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OF THE STATE OF CALIFORNA .

UNI TED STATES HOLDI NG COVMPANY
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- BANK OF SAN DIEGO, TRANSFEREES.

":Fox"; Appel | ant s; C. Hugh Friednan,
st e ore i Attorney at Law
" For Resbondent:. Burl D. Lack, Chief Counsel;
. e Wl bur F. Lavel le, ASSOCI ate
Tax Counsel . 3

OPINION

This appeal is mde pursuant to section 25667 of
the Revenue and Taxation Code from the action of the Franchise
Tax Board on the protests of Pasadena First National Bank,

- and United States Hol di ntg Conpany and United States Nat i onal
. Bank of San Diego, Transfe

I ees, %al nst a pI’ODOSQd assessnent’

of addi ti onal franchise tax in the amount of $6,815.56 f or

Pasadena First National Bank (hereafter, "appellant"),

‘- anational bank organized under federal |aw, had its princi paI
i.* office in Pasadena, California.. It enploved the reserve met hod
of accounting for its bad debts. . On December 7, 1956, all o f

appellant 's assets, including loans receivable, were sold to :
another bank. Appellant ceased business on the date of t he sal e'

and on March 28, 1957, - formally dlssolved

As part of the neasure of appel lant's tax for 1956,

H respondent included in appellant'!s income for 1955 the balance
o of”its bad debt reserve as of the date. of” the sale and cessation

of business. f‘Appe ant ,' ) sprotest ‘was denled and this appeal
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' . _ Section 23181 of the Revenue and Taxation Code

L provides for an annual”tax upon every bank |ocated in the -
state according to or nmeasured by itS netincome, on the
basis of its net incone for the next preceding incone year.

Anong the deductions permtted in conputing nét inconme is

that “provided by section 24348 of the Rev?nue and Taxation

Code, which states in part: There shall be allowed as a

deduction debts which beconme worthless within the incone

year; or, in the discretion of the Franchise Tax Board, a
_reasonable addition to a reserve for bad debts."

. Regul ation 24348(b), title 18, California Adm n-
. 1strative Code, adopted by respondent as a conplenent to
.7 section 24348 of the Revenue and Taxation Code, deals with
-« the taxability of bad debt reserves of taxpayers who cease
.. - .tobe subject to the California franchise tax. It Is there
- ¢ provided that:

s Since additiona to a bad debt reserve
-~ reduced the anount of tax which otherw se "
.- woul d have been due, anyanpunt received |
-.“.from the sale or other disposition of
. 'receivables for nore than their net tax
i basls in the year that a taxpayer ceases
=+ to be subject to the tax inposed by this
“epart Of ceases to be subject to a tax
o 'measured by net income i's required to be
“included in the measure of tax for the
.- last year that a taxpayer was subject to
-~taxmeasured by or inposed upon net income'
“to the extent that the anounts derived

i from such sale resulted in a tax benefit.
.As used in this regulation the term"net

s taxbasi s" means the face value of accounts:

.~ recelvable when sold, |ess anounts which
Or|1ak\)/te been' set aside as a reserve for bad.

. debts.

S “Applying this regulation, respondent determned that
Cl . ‘appellant's | ast taxable year was 1956, the year in which
et gppellant transferred its | oans 'receivable and ceased doing
" . business. Since the tax due for 1956 i s measured by the net
- income.of the next preceding income year; i.e., 1955, respondent
contends that the balance Tn the bad debt reservé account

““should be i ncl uded in appel lant's incone' for 1955.

G v 16 18 undisputed that the regulation, if gilven effect, -
. " would require the inclusion of an ampunt equivalent to the bad
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debt reserve in the nmeasure of appellant's tax for its last - *

taxable year. Appellant's initial argument is that the

B regul ation may not be given effect, and that under a rule
established by the federal courts, the reserve is includible - .. -

in income of the year 1956, The arqument is nmde W thout
di scussion of the fact that under lifornia |aw, the income
of the last taxable year is not includible in the measure of

the tax for that year",

_ By its election to use the reserve nethod, appellant
subjected itself to the discretion of respondent. (Union_Nat.
Bank & Trust Co., 26 T.C. 537.) The scope 'of this discretron

isnotlimited to the al | owance or di sall owance of an addition -

tothe reserve, as argued by appellant. Respondent may, for
exanple, require its consent as a prerequisite to changing
fromthe reserve to the specific charge-off nethod éRogan V.
Conmrer ci al . Di scount _Co., 149 F,2d 585, cert. denied,—3267U.S.
764 190 L. Ed. B60J), and as a condition of its consent,
respondent nmay require that the balance of the reservebe
restored to | ncone.  (|.T. 2348, VI-1 Cum Bull. 67, S. Rossin
& Sons, I nc. v, Conm ssioner, 113 F.2d 652.) —

