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BEFORE THE STATE BEOARD OF EQUALIZATION

OF THE STATE OF CALIFORNIA

j
In the Matter of the Appeal of

CLAYTON B. AND DOROTHY M. NEILL

For Appellants: Elwood J. Wilson
Attorney at Law

For Respondent: Crawford H. Thomas
Chief Counsel

ILawrenceC. Counts
Assistant Counscl
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This appeal is made nursuant to section 18594 of
the Revenue and Taxation Code from the action of the Franchise
Tax Board on the protests of Clayton B. and Dorothy M. Neill
azainst proposed assessments of personal income tax in the
-amounts of $199.51, $307.51, and $273.64 for the years 1960,
1961, and 1962, re soectlve*,j.

The question presented by this appeal is: To what
extent may the owner of an unincorporated public utility deduct
depreciation on property constructed with third-party advances
which are only conditionally refundable?

Appellants herein are husband and wife. During the
yea-r 1952 iThey acquired ownership of Bolsa Knolls Water Company
(her rel rafccr referrsd to as "Bolsa') and in 1995 they acquired... .
ownershi p of Rancho Del Monve Water Company ('hereinafter
referred to as "Rancho"). Bolsa and Rancho are unlncorporated
Class "D" public utilities subject to regulation by the Public . .
Utilities Commission (hereinafter referred to as the "Commission" ).

Subsequent to the year 1955 appellants constructed

certain water main extensions for the Bolsa and Rancho
cperations, utilizing noninterest bearing funds advanced by
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subdivision developers and builders desiring water service for
prospective purchasers of houses and lots. (Commission rules
provided that the advances were to be refunded over a specified
term of years by the "percentage of revenue" or "proportionate
cost" mebthods. Under either method the amount of the actual

" refund was dependent upon the extent of future customer service
from/the main extensions. The requirement to refund was to
terminate at the end of the prescribed term of years regardless
of whether the total amount of funds advanced had been refunded.
(53 Cal. P.U.C. 490, 499, et seq.) The Bolsa advances were toO
be refunded over a 20-year period and the Rancho advances were
to be refunded over a lo-year period.

Title to the water main extensions passed to the

utilities upon completion of construction. 7Tn accordance with
accounting procedures prescribed by the Commission the main
extensions were classified as depreciable. zssets and the utilities
accumulated depreciation on the total cost thereof. The amount

of the depreciation thus computed was deducted by appellants 1n
determining the net income from thz operation of Bolsa and
Rancho for federal and state incowa tax pusposes,.

The United States Internal Revenue Service conducted-
an audit of the operations of Boisa and Rancho and disallowed
deductions taken for depreciation on the water main extensions
financed by the advances and made 'certain other adjustments
which were not contested. These adjustments resulted in ar
increase 1n appellants' taxable income for federal income tax
purposes. Respondent issued deficiency assessments based upon
the adjustments made by the federal tax agency.

Avpellants filed objections to the deficiency assess-
ments contending that (1) the determination made by the federal
agency was not controlling for state tax purposes, and:(2) -
respondent was bound by the Commission's determination that
depreciation was deductible on the cost of the water main exten-
sions., Respondent contends that depreciation deductions can be
taken for income tax purposes only on the basis of refunds made
to the subdivision developers and builders,

Section 17208 of the Revenue and Taxation Code allows
a depreciation deduction: e

.». for the exhaustion, wear and tear (includ- -
ing a reasonable allowance for obsolescence)-- " . .
(l% of property used in the trade or business.....

With certain exceptions which have no application here, the

basis of the allowance for exhaustion, wear and tear, ang
obsolescence 1s the cost of the property. (Rev. & Tax. Code,
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§§ 17211, 18041, 180L2,) These statutory provisions were
patterned. after and are virtually identical in wording with the
federal depreciation provisions now found in section 167(a),
167(g) and sections 1011 and 1012 of the United States internal
Revenue Code of 1954,

We recognize that administrative application of a
federal tax law 1s not binding for state tax purposes. However,
judicial construction of the federal law is entitled to consider-
able weight where the state statute is based upon the federal
law. {Innes v. McColganj47 Czl. Lpp, 2d 781 [118P.2d 8551.)
We find no difference in the application of the state and federal
law to the facts of this appeal.

The essence of depreciation 1s the setting aside of
a fund to account for the graduzl economic loss incurred through
the exhaustion, wear and tear, and obsolescence of the property.
(4 Mertens, Law of Federal IncomeTaxation,§$23.01 .) To b2
afforded a tax deduction for depreciation the taxpayerts capital
investment in the property must be in existence and fixed as to
amount so that the basis for the depreciation is ascertainable.
(Detr oit Zdison co., 45 B,T.A, 358, aff'd, 131 F.2d 619, afi'd,
319 U.S.°98 (87 L., Ed, 1286 ], See also, Las Vegas Land & Vajer Co.,
26 T.c. 881.)

It is evident in this case that the initial cepital
outlay was provided by the persons advancing funds and that
appellants? obligation to refund any portion thereof vas
contingent upon the happening of future events. There was no
method by which the amount of appellants' .obligaticn could .
have been ascertained prior to the time the refunds became due,
For Tals nezsonwe must conclude that appellants ' investment
in the property did not come into existence and was not fixed
except as -refunds were made or. reguired tc Se made . nly &s
refunds were made orbecame due and to the extent of the refunds
did the utilivies acquire a depreciable basis in the zassets,
(Elizabethtown Yeter Co. Consolidated, 7 T,C, 406; Detroit .
Edison Co. v Commissioner, supra.)

Appeilants have advised that new rules promulgated by
the Commission on November 8, 1962, provided for the substitution
of new contracts, requiring ultimate repayment of the entire amount
of the advances. The substitutionof the new contracts, houev
was not mandatory. (60 P.U.C. 318, 331.) There is no evidenc
in the record that petitioner entered into such new contracts
during the years here considered.

The disallowance of the depreciation deduchtions is
fully susoorted by judicial anthoritiesinkhesrea of taxation.
Respondent Franchise Tax 3card, the agency chargzed wiivh adminis-
tration of the Personal Income Tax Lav, 1s not bound by the
accounting ruies prescribed by the Commission for purposes other
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‘than taxation. (Rev. & Tax. Code, § 19451.) It is settled that
a taxpayer may be required to account differently to different
government agencies where the information 1s required for
divergent purposes. (NIJ.U‘OH&'L Alrllnes, Inc., g T.C. 159;
Bellefontaine Federal Savings & Loan Ass'n., 33 T.C. 808; -
Avpeal of Peovle's Federal Savings & loan Ass'n.,, Cal. St. Bd. ©+
Equal., June 24, 1957.)
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Pursuant to the views expressed in the opinion of
the board on file in this proceeding, and good cause appearing
Lo =)
thereror,

IT IS HEREBY ORDERED, %DJUDG;SD AND DECREED, oursuanc
. to section 18595 of the Revenue and Taxa*ion Code, that the
action of the Franchise Tax Board 'on the protests of Clayton B.
and Dorothy M, Neil.l against preposed assessments of addltlonal

personal mcome tax in the amounts of ‘9190 51, $307 .51, and
$273 .64 for the years 1960,1961, and 1¢52, respectively, be
and the same is hereby susbtained,

Done at Sacramento , California, this 24th day of
April , 1667, by the State Board of Equallzatlon

; ﬂ \/ N Lale . , Chairman
&l}:‘» /4//1/0 /\/"sz////\// s I'iv;lxDéb
s /c/f%//%////ﬂ/' , Member
@/’»i//\“f/ R / , Member

J/
f//ﬂl,/

Attest: *L// JCenn , Secretary
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