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OPl NL ON

These appeal s are made pursuant to section 25667
of the Revenue and Taxation Code from the action of the
Franchi se Tax Board on the protests of Baldw n and Howel |
agai nst proposed assessments of additional franchise tax
in the total amounts of $11,022,08,$11,406.63, $14,337.27,
$10,120.48, $12,315.32, $10,248.75, $9,577.31, $8,571.54
and $4,469,48 for the income years 1957, 1958, 1959, 1960,
1961, 1962, 1963, 1964 and 1965, respectively.

~ Appellant Baldwmn andHowell is a California
corporation and since 1949 its primary activity has been
t he business of acting as a "loan correspondent.” Appel | ant
has witten agreenents wth approximtely 12 institutiona
i nvestors which _provide for appellant's subm ssion of |oans
for purchase. The investors are free to accept or reject
a given loan. If it is accepted, the agreements provide
for subsequent |oan servicing by appellant. Sone of the
agreenents give the investor the.0ﬂt|on to require the
aPpeIIant to repurchase a loan within a certain Per od
it any msrepresentations have been made. Al of the _
agreenents provide authority for termnation of the relation-
ship by either party. However, some of them require payment
of a specified sumby the investor if it termnates w thout
cause.
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Appellant's "loan correspondent" aCthitY fol | ows
a_general pattern. Initially. appellant solicits [oan applica-
tions, usually for single famly dwellings, from builders,
realtors, and the public. Once an application is received,
appel | ant submts the information to an institutional investor
Appel 'ant only proceeds when it receives the investor's
witten commtnent that it will purchase the |oan. Tne

anount of the loan is then advanced by appellant to the
borrower in exchange for a note and a first deed of trust.

|f a guaranteed loan is involved, the necessary docunents

are forwarded to the F.HA or VA |n order to obtain

I medi ate funds with which to reEeat the process, apPeIIant
then pledges the loan with a bank as security for a [oan

of the same amount. Next, all docunents are sent to the
Investor for its assunption of the borrower's |oan wthout
recourse to appellant. The investor then forwards the anount
of the loan to the above bank which credits it against
appel | ant' s indebtedness. The average_length of tine that
appel I ant hol ds the borrower's loan is 60 days.

Appel l ant states that the above procedure earned
the follow ng types and amounts of incone over the period

1957-1960:

Per cent age of
ApPeIIant's Tot al
Type of Incone Yearly Average Yearly Average lnconme

Net of comm ssions earned
from borrowers less
commissions paid $47,552 7.53%

Application fees 15,753 2 . 49

Interest incone (to the

extent that the rate of

interest charged the

borrowers exceeds the

rate on bank | oans) 11,145

M scel | aneous i ncone 1jogl o1
1 .

Respondent has submtted somewhat different figures; interest
incone is higher and conm ssions earned are not netted against
commi ssions paid. These figures show that about 23.85% of
appellant!s total yearly income was earned by the above procedure.
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o _Appel l ant' s renmi ni ng "loan correspondent"
activity involves the servicing of |oans assigned to
investors. It collects the interest and principal pay-
ments and deposits themin a trust fund controlled by the
investor, sees that fire and hazard insurance are furnished
and that all taxes and assessments are paid, and reports
to the investor all insurable |osses and, damage to the,
property. Appellant's fee for such servicing usually is
a portion of, or based upon, the interest income it collects
fromthe borrowers. Appellant states that the Kearly aver age
of these fees over the period 1957-1960 was $394, 090 or
62.38% of its total yearly average income. Figures submtted
by resp ondent are |ess and show yearly average service fees
wer e 5%90% of appellant's total yearly average incomne,

In 1952 appel | ant created a subsidiary, Duke
Mortgage Conpany, to act as trustee under the deeds of
trust 1nvolved in the "loan correspondent" busi ness.
Appel ant states that this additional corporation was
necessary in order to separate trustee and beneficiary.
as required by law.  Also the corporation was a financially
attractive alternative to hiring a title conpany for this
function. The subsidiary borrows the enployees it needs
from appel | ant.

