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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of )
PAN- CHEM CAL  COVPANY ;

Appear ances:

For Appell ant: Allan J. Carter, AttorneF\; at Law
John A Stephens, Vice-President
of Appel | ant

For Respondent: Burl D. Lack, Chief Counsel
Crawford H Thomas, Associate Tax
Counsel ; Paul L. Ross, Associate
Tax Counsel

OPINMKON

Thi s appeal _is nade pursuant to Section 25667 of
the Revenue and Taxation Code (fornmerly Section 25 of
the Bank and Corporation Franchise Tax Act) fromthe
action of the Franchise Tax Conm ssioner gnow succeeded
by the Franchise Tax Board) on the protest of Ppan-

em cal Conpany to proposed assessnments of additiona
tax in the amounts of $215,12 and $239.17 for the in-
come years ended May 31, 1942, and 1943, respectively.

H B. Al exander, John A Stephens and Lewy Carsten
hel d equal interests in a lease of land in which there
was a deposit of celestite containing strontium sul phate.
The | ease was obtained by themin NBY’ 1938, in con-
sideration of the payment of one dollar and their agree-
nent to pay a specified royalty on any ore mned. They
al so owned” a secret chem cal process for procuring
sul phonated bitunen from a certain type of crude oi
produced by a small oil field in California. This
crude oil was available by reason of a contract held by
St ephens.

_ Appel | ant was organi zed by these three individuals
In June, 1938, for the purpose of doing a general chem ca
“and m ning business to produce chiefly the aforenmentioned
strontium sul phate and sul phonated bitumen. O July 8
1938, Appellant obtained a permt from the Commi ssioner
of Corporations to issue, as follows, 3,495 of its 5,000
authorized shares of stock:
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1. To Al exander, Stephens and Carsten, "or to
any or all of them ® an aggregate of not nore than
115 shares for certain personal property to be
transferred to-Appellant. This was property other
than the | ease, contract and chemcal process.

2. For sale to the general public, an aggre-
ate of not nore than 1,520 shares at a price of
10 per share.

3. To Allen J. Carter, not nore than 150
shﬁreﬂ for legal services performed by himfor Ap-
pel | ant.

L. "Whenever and as often™ as shares were
sol d and issued pursuant to paragraphs 1, 2 and 3,
a |ike nunber to Al exander, Stephens and-Carsten,
"or to any of them,"” with a maxi numof 1,710, as
consideration for the |ease, contract and chem ca
process.

For reference purposes, the foregoin ar agr aphs
wil ée referred to gs Baragraphs 1, 2? 3 grrh.)g P

The permt further provided that it was to be in-
effective until the |ease was recorded, together with
any addjtional documents necessary to perfect Afﬁell-
ant's title thereto; that none of the shares author-

i zed by paraPraPh 4 was to be sold or issued unti
Appel I ant sel'ected an escrow hol der approved by the
Cormmi ssi oner of Corporations.; that, when issued, such
shares were to be placed in escrow and were not to be
transferred without the witten consent of the Com

m ssioner of Corporations; and that none of such
shares was to be issued un|ess Al exander StePhens

and Carsten agreed in witing with Appellant o

wai ve their rightS to participate in any distribution
of Appellant's assets, except as dividends, until al

ot her stockhol ders who had paid cash or its equival ent
for their shares received the return of the full anount
of the purchase price.

Prior to August 1, 1938, all assignments and con-
veyances were executed and all necessary docunents
were recorded or filed as required by the permt. On
or before that date M's. Al exander, wife of H B.

Al exander, and Ms. Carter, wife of Allen Carter, each
subscribed and paid for 100 shares of paragraph 2
stock at $10.00 per share.

Bet ween August 1, 1923R, and December 28,1938,
the remaining shares of  varaeraph 2 Stock were sold
and as of the |atter date all the shares authorized
by the permt had been issued. In the interval be-
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tween fugust 1, and Decenber 28, 1938, after extensive
negotiations, Al exander and, Stephens purchased Car-
sten's interest in the corporation. rter represented
Al exander and Stephens as their attorney in these
negotiations and a%reed to accept as consideration for
his services 110 shares &f paragraph 4 stock and 4
shares of the stock falling in the paragraph 1 category.
Carter also had purchased directly from Carsten an ad-
ditional 10 shares of paragraph 1 stock.

In its returns for the years involved, Appellant
t ook deductions for the anortization of the |ease,
showing it as having a basis of $17,100 and alleging
that was its cost to Appellant on the date of its
acqui sition from A exander, Stephens and Carsten., The
Franchi se Tax Conmmi ssioner, however, disallowed the
deductions on the ground that the basis of the |ease
was its cost to Al exander, Stephens and Carsten, which,
as previously noted, was approxi mately zero.

