the corporate paynents are nmade to third parties and not

directly to the shareholders. Broad v. Conm ssioner, T.C Meno.

1990-317; Hufnagle v. Comm ssioner, T.C. Menob. 1986-119; Paoli v.

Conmi ssioner, T.C. Menp. 1985-196.

As stated, respondent made no adjustnent to Virginia s
taxabl e i ncome with respect to the paynents Virginia received
from VDN, and respondent acknow edges that if CT rather than VDN
had made the paynents to Virginia, petitioners’ reporting thereof
on their 2001 and 2002 joint Federal incone tax returns would be
accepted w thout additional adjustnent.

The facts before us do not support respondent’s theory that
VDN s paynents to Virginia were nade to satisfy only persona
noral obligations of Alan and of Ebert.

Al t hough VDN did not execute a witten | oan assunption
agreenent, the facts establish that VDN effectively purchased the
wor ki ng nodel from CT, that VDN assuned at |east part of CTI's
obligation to repay Virginia’s loan to CT, and that VDN s
paynments to Virginia related thereto. VDN received the working
nodel CT had devel oped with the funds borrowed from Virginia.

VDN made the paynments to Virginia as paynent on Virginia s |oan

to CT. For 2001, VDN reported to Virginia and to respondent that
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the paynents represented interest and principal on Virginias
| oan.

H) Builders, Inc. v. Conmi ssioner, T.C. Menp. 2006-278,

illustrates a typical constructive corporate distribution to a

shareholder. In HJ Builders, Inc., a corporation made | ease

paynments on an autonobile used by the wife of the owner of the
corporation. The | ease paynents were treated as constructive
corporate distributions to the sharehol der husband. The w fe who
used the corporate autonobile had no creditor or enpl oyee
relationship with the corporation which would otherw se explain
the | ease paynents.

In contrast, the paynents herein were nade by VDN to
Virginia in connection with the precedent creditor relationship
Virginia had with CT, to which VDN at | east in part succeeded.
The paynents herein are explained by that financial relationshinp.
The facts before us do not justify a layer of taxation to
petitioners with regard to the VDN paynents Virginia received
from VDN beyond the interest incone that petitioners reported.

In his posttrial brief, respondent argues for the first tine
that even if VDN had agreed to repay Virginia funds CT borrowed
from her, because there was no witten agreenent relating to that
obligation, under Oregon’s statute of frauds VDN s obligation

woul d not be enforceabl e.
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Ceneral ly, under Oregon’s statute of frauds an agreenent to
be responsible for or to assune a debt obligation of another w |
be treated as unenforceable if the agreenent is not evidenced by
awiting. O. Rev. Stat. sec. 41.580(1)(b) (2007). However, an
agreenent to assune a debt obligation of another nmay be excepted
fromOegon’s statute of frauds and may be enforced if assunption
of the debt obligation was part of a purchase of the debtor’s

property. Sandgren v. Cain Lunber Co., 264 P. 865, 866 (O.

1928); Feldman v. McCGuire, 55 P. 872, 873 (Or. 1899).

Further, part performance--conduct between the parties that
corroborates the existence of an oral agreenent--nmay cause an
Oregon court to enforce an oral agreenent if unjust enrichnent
woul d occur if the oral agreenent were not enforced. Tucker v.

O. Aero, Inc., 474 F. Supp. 2d 1192, 1215 (D. O. 2007) (oral

agreenent to nake royalty paynents); Golden v. Golden, 541 P.2d

1397 (Or. 1975) (oral agreenent for sale of hone).

Al though no witten agreenent existed reflecting VDN s
obligation to repay Virginia, VDN s conduct in actually making
paynments to Virginia, which related to Virginia s loan to CT and
to CI"s transfer of the working nodel to VDN, establish the | oan
repaynent character of the paynments and the principal and

i nterest nature thereof.
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In addition, the Form 1099-INT that VDN mailed to Virginia
and to respondent for 2001 reflected that $58, 600 represented
interest on a loan.?®

When VDN acquired the working nodel from CT, the devel opnent
of which had been nmade possible by the funds Virginia lent to CT,
VDN recei ved the benefit of Virginia s |loan, and VDN woul d be
unjustly enriched if VDN did not repay the |oan.

For Federal inconme tax purposes, the Oregon statute of
frauds does not prevent us from concluding that the funds
Virginia received from VDN in 2001 and 2002 constituted nothing
nmore than interest and repaynent of | oan principal. No portion
of the funds Virginia received from VDN should be treated as
constructive corporate distributions and taxed as capital gain to
Al an.

The penal ties respondent determ ned are noot.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.

> VDN's reporting on its 2001 and 2002 Federal incone tax
returns of the paynents to Virginia as nonenpl oyee conpensati on
appears to have been a self-serving attenpt by VDN to deduct the
full ampunts paid to Virginia.



