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For Appel | ant: Harrison Harkins
Attorney at Law

Joseph A Ford
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For Respondent: Lawence C. Counts
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OPI NI ON

Thi s agpeal_is made pursuant to section 26077 of
the Revenue and Taxation Code from the action of the Franchise
Tax Board in denying to the extent of $26,959.60 the claim of
Security First National Bank for refund of franchise tax- in
the anount of $27,954.64 for the income year 1960. The portion
of the claimwhich was granted, $995.04, involved an issue
unrelated to that raised by this appeal

_ The ?uestlon presented is whether respondent's
di sal | ownance of a portion of the deductions clalmed by
appellant for additions to its bad debt reserve in 1960

constituted an abuse of discretion

_ A%pellant IS a national bank organized in 1880
whi ch does business entirely within California. [Its principa
office is in Los Angeles, and at the end of 1960 it had
some 254 offices and branches in the state. A substantia
part of appellant's business consists of receiving deposits
and making loans and discounts.

, ~Since 1943 apBeIIant has used the reserve method
in conputing its bad debt deductions for state and federal
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tax purposes. Respondent consented to appellant's use of
such nethod for franchise tax purposes in a letter dated
August 10, 1943. In calculating its reserve additions for
the years 1947 through 1959 appel |l ant used the nethods pre-
scribed by the Internal Revenue Service in its M neograph
6209 and Revenue Ruling 54-148, which base the annual reserve
addi tion upon bad debt |oss experience over a 20-year period.
| n maki ng such conputations for 1954 through 1959 appel | ant
sel ected the years 1928-1947 as its | oss experience period,
and the resulting |oss experience ratio (.00598567) Wwas
applied to all eligible |oans outstanding at the close of
each year.

In April 1959 appel |l ant introduced to its _
custoners a new consumer lending program entitled "Security
Custom Credit Plan" (hereafter referred to as "Custom Credit"),
which is a forn1of.revoly|n% credit. Under this plan a
maxi mum of $2,400 is available to the approved credit appli-
cant, against which he may draw checks for any purpose. The
Custom Credit borrower agrees to pay either a specified
anount or 10 percent of the outstanding bal ance, whichever
IS less, in response to nonthly billings by appellant.

Mont hl'y payments and reductions of |oan balances autonatically
Increase the available credit by a Iike amount, up to the
agreed maxi mum  The account need not be paid in full at

any specific time as long as the borrower perfornms satis-
factorily under the terms of his Custom Credit agreenent.
Custom Credit |oans are unsecured and they bear interest at
the rate of 1-1/4 percent per nonth, which is added each

month to the |oan bal ance.

At the time appellant launched its Custom Credit
programin 1959 it set up general |edger accounts for Custom
Credit loans separate fromthose for all other types of [oans.
Among these was a separate reserve for bad debts resulting
from Custom Credit loans. Additions to that reserve were
expensed and canme out of operating earnings rather than being
charged directly to undivided profits as was the addition to
the regular bad debt reserve for all other |oans.

As of Decenmber 31, 1960, appellant's books reflected
the follow ng:

Total Loans Net Dad _
Qut st andi ng Debt s-1960 Ratio
1. I_Custom Credit $ 36,391,358 $ 891,134 ,02496
0ans
2. O her Consumner 181,427,266 419, 199 .00231
Loans
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At the close of 1960 (before adding a reasonable addition
for that year) the balance in appellant's bad debt reserve
for all l'oans except Custom Credit |oans was $21,085,782.52.
The Custom Credit reserve account showed a debit bal ance of
$2L5,045.03.

In its tax returns for the income year 1960
appel l ant's bad debt deduction totalled $3,677,583.96, and
was conposed of additions to its two separate bad debt reserve
accounts. The first such addition ($2,524,280,72) was obt ai ned
by applying appellant's established |oss experience ratio
.00598567) to all eligible outstanding | oans, except Custom
edit loans, as of December 31, 1960, The second addition
($1,153,3o3,2ﬁ)\mas det erm ned by appl yi ng aePeIIant's act ual
| oss experience ratio during 1960 with regard to Custom Credit
| oans (.024958074) to the outstanding Custom Credit |oans as
of Decenber 31, 1960.

