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OPL NI ON

This appeal is nade Pursuant to Section 256670f the
Revenue and Taxation Code from the action of the Franchise
Tax Board on the protests of Jaemar Orchards, Inc., to
proposed assessments of additional franchise tax in the
amount s of ?&5,299.2& and $2,800.48 for the taxable years
ended March 31, "1950, and March 31, 1951, resPectlver, the
tax for both years being measured by income o
ended March 31, 1950,

On or about April 1, 1947 M. H R Minkoff acquired a
tract of |and suitable for sub&ision into residential lots,
Shortly thereafter he entered into negotiations for the de-
vel opment of the tract with mr, Mark Boyar, a builder, and
other interested persons, As a result "of these negotiations
It was agreed that the group would organize a corporation to
take over the |and and construct hones thereon for sale to

veterans. For his services in acquiring the land and setting
up the project it was agreed among the I'ncorporators that the
corporation woul d Pay M Minkoff the sum of $100 per lot, an
aggregate amount of '$21,000, payable as lots were inproved and

the year

sol'd,

. Appellant was incorporated on May 2, 1949. I|ts authorized
capital structure consisted of 4*2205,000 in preferred stock, in
whi ch M. Minkoff i nvested $100, 600 and $2,700 i n comon stock,
i n which he invested s?hoo. The agreenent to conpensate M.
Minkoff in the amount of $21,000 was ratified by Appellant at a
neeting of its board of directors on May 12, 1949.  Paynent was
made on March 6, 1950.

_ . Appel I ant adopted a fiscal year ending on March 31. It
filed its first return, stated to De on the cash receipts basis,
for the period My 2, 1949, to March 31, 1950, On this return
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it reported sales of 81 homes. It paid a tax for the period
covered by the return, and a prepayment of tax for the year
ending March 31, 1951, measured by its net income from these
sales. The reported sales were those in which the escrows
had been closed and the deeds recorded.

On August 30, 1950, Appellant filed a” return for its
second taxable year, This return, likewise stated to be on
the cash receipts basis, covered the period April 1, 1950, to
August 232 1950, and included receipts from sales of the re-
maining 129 homes in the subdivision, It did not pay, any tax
measured by income from these sales. On November 29, 1950,
Appellant was dissolved.

Acting under Section 12(1) of the Bank and Corporation
Franchise Tax Act (now Section 24651 of the Revenue and Taxa-
tion Code), the Franchise Tax Board recomputed Ap([))ellant’s net
income from all sales on a completed sale basis. n this
basis it apportioned income from sales of 182 homes to the
period ended March 31, 1950. The deficiency for the taxable
year ended March 31, 1951, was determined on the basis that
Appellant was taxable for that year under Section 13(k) of
the Bank and Corporation Franchise Tax Act (now Section 23332
of the Revenue and Taxation Code), which governs the taxation
of a dissolvin% corporation, As Appellant had done business
for eight months of the year in which it dissolved, the Fran-
chise. Tax Board, acting under Section 13(k), measured the tax
by 8/12ths of Apdpellant’s revised net income for the preced-
ing income period,

Under Appellant3 method of operation a prospective
purchaser of a home was required to sign an agreement to
purchase, which was subject to approval by Appellant within
60 days, If the sale was subsequently disapproved by Ap-
F_ella_m_t both it and the purchaser were relieved from al
iability thereunder, Although down OPayments were not
required, a forfeiture clause provided that upon cancellation
by the purchaser "for any reason other than the Seller's
failure to approve this sale or failure to obtain approval of
' GI' loan! , Appellant was authorized to retain as liquidated
damages all sums paid by the purchaser.

The next step in the sales process was the execution by
the purchaser of applications for a loan and for Veterans
Administration approval, While these applications were pend-
ing Appellant completed the home, Upon completion the
prospective purchaser was given occupancy under an agreement
providing that he would pay Appellant monthly a sum to be
computed by prorating the taxes, interest and insurance from
date of occupancy and that "in the event loan fails to be
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approved by Veterans Admnistration, this Purchaser wll
vacate the premses inmmediately on Notice from Seller."
Either before or after a prospective purchaser noved in,
usugjly after, escrow instructions were signed by both
parties.