The Internal Revenue Service conducted an audit
of Duke hbrtfﬂage Company's federal returns for the years
1961-1964. The service determned that certain late
charges, paid by borrowers because of late |oan paynents
and reported by the subsidiary on its tax return, were
attributable to appellant under section 482 of the Interna
Revenue Code. Also, increases were made in the amounts
exacted from the subsidiary by appellant for services per-
formed (evidently for |oaned enployees). Appellant acquiesced
In these adjustments.

Under the above facts respondent determ ned that
appel lant was a financial corporation, pursuant to section
23183 of the Revenue and Taxation Code, and shoul d be taxed
accordingly. Respondent al so increased appellant's i ncone

y amounts identical to the federal audit adjustnents, under
section 24725 of the above code. These actions of respondent
present the only issues of this case.

The financial corporation classification was
created by the kﬁlsslature,to conply with the federal statute
(12 U.S.C.A. §548) prohibiting discrimnation between
national banks and other financial corporations. (Appeals

f The Diners* _Inc., Cal stBd. of ,]g(iual.,Sept, 1,
. e courts have held that a financial corporation
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s one which deals in noneyed capital, (The Mrris Plan_ Co.
v.Johnson, 37 Cal . App. 2d 621 H}OO P.2d 49%]) and whi ch
IS In substantial conpetition with national banks. (Crown

v. McColgan, 23 Cal. 2d 280 [14l P.2d 331].)

Appel lant first contends that it does not deal in
moneyed capital, but rather deals in services. That is, it
provides the service of initiating loans for various investors,
and the services involved in collection and protection of
these |oans. However, this is an oversinplification. Appel-
| ant borrows funds from banks, |oans these funds to customers
in return for notes and deeds of trust, assigns these |oans
to investors, and then collects the paynents. A portion
of appellant's incone is interest, or income based upon
interest. These activities involve dealing in nmoneyed
capital . Mar bl e Mortgage Co. v. Franchise Tax Board

241 Cal . A;gp. 2d 26 [50 Cal. Roptr. 34570

W also think that appellants are in substantial
conpetition with national banks. Such banks are expressly
authorized to make |oans secured by first liens upon inproved
real estate. (12 U.S.C A §371.) By actively soliciting
and nmaeking this type of |oan appellant is reducing the
investnent opportunities available to national banks, and
Is comng into direct conpetition with them Moreover
national banks thenselves sell this tyﬁe of loan to institu-
tional investors. (See First Nat. Bank v. Hartford, 273 U.S.
54871 L. Ed.767); Marbl e Mortgage Co. v. Franchise Tax
Board, supra.)

_ Appel I ant contends that, in effect, it is only
acting as an agent for the institutional investors and
consequently it is the investors, not appellant, which are
In conpetition with national banks. Agpellant cites Hoenig v.
Huntingt on Nat. Bank of Columbus (1932) 59 F.2d 479, cert.
denied, 287U.S. 648[77 L. Ed. 560], as support for this
position, However appellant concedes that it is_not "in the
strict legal semse" an agent of the investors. Even if an
agency relationship did exist, we are not convinced that it
woul d”be relevant. It is appellant that solicits and makes
the loans, and then borrows nore funds with which to repeat
the process. The conmssion fees, |oan application fees,
interest incone, and |ate charges, Wwhich appellant earns
during the Rre-assygnnent process, are the same kinds of .
incone which a national bank earns when initially acquiring
a real estate |oan, These activities and types of income
put appellant itself in the position of conpeting wth
national banks.