After auditing aPpeIIant{s books respondent dis-
al lowed the bad debt deduction clainmed by appellant for

I nconme gear 1960, to the extent it exceeded the amount which
resulted from applying appellant's established |oss exper-
ience ratio (.00598567) to all eligible outstanding |oans,

i ncluding Custom Credit |oans, as of Decenber 31, 1960. I n
actual figures this amunted to an allowance of ?3,422,805.73
as a deduction, or a disallowance of $254,778.23 of the
$3,677,583.96 deducted by appellant in its return for the

I ncome year 1960, ApPe lant paid the result|n?_add|t|ona[
Propose assessment of franchise tax and then filed a claim
for refund. Respondent's denial. of that claim to the extent
it related to this issue, gave rise to this appeal

_ Section 24348 of the Revenue and Taxation Code
provides, in part:

(a) There, shall be allowed as a
deduction debts which becone worthless
within the income year; or, in the dis-
cretion of the Franchise Tax Board, a
reasonable addition to a reserve for
bad debts....

This section contains provisions substantially simlar to
section 116 of the Internal Revenue Code of 1954, Acting
within the discretion granted by the federal statute the

| nternal Revenue Service in 1947 issued M meograph 6209, 1947-2

Cum Bull. 26, which permtted banks to use a 20-year movin
aver age, end|n% with the taxable year, in conmputing reasonable
additions to their bad debt reserves. In conputing the
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novi ng average percentage of actual bad debt |osses to |oans,
M meogr aph 6209 provided, in paragraph 4, "the average should
be conputed on loans conparable in their nature and risk
involved to those outstanding at the close of the current
taxable year involved,"

_ In the event that a bank did not have 20 years of
its own experience it was permitted to set up a reserve
"comensurate with the average experience of other simlar
banks with respect to the same type of l|oans, preferably

in the same locality, subject to adjustment after a period
of years when the bank's own experience is established."”
(Paragraph 5 of Mm 6209.) Such annual deductions were to
be permtted only in such anounts as would bring the accunu-
| ated bad debt reserve to a total not exceeding three times
the average rate applied to outstanding |oans.

. M nmeogr aph 6209 was su§plenented in 1954 by the
i ssuance of Revénue Ruling 54-148, 1%F4-1 Cum Bull. 60,
which set forth an alternative method of conputing additions
to reserves for bad debts by banks. Under that nethod a

bank coul d use an average experience factor based upon any

20 consecutive years of its own experience after 1927.

Consi stent with M meograph 6209, banks sel ecting a 20-year
period which extended back into years for which they had no
experlence of their own were permtted to fill in such years
wi th conparable data of other simlar banks. (Paragraph .03,)
Revenue ulln%]54-148.wade it clear that all other rules
utilized in the application of M meograph 6209 would be
applicable to the alternative method, to the extent there

was no inconsistency.

Respondent has issued no rulings or regulations
conparable to M neograph 6209 and Revenue Ruling 54-148, with
respect to the conputation of a reasonable addition to the
bad debt reserve of banks for state franchise tax purposes.
However, in 1961 respondent stated that in admnistering
section 24348 of the Revenue and Taxation Code its practice
had been to follow those federal publications.

“Appel l ant contends that respondent has inproperly
conputed its allowabl e bad debt deduction for 1960 by
app Ylng the established loss ratio for the years 1928-1947
to all of its outstanding loans at the close of 1960, includ-
ing Custom Credit |oans. Appellant argues that M neograph
6209 and Revenue Ruiing 54-148 require that the conputation
be made on loans "conparable in their nature and risk involved"
to those in the experience period, and Custom Credit |oans
do not come within that classification because of their unlgue
nature and the fact that they involve a nuch higher risk an
much greater |osses than conventional bank |[oans. In support
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of its contention appellant points out that under a Custom
Credit loan the borrower can repeatedly obtain new funds
without furnlshln? any financial statenent, and the |oans
are unsecured. n addition, the bank has no control over
the use made of the borrowed funds.

_ Appel l ant urges that its contention that Custom
Credit loans were not conparable to traditional bank |oans
has been borne out by actual experience. For exanple,
appel lant states, in 1960 its losses on Custom Credit |oans
were greater than the [osses on all other |oans conbined,
al though Custom Credit |oans outstandln? on Decenber 31, 1960,
constituted only about 2-1/2 percent of the total |oans subject
to a reserve for bad debts. Furthermore, appellant continues,
the loss ratio on Custom Credit |oans in 1960 was 83 timnes
as great as that for all other loans, and for the years 1960-
1964 the average Custom Credit |loss ratio was 8.6 tines that
on all other loans. Appellant further contends that the
reasonabl eness of its 1960 addition to the separate reserve
for bad debts on Custom Credit loans is evidenced by the fact
that after it made the 1960 addition that account had a credit
bal ance of $908,258.21, and during 1961 Custom Credit bad
debts aggregating $891,134,05 were charged to that reserve,
| eaving an unused reserve of only $17,124,16,

o Finall&,.appellant pl aces reliance on the 1965 _
decision of the United States Court of Clains in North Carolina

