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In the Matter of the Appeal of
CLAYTON B, AND DOROTHY M NEILL

For Appellants: ZElwood J. W/ son
Attorney at Layw

For Respondent: Crawford H. Thomas
Chi ef Counsel
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This appeal is made gursuant to section 18594 of
the Revenue and Taxation Code from the action of the Franchise
Tax Board on the protests of CIayton B. and Dorothy . Neill
‘against proposed assessments Of rsonal I hcone tax in the
-amounts Of $199.51, $307. 51, and $273.64 for the years 1950,
1961, and 1962, re soectlve Ly,

The question presented by this appeal is: 710 what
extent may the ower of an unincorporated public utility deduct
depreciation on property constructed wth third-party advances
which are only conditionally refundabl e?

Appellants herein are husband and wife. During the
yea-r 1952 they acqw red ownership of Bol sa Knolls Water Oorrpany
(hereinafter referred tO as "Bolsa™) and in 1295 t hey acquired.
ownershi p of Rancho Del Monte Water Company (' hereinafter
referred to as "Rancho"). Bolsa and Rancho are unincor porated
Class "D" public utilities subject to.regulation by the Public . ..
Utili'tJ.es Commission (hereinafter referred to as the "Commission").

Subsequent to the year 1955 appel | ants constructed

certain water main extensions for the Bolsa and Rancho
cperations, Utilizing noninterest bearing funds advanced by
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subdi vi sion devel opers and builders desiring water service for

rospective purchasers of houses and |ots. mi ssion rul
Brov?ded tha? the advances were to be refunded over a specF?ied
term of years by the '"percentagze of revenue" or "proportionate
cost"” metnods, Under either nethod the anount of the actual.

' refund was dependent upon the extent of future customer service
from/the Mal n extensions. The requjrenment to refund was tQq
termnate at the end of the prescribed termof 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 tO
be refunded over a 20-year period and the Rancho advances were
to be refunded overa |o-year period.

S Title to the water main extensions passed to the
utilities upon conpletion of construction. 1 accordance with
accounting procedures prescribed by the Comrission the nain
extensions Wwere classified as depreciable. agssets and the utilities
accunul ated depreciation on the total cost t ereoPl TP amount
of the depreciation thus conputed was deducted by appe Fants In
determning the net income from the operation of Boisa and
Rancho for federal and state incoms tax pu.poses.

The United States Internal Revenue Service conducted-
an audit of the operations of Boisa and Rancho and disaliowed
deductions taken for depreciation on the water mai n extensions
financed by the advances and made 'certain other adjustments
which were NOt contested. These adjustnents resulted in ar
i ncrease in appellants' taxable income for federal incone tax
purposes. Respondent issued deficiency assessnents based upon

the adjustnents nade by the federal tax agency.

Avpellants filed objections to the deficiency assess-
ments contending that (1) the determnation nade by the rfederal
agency was not controlling for state tax purposes, aad:(z) -
respondent was bound by the commission's determnation 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 pasis of refunds made
to the subdivision devel opers and buildzrs.

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

... for the exhaustion, wear and tear (includ-
ing a reasonabl e allowance for obsol escence)-- - | .
(1% of property used in the trade or business.....

Jita certain exceptions which have no application here, the

basis of the allowance foOr exhaustion, wear and tear, anéjo
obsol escence is the cost of the property. (Rev. & Tax. de,
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§§ 17211, 18041, 180k2.) These statutory provisions were
atterned. atter and are virtually identical in wording with the
ederal depreciation provisions now found in section 167(a),

167(¢) and sections 1011 and 1012 of the United States internal

Revenue Code of 1954,

We recogni ze that administrative application of a
federal tax lew i'S not binding for state tax purposes. However,
judicial construction of the federal 1aw is entitled to consider-
abl e weight where the state statute is based upon the federa
| aw. (Innes v. McColganj47 Cal. App. 24 781 [118P.2d 8551.)
Ve find no difference in the application of the state and federa
law to the facts of this appeal.

The essence of depreciation IS the setting asi de of
a fund to.account for the graguai economc |oss incurred through
t he exhaustion, wear and tear, and obsol escence of the property.
(4 Mertens, Law of Federal IncomeTaxation,§23.01.,) To b2
af forded a ¢ax deduction TOr depreciation the taxpayer's capital
investment in the propertg must be in existence and fixed as to
amount so that tne basis for the depreciation is ascertainable.
(Detr oit Zéison €0., 45 B,T,A, 358, aff'd, 131 F.2d 619, aff‘d,
319 U.5.°98 (87 L. Ed, 1286 ]}, See al so, Las Vegas Land & water 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
appellantst obligation to refund any portion thersof vwas
contingent upon the happening of future events. fThere was nO
nEthod)by which the anount of appellants' .obligaticn could .
have been ascertained prior to the time the refunds becane due.
For tais rneasonwe 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 . Only as
refunds were made orbecame due and to the extent of the refunds
did the utilities acquire a depreciable basis in the assets.
(Elizabet htown uater Co. Consolidated, 7 m,¢, 405; Detroit .
Zdison (O. v.Commissioner, Supra.)

Appellants have advi sed that new rules promulgated by
the Commission on Novermber 8, 1962, provided for fhe substitution
of new contracts, requiring uitimate repaynent of the entire anmount
of the advances. The substitufion of the new contracts,, houever,.
was not mandatory. (60 P,U.C, 318, 331.) There is no evidence
in the record that petitioner entered into such new contracts
during the years here considered.

v3
w

The disallowance Of the depreciation deductio
fully zuvoorted by judicial anfinorities inkhasreaof ¢ Tior
Respondent Franchise TaX 2ocard, the agency charged witn admnis
tration of the Personal Income Tax Law, i S not bound by :ne

accounting ruies prescribed by the commission fOr purposes otrer
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‘than taxation. (Rev. & Tax. Code, § 19451.) It is settled that
a taxpayer may be required to account differently toO di fferent
government agenci es where the information is required for
divergent purposes. (National Airlines, Inc., 9 T.C, 159;
Bellefontaine Federal Savings & Loan Ass'n., 33 T.C. 808; -
Appeal of Peovle's Federal Savings & foan 4ssin., Cal. St. Bd. ©*
Equal., June 24, 1957.)

Pursuant to the views expressed in the opinion of
the board on file in this proceeding, and good cause appearing
thereror,

| T | S HEREBY ORDERED, ADJUDGED AND DACREED, oursuant
. to section 18595 of t he Revenue and Taxa*ion Code, that tha
action of the Franchise Tax Board on the protests of Clayton B.'
and Dorot hy M. Neil.1l against prcopssed assessments of additional
personal ‘income tax in the amownts of $169.51, $307.51, and
$273.64 for the years 1960,1961, and 1952, respectively, be

and the sanme i S hereby sustained,
Done at Sacrameanto , California, this 24th day of
April , 1667, by the State Board ‘of Equal i zati on.
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