voeni untington Nat. Bank of Col umbus, supra,
does not alter this conclusion. Ihe court USEd the agency
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concept only as an alternative ground for its holding, stating
al so that nortgage conpanies appealed to different borrower
markets than national Dbanks, and that even if conpetition

did exist there was no discrimnation under the state's
systemof taxation. In addition, the agency |anguage of the
case is inconsistent with the United StateS Suprene Court's

holding in Farde Nat. Sk v, Hartford, supra, 273 U.S. 548
71 L. Ed. 767]. %@ee Warble Mort: Co., v. Franchise T
oard, supra, 241 Cal. ﬁﬁp. 2d Zg [go Cal . Fr. 3457.)

pel lant also contends that it only negotiates
and sells the loans to investors in order to obtain the
servicing business, fromwhich it earns the vast majority
of its "loan correspondent” incone. Appellant argues that
this servicing activity is not in conpetition with the

activities of national banks. This same argunment was nade,
and rejected by the court, in Marble Mrtgage Co. v. Franchise

Tax Board, supra. The court stated that one segment of the
Interest recelved by banks constitutes conpensation for the
Berfornance of functions simlar to the servicing perforned
y the taxpayer. The court concl uded:

~ The banks are taxed at the bank rate
with respect to all profits attributable

to such activities. It would be discrimna-
tory to allow nortgage conpanies |ike Mrble
to pay taxes at a lower rate for the earning
of profits obtained from the performance of
functions identical to those performed by
national banks in relation to nortgages.

W nust conclude that appellant was properly
classified as a financial corporation under section 23183.
Appel lant's "loan correspondent” activities were in conpeti-
tron with activities of national banks, and this conpetition

was substantial. (Appeals of Sterling Finance Corporation of
California, Cal. St. Bd. of Equal., r. 25, 1968,

The remaining issue of this appeal involves the
correctness of respondent's action, based upon the federa
audit, which attributed to appellant certain late charges
reported by its subsidiary, and increased the anounts exacted

from the subsidiary for appellant's services. Section 24725
provi des:

In any case of two or nore organizations,
trades, or businesses (whether or not incor-
Borated, whet her or not organized in the

nited States, and whether or not affiliated)
owned or controlled directly or indirectly
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by the same interests, the Franchise Tax

Board may distribute, apportion, or allocate
gross incone, deductions, credits, or allow
ances between or among such organi zations,
trades, or businesses, if it determ nes that
such distribution, apportionnent, or alloca-
tion is necessary in order to prevent evasion

of taxes or clearly to reflect the incone of

any of such organizations, trades, or businesses.

. A determnation by respondent based upon a federa
audit report is presuned to be correct, and the burden is
uPon the taxpayer to overcone this presunption. (Appeal
of Harry and Tessie Sonmers, Cal. St. Bd. of Equal., r. 25,

1968 A%peal of t?Eage H_and Mldred E_Hubbard, Cal St. Bd.
of Ehua ., Dec. , 1961.) In the Instant situation appel-

| ant "argues that the |oaned enployees are under the exclusive
control of the subsidiary. However this does not conflict
with respondent's increase of the ampunts that appellant
charged the subsidiary for the use of the parent"s enployees.
Since appellant has not offered any other evidence or argu-
ments, we nust conclude that it has not carried its burden
and therefore respondent's determ nation nust be upheld.

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,
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| T IS HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 25667 of the Revenue and Taxation Code
that the action of the Franchise Tax Board on the protests
of Baldw n and Howel | against proposed assessnents of
additional franchise tax in the total anounts of $11,022.08,
$11,406.63, $ik, 37‘.2(?, $10,120.48, $12,315.32, $10,248.75,
$9,577.2,82 571,54 and $4+,469.48 for the income years
1957, 1958, 1959, 1960, 1961, 1962, 1063, 196l and’ 1065,
respectively, be and the same is hereby sustained.

Done at Sacramento, California, this 7th day

of Cctober, 1968, by the Sta Boal}(yqualization.
ﬁ/ ’C/&V’/("%&DL/) Chairman
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, Member
ATTEST: zwé;ggww Secretary

y Member

-197-



