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BEFORE THE STATE BOARD OF bOUALIZA ION
OF THE STATE OF CALIFORNIA

In the Ma Etef of the Appeal of)

MOR *“RITT PLL : )
MAppearances:
For Appellant: Arnold Rue

Attorney at Law

For Respondent: A. Ben Jacobson
Assoclate Tax Counsel
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"D : OPINION

This gppeal 1s made pursuant to section 25667 of
the Reverue and Taxation Code from the action of the Franchise
Tax Board on the protests of Morthrift Plan against pro-posed

assessnents of additional franchise tax in the amountsof
$3,806.00, $1,959.83, $1,619.%9, and $1,4%03.4%5 for the income

years 1997 1998 1999, and 1960, respectlvely,

Aopellant was incoroorated in California in 1921 end
'has continuously encaged 1N business 1N this state sirnce that
time, It 1s authorized to conduct business as an inducstriel
loan corpany under the Industrial Loan Law. (Fin. Code,
§18000~188 58, ) Appellsnt is subject to the supervision and
control Of the Commissioner of Corporstions of tne State of
Celiforrnia. (Fin, Code, §8 18009, 18400, )

inpellant makes unsecured loans eand loans secured

by real and personszl property. It also purchasbs Trust
receipts and conditional sales contracts. The maxinua loan
term, except for government insured loans, is limited by law
to three years. (Fin. Code, §§° 18406, 18506, 1, 18869.) During
the income years in question, eppellant was al*ovﬂa To purchase
truast receipts or conditional sales contracts whicnh matured in
three years or less. (Fin. Code, § 1E405.) [ppellent elso

es and sells "investment certificates” as authorized by
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section 18432 of; the Financial Code, Appellant 1 s
specifically denied the right to accept money for "deposit®
or to issue "certificates of deposit,” (Fin. Code; § 18403, ).

:
For the years here considered , sppellant claimed 2s

bad éebt deductions the amounts of certain yearly additions

to its bad debt reserve acoount., Appellant®s outstanding

loan balances, yearly additions to its reserve, book reserve

balences, and actual net bad debt losses mitten off for the

years in question were as follow:

Out standing Addition to Balance of
L.oans Peserve "  Reserve Nat Tosses
1955 $9,528,726, 112 & 9° $179 3’-ruoa6 $ 18,013.93
195 5,%'3,227 78 25 14/ ‘ 6,736.51 39.630.73
1959  7,035,751.7% 7Q 620. 33 199 072.65  L5.208,37
1960  7,001,796.5% 2476.31 17%,626,12 . 38,928,083

Respondent deternined that a ressonable addi 'G" o:x to
the reserve ywas the ewoynt required 0 bring the rese

belance to seven tentns of 1 percent of the balance Of ‘!oms
outstandinz. Appellant!sclaimed bad debt decuctions and the
mounts allowed by respondent sre as reflected by the following
table :
Claimed Allowrad

1957 $ 51,006.92 -0~

1958 25 127.9 ’+ $ 5,751,956

1959 73,620.35 56,573, 0%

1960 62,476.31 38,683.%0

' ‘Section 24348 of the Revenue and Taxation’ Code- reads
In pertinent part as follows:

There shzll beallowed as a deduction debts
vhich become worthless within the income
year; or, in the discretion of the Franchise
Tax Board, a reascnable addition to a reserve
for bad debts ....