National Bank v. United States, 345 r.2d 544. The courtthere
Bern1tted The taxpayer-bank to deduct additions to two separate
ad debt reserves, one for commercial |oans and one for time-

?aynEnt | oans, both additions being conputed under the
ormula prescribed in Mmeograph 6209. The court reasoned
that the appllcatlon of the taxpayer's |oss experience ratio

| oans to its tine-paynent |oans would be unfair,
because the two classifications of |oans were not conparabl e,
in that the taxpayer's |oss experience ratio on tine-paynent
| oans was seven tinmes as great as that on commercial [oans.
Since the taxpayer did not have sufficient years experience
inthe tinme-paynent loan field to conpute it's own average
experience ratio, it was allowed to use the experience of a
nel ghboring bank.

_ ~In conclusion appellant contends that its taxable
income is being inproperly distorted if it is restricted to
a deduction for bad debts based on the [oss ratio during the
experience period for conventional bank |oans.

Respondent argues, first, that appellant has failed
hat its Custom Credit |oans were not "conparable,' as

prove t ! _
t termis used in Mimeograph 6209 and Revenue Ruling 54-148,

to
that t
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to any of the other loans included in appellant's selected
20-~-year experience period. Respondent concedes that appel-
lant's |osses and loss ratios on Custom Credit |oans were

high during the initial years of the program but it contends
that those high |losses did not continue, and therefore

appel lant has failed to denonstrate that a separate reserve

for Custom Credit bad debts was justified. Respondent

submts the following figures show ng the change in appellant's
Custom Credit |loss ratio as conpared to its loss ratio on al
othereligible loans in the years 1960~1966:

Cust om Al O her
Credit Eligible Loans
1960 .025 .0021
1961 .0245 .0023
1963 0134 .0016
1964 003 0085 .0025
1965 .0024
1966 .0066 .0033
.0053 .0031

Secondly, respondent argues that even assum ng
appel lant were entitled to conpute an addition to a separate
reserve for Custom Credit bad debts, it would have to make
suchacomputation in conpliance with the rules set forth In
M neograph 6209 and Revenue Ruling 54-148. Respondent urges
that appellant has not. done so here, since it used just one

year of its own experience in the Custom Credit loan field to
conpute an addition to that separate reserve.

_ Finally, respondent contends that in the absence of
nmeani ngful Custom Credit |oss experience, either its own or
that of other conparabl e banks, appellant cannot utilize the
provi sions of M meograph 6209 and Revenue Ruling 54-148 to
conpute additions to a separate reserve account. Respondent
concludes that appellant has failed to prove the reserve
addition which was allowed by respondent as a deduction was
unr easonabl e.

By its enactment of section 24348 of the Revenue
and Taxation Code, which was quoted earlier, the California
Legi sl ature made the reasonabl eness of an addition to a
reserve for bad debts a matter within the discretion of
respondent. Respondent's disallowance of a portion of the
deduction clained by appellant nust therefore be upheld
unl ess appel Il ant can sustain the heavy burden of proving
that respondent has acted arbitrarily and capriciously,
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t hereby abusing its discretion. First National Bank in Qncy,
by T.C. 764, afrtd,368 F.2a164; Appeal of La Jolla Federal
Savings & Loan Ass'n, Cal. St. Bd. of Equal., Aug. 5, 1963d;
Fpopeal of People’s Federal Savings & Loan Ass'n, Cal. St. Bd.
of Equal., June 24, 1957.

o Appel l ant states that by officially adopting the
principles set forth in Mmeograph 6209 and Revenue Ruling 54-148,
respondent has exercised its discretion in this area, giving
advance approval to bad debt reserve additions which_are
conPut ed in accordance with those federal rulings. This
contention finds support in several recent federal decisions.

See Pullman Trust & Savings Bank v. United States, 235 F. Supp.

17, aff'd, 338 F.,2d 6o6.Jhi,on National Bank of Youngstown v.
United States, 237 F. Supp.753.) However, in the instant case
appelTant drd not conpute the addition to its Custom Credit
reserve in accordance with the federal provisions, since in
arrivi n% at a Custom Credit loss ratio it was unable to use
either 20 years of its own Custom Credit experience or the
substituted experience of other conparable banks. Since it
failed to comply with M meograph 6209 and Revenue Ruling 54-148,

appel lant still carries the burden of proving that it was
nevertheless entitled to the full deduction clained under the
statutory standard of a "reasonable addition." (The First

Commercial Bank, 45 T.C. 175.)