The receipt by the escrow conpany of a commtnent from
the lending institution, with the approval of the Veterans
Adm nistration, was followed forthwith by issuance of a
policy of title insurance and the recording of a deed, after
whi ch” the escrow was closed. The interval between the sign-
Ing of a purchase agreenent and the close of escrow ran from
three to eight nonths, Monthly ﬁaynents under agreenents

for occupancy were conputed to the date on which the deed
was recorded.

_ In each of the 101 transactions in dispute the 8rospect-
I ve purchaser had taken possession by March 31, 1950. In
each transaction the escrow instructions had been signed by
that date, In none of them on that date, had the purchase
agreenment been approved b¥ Appel lant, the deed been recorded,
of the escrow closed. Although admtting that legal title to
the premses did not pass to the purchaser prior to March 31,
1950, the Franchise Tax Board contends that each transaction
constituted a conpleted sale by that date because the pur-
chaser had assuned the benefits and burdens of ownership.
Wiile not disputing the statement that acceptance by the
purchaser of the benefits and burdens of ownership gives rise
to a conpleted sale, the Appellant argues that in none of the
di sputed transactionshad such benefits and burdens passed to
the purchaser prior to March 31, 1950.

Both parties agree that the benefits and burdens of
ownership do not pass from seller to purchaser until all sub-
stantial contingencies have been elimnated, Appellant
contends that there were substantial contingencies present
here in that (1) the Iending agency had yet to accept the
prospective purchaser as a credit risk, (2) the Veterans
Adm ni stration had to approve the proigectlve purchaser's
eI|g|b|I|t% for a loan guaranty, and (3) a policy of title
insurance had to be obtained. ~ The Franchise Tax" Board denies
that these were substantial contingencies and asserts that
there was a reasonable certainty that the 101 transactions
woul d be conpl et ed.

Al though it appears that all of these transactions were
| ater conpleted, we feel Appellant is correct in asserting
that there were substantial contingencies present which had
to become certain before the benefits and burdens of ownership
passed to the purchaser, Certainly possession alone is not
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enough to pass the benefits and burdens of ownership to the
possessor, = As was said in_In_Re Chrisman, 35 F. Supp. 282,
p. 283, “Occupancy of land; while awaiting delivery of in-
struments in escrow, does not give rise to any interest in

it independent of the conditions of the escrow or contrary
to it." And merely openln% an escrow does not operate as a
transfer of title nor as a transfer of the benefits and
burdens of ownership, Holman v.Toten, 54 Cal. App. 2d 309.
In these transactions, Tf the purchaser had failed to secure
acceptance as a credit risk, or the approval of the Veterans
Administration, he would have been required to vacate the
gremlses, Where one has the benefits of ownership he cannot
e required to vacate on the failure of a contingency. The
escrow instrument provided that unless the necessary approvals
were secured and a policy of title insurance issued within
thirty days either party was free to withdraw without li-
ability. ~ Where one has the burdens of ownership he cannot
withdraw from a transaction without liability upon the
failure of contingencies, In Commissioner v,Segall,ll
Fed, 2d 706, the court said, at = /10, that "A factor

often con3|dered [in determining whether a sale has been
completed] is whether there has been such substantial per-
formance of conditions precedent as imposes upon the )
purchaser an unconditional duty to pay." Where one may with-
draw without liability upon the failure of a condition; as
the parties, could here, it cannot be said that there is an
unconditional duty to pay nor that the burdens of ownership
have passed to the purchaser,

~As we are unable to acceP_t the contention of the Fran-
chise Tax Board that the benefits and burdens of ownershlﬁ
had passed to the purchasers prior to March 31, 1950, we have
concluded that income from the disputed sales is not in-
cludible in Appellant3 income for the year ended March 31,
1950. But this does not mean that the income from these
transactions escapes taxation.