The Zssue presented is vhether resoondent abused its
discretion in refusing to allow the tot21 amounts deduct
by eppellant as additions to its bad debt reserve, R
determination is presuned correct and eppellen t has t
"rneevy burden! of showing that The amounts al1 owed we
reasonable additions, (S o, W.CGee & Co.v. Dallmsn, 21
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Aopeal of Morthrift Plan

Appellantis principal contention is that it is a bank
end that additions to its reserve .account were within the
guidelines prescribed by the United States Commissioner of
internal Revenue in Mimeograph 6209,194%7-2 Cum. Bull.26, and
Revenue Ruling 5%-1L8, 1954-1 Cum, Bull. 60. These releases
provide that a bank using the reserve method may make anannual
addition to its bad debt reserve based upon a moving or fixed
average of its total bad debt loss experience for a p-eriod
of 20 years for federal income tax purposes. Mimeograph 6209
states that: R

The term "banks'" as used herein means
banks or trust companies incorporated and
doing business uader the lsws of the
United States (including laws relating to
the District of Columbia), of any State,
or of any Territory, a substantial part of
the business of which consists of receiving
deposits and making loans and discounts,

Revenue Ruling 5%-148 added the following sentence to
the definition of "sanks ¥

Such term as wused in Mimeograph 6209 and
herein does not include mutuai savings banks
not having canital stock represented by
shares, domestic building and loan associations,
or coop erative banks without capital stock
organized and operated for mutual purposes and
without profit.
) Before the adoption of Mimeograph 6209, respondent
1zd in force a ruling similar to it,which was applied to
netional and stete banks., On June 16,1961, respondent ..
published a letter stating that:
we Trecelve inguil
oardis position =z
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Aonesal of Morthrift Plan

Mopellentsubmits that its additions to its reserve
must be approved since for franchise tax purposes respondent has
authorized the use by barks of the method préscribed” oy the
federal rulings, it is respondent’s position that appellant
is not a bank, that it did not actually use the method
prescrived for banks to compute additions to its rescrve, and
that appellant has not demonsirated that respondent abused its

discretion.

As authority that it is ‘a bank, appellant relies on
federal cases no“d pg that industrial loan COﬁpaﬂleS are pzrks
for excess Profits tax purposes. (8taunton Ladusiricel Loan
Coro . Ve Cowm:q510ﬂe?, 120 .24 930; ComnlsSIOQOP v, Vallievw
Morris Plan, 305 F.2d 610, ) Tne definition of a bank consicdered
by, those COUrts is in section 10%(a) of the Internal Revenue

Code of i939 (now section 581 of the Internal Revenue Code

of 195%

Although the definition of a bank set forth in
Mineograph 6209 and Reveaue Ruling SL 1“8 is substantislly
similar to The definition contained in the above secticas of
the Internal ? venue Code, it is by no means clezr Thalt an
industrial loan company is a bank withia the meaning of the
mimeograﬁn “d revenue fullﬂaa Contrary to the cases cited

by eopellant, it has been held by enother Tederal court tnat
an industrial losn company was not a bank under section 10%(a)
of the Interngl Revenue Code of “0399 (Jackson Finsnce & -
Tnrift Co. V. Comm:ssioner, 260 F,24 578,) It has also peen
beid that en indusbtrial loan company was not a bank uander the
Securities Acu of 1933, which defined a bank as an institution
vhose activities were "substantially confined to baﬂﬂlﬂ” i

(Cznital Funds. Inc. v. Se caritles & Fxchenge Corm,, 343 F.24
582.)

: In our opinion, respon wdent did not gbuse its discretion
in refusing to classify appeliant as a benk for purposes of
computing adaitions to oobellaﬂt’s bad debt reserve. In view
of the ambiguity in bbc ddLLﬂ¢L¢OQ of a bank in Mimeozraph 6209
gnd Reveave Ruling 5h-1R8, respondent's puollsﬁe'Q letter stating
thet Min effecth it ,otlors that mimeograch and ruling, d&id
rot commiv res;oqdcnt to treat sopellant as a bank., ALopellant
*s not a bank as defined in the Californie Benkingz Law (Fin,
Code, § 202), nor is it fcghlauea by The Stete Banking Denertment
It is expressly pfOﬂlOltpC from accepting "deposits!" (Fin. Code,
§ 18%03) end, unlike banks recognized as such under the
Californis 5@u“*40 Leaw, 1Ts hﬂlﬂbh”eu loans are limited to
tares-year terms.  (Fin. Code, §§ 18405, 18405, 16406.1, 18659.)
e concluée, therefore, that *esoonée“u had sufficient reascn
to distinguish appellant from banks, which are permitied o
use 20 years of 1loss experlence To compute additions To Thelr
bad cebt reserves,
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The question remains whether in the absence of the .
automatic application of the method prescribed by Mimeograph 6209
and Revenue Ruling 5k-148, appellant is nevertheless entitled
to the deductions under the statutory standard of a “reasonable
addition, * Since reasonable additions are allowable at the,
discretion of respondent, appellant must show that the additions
allowed by respondent were unreasonable . arvemount Finance Co «
v. United States, 304 F.2d 460.) Where the reserve allowed is
adequate in the light of prevailing conditions to cover current
anticipated losses there is no abuse of discretion, (American
State Bank ve United States, 176 F. Supp. 6k, affid, 279 F.2d
5853 Krim-Ko Corn., 16 T.C. 31 , )

