Coast Carton Co. v. Commissioner, 14 T.C. 307 (1950)

A business operating in corporate form after its charter expires can be taxed as an
association, even without a formal agreement among shareholders to continue the
business.

Summary

Coast Carton Co.’s corporate charter expired in 1929, but the business continued
operating as usual. The IRS determined deficiencies against the company for 1939,
arguing it was taxable as a corporation or association. The Tax Court held that Coast
Carton Co. was taxable as an association because it continued to operate in
corporate form after its charter expired, despite the lack of a formal agreement
among shareholders. The court also found the company fraudulently deducted
salaries paid to individuals who performed no services.

Facts

Coast Carton Co.’s corporate charter expired in 1929. J.L. Norie was the principal
stockholder, president, and manager. The business continued operating without
anyone realizing the charter had expired. In 1924, Norie transferred some stock to
his wife, daughter, and son, ostensibly to qualify them as officers. Norie continued to
represent to banks that he and his family owned all or practically all of the
company’s stock. The company deducted salaries for Norie’s son and daughter, even
though they performed no services.

Procedural History

The Commissioner of Internal Revenue determined deficiencies against Coast
Carton Co. for the tax year 1939, asserting the company was taxable as a
corporation or association and had fraudulently deducted certain expenses. Coast
Carton Co. petitioned the Tax Court for review. The Tax Court upheld the
Commissioner’s determination that the company was taxable as an association and
liable for fraud penalties.

Issue(s)

1. Whether Coast Carton Co. was taxable as an association, despite the expiration
of its corporate charter and the lack of a formal agreement among
shareholders to continue the business.

2. Whether the company fraudulently deducted salary expenses.

Holding

1. Yes, because the business continued to operate in corporate form after the
charter expired, and the shareholders acted as if the corporation was still in
existence.
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2. Yes, because the company deducted salaries paid to individuals who performed
no services, demonstrating an intent to evade tax.

Court’s Reasoning

The Tax Court reasoned that under Section 901(a)(2) of the Revenue Act of 1938,
the term “corporation” includes associations. The court emphasized the company
continued operating as a corporation after its charter expired, with stockholders
acting under the assumption that corporate governance was still in effect. The court
cited Treasury Regulations which state that “If the conduct of the affairs of the
corporation continues after the expiration of its charter, or the termination of its
existence, it becomes an association.” The court also noted that the principal
shareholder, J.L. Norie, should have known about the charter expiration and his
inaction indicated an intention to operate the business as a corporation. Regarding
the fraud issue, the court found that deducting salaries paid to individuals who
provided no services constituted a fraudulent intent to evade taxes, as the statute
(Sec. 23(a)(1) of the Revenue Act of 1938) only allows deductions for “salaries or
other compensation for personal services actually rendered.”

Practical Implications

This case illustrates that businesses continuing to operate in corporate form after
their charter expires risk being taxed as associations, regardless of shareholder
intent or formal agreements. It highlights the importance of maintaining corporate
formalities and being aware of charter expiration dates. The case also reinforces
that deductions for compensation require actual services rendered and that
misrepresenting payments as salary when no services are performed can result in
fraud penalties. Later cases may distinguish Coast Carton by emphasizing the
presence or absence of active management by shareholders or formal agreements to
continue the business. This case also underscores that the IRS and courts will look
beyond the taxpayer’s stated intent to objective facts, such as continued operation
under the corporate name, in determining tax status.
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