There i1s,under federal case |aw, a |ongstanding
rule that additions to a reserve for bad debts previously
deducted in conputing taxable income nmust be included in
t axabl e income when'the reserve is no |onger necessary.
(Arcadia Sav. & Loan Assn., 34 T.c.679, affid, 300 F.2d 247; -
CT1zens Federal Sav. & Loan Assn. of (leveland v. United States,

290 F.2d 932.) The theory underl 3{<|_ng the restoration Of reserve -
bal ances to income is that by taking-deductions in earlier years
the 'taxpayer benefited through a reduction of its taxable incone,
and subsequent events denonstrate that there was in fact no |oss.
(c. M. Standi fer Construction Corp,, 30 B.T.A 184, 187.) The,
amount subjected to fax when the need for the reserve ceases,
represents income earned in the past which has escaped taxation.'
(Ira Handel man, 36 T.C. 560, 568; \West Seattle Nat. Bank of o
Seattle v, Commissioner; 288 F.2d 47,)

have. resultedin tax benefit. -

Under section 26422 of thé Revenue and Taxation Code . - *

respondent has the power to issue all such rules and regul ations

as are necessarcyc/) and reasonable to carry-out the provisions of
the Bank and Corporation Tax Law.‘, do not believe that
respondent has abused its discretion bP{ enacting a regul ation'
whi ch circunscribes 'the operation of the vad deot reserve
deduction within underlying principles well established in
connection with similar federal legislation. In view of the
prepayment characteristic of the California franchise tax;

. respondent's regulation is a necessary and reasonabl e provision -

Whi ch insures taxation of additions to a bad. debt reserve which

!
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In the alternative, appellant contends that even

I n IS state

year. Reasoning that it was still "located

tSHb{eCt to tax until its formal dissolution, ap{)ellant concl udes
S tha

: according to the regul ation the balance of the reserve
“shoul d have Dbeen placed in themeasureof tax for 1957, which

~would place it in the incone year 1956 rather than 1955.
s . Athough it ceased business in 1956, appellant's position is
.- that doing business is not a, requirement for taxation of banks.

It is true that section 23181 of the Revenue and

. 0% Taxation Code does not expressly require_that a bank be doing
757 business in-order to be subject 'to tax. The l|anguage of the
rofo o section is accounted for by the federal statute authorizing the
... taxation of national banks. (12 U.S.C.A, §548.) The federal

¢~ .o2-statute permts a state to tax the shares of national banks
Y "located within its limts" by one of several method;, +nc| uding =
27 a tax "according to or neasured by their net.incone. hus, . 7 -
<= although the franchise of a national bank is granted by the

f ederal government, a state may include in the measure” of the

.+ tax imposed by it the net i ncone derived fromthe exercise of
‘: the franchise.

"The United States Supreme Court has held that

o ""-:{,‘fOongrﬁ_ss i?ten(%ler %y the fe[:\%?raIB stkat utgmt(;1 aut horize a

s franchise tax (Tradesnens .__Bank v. Oklahpma Tax Corn... .

. ..02309U,.S. 560; 5m“@pam§ﬁrlng Specitically
: I to California‘'s taX, the California Supreme Court has charac-

“terized it as a franchise tax "related to the privilege of

i engaging in the business of banking in the state." (3 T_Lecurit -
AT rgstg Ngt. Bank V. Franchise Tax Bo%rd.' 55 Cal. 2d 407, 415,

17111 Cal.. Rptr. 289, 359 P.2d 625]. See al so, Traynor,

-Nat i ())nal Bank Taxation in California (1929) 17 Cal. L. Rev. 232,

Appel lant,, therefore, 'ceased to be subject to the

i tax neasured bﬂgl ncone when It ceased business in 1956 and

Pursuant' tothe views expressed in the opinion of.

.. -.the board on file in this proceeding, and good cause appear -,
-% .. ing ‘therefor, . . . .. .00 . :
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. o | T | S HEREBY ORDERED,' ADJUDGED AND DECREED, pursuant
- to section 25667 of the Revenue' and Taxation Code, that the ,
~;»~ .o action of the Franchise Tax Board on the prot ests of Pasadena A
ciioo o First National Bank, and United States Hol ding Conpany and .

oo United States National Bank of San Diego, Transferees, to a
proposed assessnent of additional franchise tax in the amount'
of $6,815.,56 for the inconme year 1955, be and the sanme is
hereby sustalned ‘

.Done ‘at Sacramento ', California, this 4th day
< of ./ March L - 1965/.\ by the State Board of Equalization.
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