Following these guides , it is epparent that the .
adcitions allowed by respondent were reasonable . The record
discloses that the balance in t'he reserve as allowed by
re soondent was at all times sufficient to cover actual losses,

During the years in question, /arger additions could not ‘have
been justifi ed on the basis of appellant: s then recent loss
experience and no facts ‘nave been presented to show prospects
of future losses greater than the reserve allowed.

Appellant has compsred the ratio, of its reserve to
loans outstanding with That of other loan companies znd has
submitted financial statements which tend to show that its
‘reserve was comparable to that of other industriel loan
companies. 1T has also -pointed out that the California -
Commissioner of Corporations required, a reserve greater than
that allowed by respondent,

®
jo7}

Evidence that other industrial loan companies meintaine
comparable bad debt reserves has 1little relevancy since
appellant!s additions must be based upon its owvnn loss experience
and a forecast of losses in the light of its peculiar business
conditions. (Financisl Credit Coro.v. United States, 235 7.
Supp.27%.) The record, moreover: does not disclose that .
respondent ‘has approved the reserves of theother Loan COEDanNies
for tax purposes,

The reserve requirement set by the Commissioner of
‘Corporaticns likewise has little- bearing on the reasonableness
of the additions for tax purposes., The Commissioner'sjudgment,
which was exercised for other than tax purooses, is not
questicned. His judgment, however, may not be substituted for
that of re spondent, which alone is charged with administration
of the Bznk and Corporation Tax Law. In Avgesi of Raonlels
Feders’ Savings and Loan Ass’n, Cel.$St, Bd, of ZHqual.,
June 24,1657, we stated that reserve requirenents.or the
protasction of the public were not controlling for the tax
vurpose of computing net income, (See also, Bellefonteine
Federal Savings and Loan, iss!n, 33 T.C. 803.)

{:
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bopeal of Morthrift Plan

We conclude that resoondent did not abuse 1its
discretion 1in roauc:mo* aooellant s additions to 1ts bad debt

reserve .

Pursuent to the views expressed in the opinicn of
the board on file in this proceeding, and good cause eppearing
oL R I
therefor,

IT IS HEREBY ORDERED , ADJUDGED AND DECEZED , pur suant
to section 2';667 of the m,vo,me and Taxation Code, that the
act ilon of the Franchise Tax Board on the protests or Morthrift
P‘a:l against proposed assessments of adcditional Irancuse tax
in the amounts of $3,806,00, $1,959.63, §1,619.49 , eu
$1,403.45 for the income yeafs 195” 1958, 1997, and 1960, .
respectlvely, be and the same is hereby sustained,

Done at Sacramento, Ca;ifor;x;a, this 7¢n day |
of February, 1967, by the State Board of Ejualization,
Al k ' y Chairmen
i
7/ = ,-/:’/,/,/ = Vi lember

X\/c’/ ys / /// /\/A/f/w / Member

- A /
C'l‘ ‘/’:) /’/-' 74 ‘./.\{M _/_/)’/ "— [} Member

‘ , Member
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