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a such a situation the transaction will be looked through to
determine its true substance.
248 F.2d 399.)

(Gilbert v. Commissioner, supra,

In Appeals of Agate Construction Co., et al., Cal.
St. Bd. of Equal., March 7, lgbl, the same lending agency
involved here made similar advances under similar terms to
launch the construction operations of a group of inadequately
capitalized corporations formed by Mark Boyar and G. Harry
Rothberg, also incorporators and stockholders in the instant
case. There were no written, personal guarantees in evidence
in the Agate case. We concluded there that the advances
made to the corporations amounted in substance to loans to
the shareholders, who in turn contributed to the capital of
the corporations, and that the profits and interest paid to
the lender were therefore not deductible because they were
in the nature of dividends to the stockholders.

Appellants here, as in the Agate appeals, had not
commenced construction operations at the time they each
received the $30,000 from the lender. The total assets of
each did not exceed the $782 contributed by the shareholders.
As we stated in the Agate case, supra, "It requires no
expertness in financial matters to recognize that loans by

0
a commercial lending institution to . . . [appellants), solely
on their own credit, in an aggregate amount of some . . .
[ $~OO,OOO]  would have constituted a departure from sound
financial practices."

The only feature' that distinguishes this case from
the Agate appeals is the presence of documents which, if
taken at face value, would indicate that the shareholders
were no longer responsible for the loans after appellants
acquired the land and issued trust deeds. At that time
appellants were to execute new notes free of the guarantees.
If the agreements were followed, the loans would have been
wholly unsecured when construction financing was obtained.

The written agreements, however, lose significance
in view of the fact that the parties themselves ignored them
in paying the amounts due on the loans. The new notes that '.
were supposed to be issued by appellants free of the guarantees,
moreover, are not in evidence.

In the Agate appeals, two of the shareholders who
are also' shareholders in this case accommodated the same lend-
ing agency here involved by paying off the loans at the end of
a particular year so that the loans, ostensibly made to the
corporations, could be eliminated temporarily,from the lender's
books. The lending agency was similarly obliging in this case
by refraining from enforcing the payment of interest when due
and in settling for less than the full amount of interest and
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0 profits specified in the agreements. The informality and
leniency which mark the dealings of the parties leave scope
for the same inference that we drew in the Agate appeals,
that is, that the lender in fact relied upon the shareholders
for repayment at all times.

Authorities cited by appellants for the proposition
that they were entitled to deductions because they were at
,least equitably obligated to pay the loans and the interest
(United States 40 B.T.A; 1010;
New McDermott, rd Gould, 14 T.C.
.744) are not relevant here. None of those cases involved
the issues of whether the loan proceeds were contributed to
capital and whether the payments were therefore nondeductible
dividends. .

Appellants have also called our attention to a
recent Tax Court decision, Ra A. M ers,-J---&+ 11 42 T.C. 195, in whichit was stated that the "thin corpora ion doctrine was not
there applicable. The advances involved in Myers, however, were
necessary in order to complete construction projects already
well under way, rather than to get such operations started,
as in this case.

0 Since the material facts in the instant case are
substantially identical to those in the Agate appeals, we
see no reason to reach a different result.

These appeals raise a second issue in the case of
twelve of the appellants, i.e., whether or not those appel-
lants were engaged in business for a full 12-month period
prior to September 30, 1955, the end of their first taxable
year.' If so, as appellants contend, their tax for the year
ended September 30, 1956, is to be measured by their income

” for the previous year; if not, as respondent has concluded,
their tax for the year ended September 30, 1956, is to be
computed on the basis of their income for that same year.

t
Rev. & Tax. Code, $ 23222.) Applying its own regulation
Cal. Admin. Code, tit. 18, reg. 23221-23226, subd. (b)),

which at the time here involved provided that a period of
more than 15 days would be considered as one month, respondent ’
concedes that if appellantk commenced business operations on

'or before October 16, 1954, they may be considered to have
been doing business for a full 12 months prior to September 30,
1955, the close of their first taxable year.

L

me
Section 23101 of the Revenue and Taxation Code

defines "doing business" as "actively engaging in any trans-
action for the purpose of financial or pecuniary gain or
profit." Responder&Is  regulations

. .
provide:
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The first taxable year begins when the
corporation commences to do business, which
may be at any time after the articles of
incorporation are filed and generally sub-
sequent to the time the first board of directors
meeting is held, Since the corporate powers
are vested in the board of directors under
the Corporations Code, it is rarely true that
a corporation will be doing business prior to
the first meeting of the board. However, if
preincorporation activities are ratified at
the first meeting of the board and the
activities would normally constitute doing
business, the taxable year wil3 be deemed
to have commenced from the date of inc,orporation,
but not prior to that date. Each case must
be decided u on fts own facts.

8
(Cal. Admin.

Code, tit. 1 , reg. 23221023226, subd. (c).)

1954'.
The first directors' meetings were held on October 11,

The minutes of those meetings reveal no formal ratification
of any preincorporation promoter activity, and all such activities
are thus irrelevant in determining whether or not appellants were
"doing business."

The events shown by the record to have occurred
after incorporation and on or before October 1.6 1954, consist
of the preparation by a shareholder on October 4 ol a memorandum
directed to the accountant who was to handle appellantsl records,
setting forth the proposed plan of operations* the first meetings
of the boards of directors on October 11, 1954, at which by-laws
were adopted and officers elected; and the second meetings of the
directors on October 13, 1954, at which resolutions were adopted
authorizing the opening of bank accounts.

We believe it is clear that these activities were
preliminary to "doing business" and did not constitute "actively
engaging in any transaction for the purpose of financial or
pecuniary gain or profit." They are. readily distinguishable
in both scope and nature from the activities carried on in
behalf of the corporation during a similar post-incorporation
period by the sole promoter-stockholder in Appeals of Kleefeld
& Son Construction Co., et al,, Cal. St. Bd. of Equal., June 9,
1960, on which appellants rely..

Having considered the entire record carefully, we
conclude that respondent's treatment of the issues raised
was proper.
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Pursuant to the views expressed in the opinion of
the board on file in this proceeding, and good cause appearing
theref or,

to
IT IS HEREBY ORDERED, ADJUDGED AND DECREED, pursuant

section 25667 of the Revenue ,and Taxation Code, that the
action of the Franchise Tax Board on the protests of the follow-
ing appellants against proposed assessments of additional
franchise tax in the amounts and for the taxable years indicated,
be'and the same is hereby sustained:

Appellant

Lakehurst Construction Co.

Amboy Construction Co.
Baystate Construction Co.
Eenrus Construction Co.

Boyton Construction Co.

Dorel Construction Co.
Fleet Construction Co;

Gem Construction Co.
Glenare Construction Co.

Hedda Construction Co. ,.

Jonmark Construction Co.

Laport Construction Co.

Maora Construction Co.

Maruth Construction Co.
Millbrae Construction Co.

Taxable
Year Amount

$ 85.98
44.39

95.64
184.72
388.56
165.42
177.62
426.34

227.99
101.19
638.45
265.38
224.62
99:85

191.82
177.61

-250-



.

, Appeals of Lakehurst Construction Co., et al.

‘\, Appellant

Neb Construction Co,

Pitt'Construction  Co.
Rockwin Construction Co.

Stocker Construction Co.

Westpark Construction Co.

Done at Sacramento
day of October 3 1965, by

:'?

Taxable
Year Amount

;g:g $ 52.68 31.07
g/30/58 170.51
g/30/56
;gg

w':
303:51

;gg 6 177.61 131.40

California., this 5th.
the'state Board of Equalization.

', Member

# Member

, Member

Attest

-.
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