The basis for depletion allowance of a mnera
deposit under Section 8&(g)(2) of the Bank and Cor pora-
tion Franchise Tax Act, as- It read during the years
i nvol ved herein, is the basis provided in Section
21(b) of the Act for the purpose of determ ning gain
or loss on the sale or other disposition of the prop-
erty. The basis for detern1n|n? gain or loss from
the sale or other disposition of property under
Section 21 is the cost ®f tife properd,y except that,
as provided in Section 21(a)(6), if the property was
acquired after Decenber 31, 1920, by a corporation
by the issuance of stock or securities in a trans-
action described in Section 9.2%b)(4) of the Persona
I ncome Tax Act-(now Section 17676 of the Revenue and
Taxation Code), the basis is the sane as it would be
in éhe hands of the transferor. Section 9.2(b)(4)
read:

~"(4) No gain or loss shall be recognized
If property is transferred to a corporation
y one or nore persons solely in exchange
for stock or securities in such corporation
and imediately after the exchange such per-
son or persons are in control of the cor-
poration; but in the case of an exchan?e by
two or nore persons this paragraph sha

w. apply only if the anount of the stock and
securities received by each is substantially
in proportion to his interest in the prop-
erty prior to the exchange ..."

"Control®, as used in this Section, is defined in
Section 9.2(g) of the Personal Incone Tax Act (now
Section 1'7681, Revenue and Taxation Code) as "the
ownership of stock possessing at |east 80 per centum
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of the total conbined voting power of all classes of
stock entitled to vote and at |east 80 per centum of
the total nunber of shares of all other classes of
stock of the corporation.”
_ The first na%or requi rement under Section 9.2(b)(4)
Is that the transferors nust have "control" of the cor-
poration inmmediately after the exchange. AP e] | ant
contends that the transferors of cash for s 80 I'n Ap-
pel lant cannot be included with the transferors of other
property for this purpose and, hence, that the trans-
action involved herein is not within that Section
I nasnuch as the transferors of propertr ot her than cash
were not in 80 percent control of Appellant after the
transfer.  Appellant agrees that the courts have held
that noney iS tproperty" Within the meaning of
Section 112(b (gg of the Internal Revenue Tode (com
parable to Section 9,2(b)(4)). Halliburton-v., Com
m ssioner, 78 Fed. 2d 265; Portl@and 0T Co., 38 B.T.a.
757; Claude Neon Lights, INnT., 35 B. T.A 424,430, It
argues, nowever, that the cases so holding require
Part|C|pat|on by the cash transferors, as well as the
ransferors of other property, in the prior plan or
"pre-arrangement™ pupsuant t0 Which the transfer Wis
made. Thi's contention iS not supported by the decis-
lons. Caude Neon Lights+ Inc., supra, pp. 428-430;
Col unbia OT and &GS Co, 4L B. T.A 38. In these
Cases a part of_tne prror plan or agreenent was that
one of theorgani zers would procure cash subscriptions
to a certain nunber of shares of stock of the new cor-
poration. Athough the cash subscribers were not
originally partieS to the plan, the courts included
themwth the transferors of other property in deter-
mning whether the transferors wore in control of the
corporation inmediately after the exchange.

_ In our opinion, the exchange of shares of stock
in the corporation for the assignment of the mineral

| ease and the sale of paragr%Fh 2 shares of stock did
not constitute separate and disconnected transactions
but were, rather, integral steps in a prearranged
plan.  The pernit author|2|n?, he sale of paragraph 4
shares required that prospective subscribers be fur-

ni shed a coPy thereof. Furthernore, when it is con-
sidered that the purchase of those shares for cash was
the very act which permtted a |ike nunber of shares
to be issued in exchange for the lease, it appears
obvious that the transferors of cash were participants
in the overall plan. On Decenber 28, 1938, the plan
was fully executed and on that date the transferors of
property and cash held 3221 shares of the corporation's
stock, nore than 80 percent of the 3495 issued shares.
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The second major requirenment under Section

9.2(b)(4) is that the anmount of stock of secur-
ities received by each transferor nust be
substantially in proportion to his interest in
the property prior to the exchange. Appellant
contends that the transaction in question does
not meet this requirenent because Carsten, who
had a one-third interest in the |ease, sold his
interest in the corporation to A exander and

St ephens prior to Decenber 28, 1938. This trans-
action, however, occurred several nonths after
the transfer of the lease to the corporation. At
that time Carsten had a right to receive a pro-
portionate share of the stock to be issued in ex-
change for the lease. That such shares of stock
were permtted, under a separate and independent
agreenent, to be issued-directly to Al exander and
Stephens does not, in our opinion, remve the
origindi’ransaction fromthe operation of Section
9.2(b)(4), See Robert Canpbell; 15 T.C 312;

Col unbia 0il1 and Gas Co., supra, and Royal Marcher,
32 BT.A T6.

_ As we have concluded that the transfer of the
mneral |ease to the corporation constituted a
transaction in which gain or |oss was not recognized,
the Commissionerts action in disallowng the Appell-
ant's deductions for amortization of the |ease com
puted on a stepped up basis must be sustained.

Pursuant to the views expressed in the opinion of
the Board on file in this proceeding, and good cause
appearing therefor,

|T I'S HEREBY ORDERED, ADJUDGED AND DECREED, pur -

suant to Section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Commiss-

I oner (now succeeded by the Franchise Tax Board), on
the protests of Pan-Chem cal Conmpany to proposed
assessnents of additional tax in the amounts of
?215;12 and $239.17 for the inconme years ended My 31

942, and 1943, respectively, be and the sanme is 'here-
by sust ai ned,
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Done at Sacramento, California, this 18th day
of Decenber, 1952, by the State Board of Equalization.

Wn_G_Bonelli , Chai rman
J. H. Quinn , Menmber
Ge0. R. Reilly , Menber
, Menber
, Menber
ATTEST: F, S. Whrhaftig ,éagct:riggary
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