As we_ have heretofore noted, Appellant paid_its tax and
the Franchise Tax Board issued its proposed deficiency as-
sessment for the taxable year ended March 31, 1951, on the
supposition that the tax for that year was to be computed
under Section 13{k) of the Bank and Corporation Franchise Tax
Act, In our opinion In the Appeal of Sacramento Valley
Tractor-Company, decided May.% T953we said that a commenc-
Ing corporation with a first taxable year of less than 12
months which dissolved in its second taxable year was tax-
able for both years under Section 13(c) of the Act (now
Section 23222 of the Revenue and Taxation Code),, Under
Section 13 c& Appellant was subject to a tax for the period
April 1, 1950, to November 29, 1950, the date of dissolu-
tion, measured by net income for that period. As the
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deficiency proposed tc be assessed for this period, together
with Appellant3 prepayment of tax for its second taxable
year, does not equal the correct amount of tax computed
under Section 13(c), the action of the Franchise Tax Board

in denying Appellant® protest to this assessment must be
sustained.

In reaching the foregoing conclusion we have considered
the 1949 amendment to subdivision (c) of Section 13, which
was not in effect for the year in question in the Sacramento
Valley Tractor appeal, This amendment, in the event of the
dissolution of a commencing corporation in its second taxable
year, permitted the proration of the prepayment of tax for
that year if the prepayment was greater than the tax for the
period preceding dissolution, It did not, in our opinion!
pre)zclude the taxation of such corporations under subdivision
Cla —

The second question presented in this appeal arises from
the disallowance by the Franchise Tax Board of the deduction
from gross income of the $21,000 paid to Mr.Minkoff and in-
cluded by Appellant in its cost of land. The Franchise Tax
Board contends that this payment was in consideration of Mr,
Minkoff's large investment in Appellant’3 shares of stock and
for that reason constituted a distribution of earnings and
profits essentially equivalent to a dividend.

In support of its contention, the Franchise Tax Board has
directed our attentiocn to various Federal decisions 1 n which
payments made by a corporation out of its earnings or profits
were construed to constitute dividends, even though they
purported to be based upon a consideration and were not
designated as dividends. Each of these cases turned on its
particular facts, Common to all the cases, however, was an
absence of consideration for the payments and the presence ©f
an intent to distribute accumulated earnings and profits.

The fact that Mr, Minkoff made the largest single invest-
ment in Appellant3 shares of stock has prompted us to examine
this transaction closely, but even after such close examinatio:
the position of the Franchise Tax Board appears untenable. Tht
uncontroverted evidence shows that the agreement between MNr.
Minkoff and the other incorporators was made before the date
of incorporation, The agreement was ratified by Appellant
within ten days after its incorporation and before it had
earned any profits, Although by the terms of the agreement
payment to Mr. Minkoff was deferred until Appellant had
realized sufficient income from which to make the payment,
the obligation was not contingent upon Appellant3 having
net profits. Lastly, the payment was by way of compensation
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for services actually performed by M. Minkoff prior to the
incorporation of Appéllant, the beénefits of which accrued to

pellant, = The Franchise Tax Board has not suggested that
these services were not worth the agreed compensaticn, or that
the land acquired by Appellant asa result of M. Minkoff's
activities was worth”less than E]he p%Jrchase price PI us the
$21,000 pai d to Mr. Minkoff. These facts clearly renmove the
payient 'in question fromthe scope of the authorities relied
upon by the Franchise Tax Board,

ORDER

Pursuant to the views expressed in the opinion of the

Board on file in this proceeding, and good cause appearing
therefor,

I T 1S HEREBY RDERED, ADJUDGED AND DECREED, pursuant to.
Section 25667 of the Revenue and Taxation Code, that the action
of the Franchise Tax Board on the protests of Jacmar O chards,
Inc., to proposed assessments of additional franchise tax in
t he anounts of 355,299.% and $2,800,48 for the taxable years
ended March 31, 1950, and March 31, 1951, respectively,” be and
the sane is hereby nodified as follows: the action of the
Franchise Tax Boafd in including in income of the year ended
March 31, 1950, receipts fromsale of 101 hones and disallow
ing a deduction in that year in the anount of $21,000, is
reversed; in all other respects the action of the Franchise
Tax Board is hereby sustained,

Done at Sacramento, California, this 27th day cf
Novenber, 1956, by the State Board of Equalization,

Paul R. Leake , Chai rman
J. H. Quinn , Menber
Geo, R Reilly , Menber
Robert E. McDavid , Menber

Robert ¢. Kirkwood , Menber

ATTEST: Dixwell L, Pierce , Secretary
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