- \Where the reserve allowed is adequate in the |ight
of prevailing conditions to absorb current anticipated |osses
there is no abuse of discretion. (Anmerican State Bank v.
United States, 176 F. Supp. 64, af££'d,279 F.,2d 585, cert.
denred 364 U S. 881 (5 L. Ed. 2d 103]; s. W Coe & Co_ v.
Dal | man, 216 F.2d 566; peal of Mrthrift Plan, Cal. St. Bd.
of Equal., Feb. 7, 1967.] Respondent alTowed appel lant to
deduct a bad debt reserve addition for 1960 in the amount of
$3,422,805,73, conputed in accordance with the provisions of
M meograph 6209 and Revenue Ruling 54-148. This brought the
conbi ned total Inappellant's two bad debt reserve accounts
as of January 1, 1961, to $24,263,543.22, computed as fol | ows:

Regul ar Reserve, $21,085,782.52
as of 12-31-60
Custom Credit Reserve, (245,045.03)
as of 12-31-60
Conbi ned tot al $20,840,737.49
1960 Addition Al owed
by Respondent 3,422,805.73
$24,263,543.22

-218-



Appeal of Security First National Bank

‘ Appellant's net bad debts for the years 1959 througih 1965,
including |osses on Custom Credit loans, were as follows:

1959 $ 326,802.00
1960 1,215,806.86
1961 3,821, 009,06
1962 2,103,761.57
1963 3,085,739.89
1964 6,846,162.59
1965 3,388,762.17

Tot al $20,788, 044,14

The average annual net bad debt |oss over this 7-year period
was $2,969,720.59. Thus it can be seen that the total in
appel l ant's bad debt reserve accounts, including the 1960
addi tion allowed by respondent, exceeded the cunulative tota
of appellant's actual bad debt [osses in the years 1959
through 1965. Furthernore the total reserve, after the
amount al l owed by respondent, was sonme 8tines appellant's
average annual net bad debt loss for that period. It would
appear that the 1960 addition allowed by respondent was
adequat e.

' _ Addi tionally, in computing the 1960 addition to
its separate Custom Credit bad debt reserve account,
appel lant used its own ratio of Custom Credit loans to
| osses for thatwyear al one. \Wen the Internal Revenue
Service |ssued M neograph 6208,allomnng a bank to conpute
its reserve additions on the basis of average |oss experience,
a period of 20 years was selected "as representing a suffi-
ciently long period of a bank's experience to constitute a
reasonabl e cycle of good and bad years." (Mm 6209, para-
graph 3.) The conputation of a ratio on the basis of onIY
one year's | 0SS exger[ence woul d appear to be inconsisten
with the purpose behind the use of an average, i.e., to
equal i ze good and bad years. Furthernore, to base an estimate
of future |osses on just one year's experience may result in
consi derabl e distortion, particularly when that year is the
first year the bank has engaged in a particular type of
consurmer |ending, as was the case here.

_ W note also that in the case of North Carolina
National Bank v. United States, 345F.2d54%, reli1ed on by
appelTant, although The taxpayer was alloned to deduct
additions to two separate bad debt reserve accounts, the
Court of Clains reauired each of those additions to be com-
puted on the basis-of 20-year average experience-factor.
Thus in that case there was conpliance with the provisions
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of M neograph 6209 and Revenue Ruling 54-148 and the equali zing
purpose behind them As was observed earlier, such conpliance
was | acking here, and for that reason we believe the cases are
readi |y distinguishable.

_ After thorough consideration of all of the facts and
circunstances we conclude that appellant has failed to show
that the bad debt deduction allowed hy respondent for 1960
was unreasonable, or that respondent i'n _any way abused the
broad discretion it has in this area. Respondent's action
must therefore be sustained.

ORDER

Pursuant to the views expressed in the opinion of
tﬂe Hpard on file in this proceeding, and good cause appearing
therefor,

- I T IS HEREBY ORDERED, ADJUDGED AND DECREED, pursuant
to section 26077 of the Revenue and Taxation Code, that the
action of the Franchise Tax Board in denying to the extent of
$26,959.60 the claim of Security First National Bank for
refund of franchise tax in the anount of $27,954.64 for the
| ncone year 1960, be and the same is‘hereby sustained.

Done at Sacranento, California, this 19th day of

Novenmber, 1968, by the State Board of Equalization.
§§§4a/{oéé;;z;;: L Chai r man

-

.

/{Qﬁfiﬁwfﬁ;d , Menber
e - / , Menber
| 7 , Member

ATTEST: _ , Secretary

-220-



