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OPINION
‘ This appeal is made pursuant to Section 18593 of the.
Revenue and Taxation Code from the action of the Franchise Tax
Commissioner oh the motest of F. T. and Fum ko ritsuuchi to a
proposed assessnent of additional personal income tax in the
amount of $2, 010.61 for the year 1941,

On Decenber 8, 1941, the AE,oeI | ants were the owners and
hol ders of bonds of the Tokio Electric Co., 1td., having a face
val ue of $60,000.00 and whi ch had cost them $34,98¢.80. The
underlying assets of that firmwere located in Japan. On their
joint income tax return for the year 1941 Appellants claimed a
deduction fom gr 0SS  income I N said nmount of ;34,980,80 as a
war |0Ss. The Commissioner, however, considered the loss as one
subject to the capital | 0SS 1imitatics of $2,000.00 under
Section 9.4(d) of the rersonal Incoms TaxX Act and, accordingly,
di sal l owed the deduction to ths extant of %32,980.80, The
correctness of his action in so doing i s the only question pre-

. sented for our consideration herein.

~Section 8.3, setting forth certain special provisions

regardi ng leosses incurred by reason of the destruction or
selzure cf property on and ‘after December 7, 1941, as a result
of the war, was added to the Personal Income Tax Aict bg Chapt er
353, Statutes of 1943, wnich becane effective.ay 7, 1943.
Section 130(i) of that Chapter, provided, however, that Section
8.3 should be applicable wth respect to taxable years ending
after Decenber 6, 1941. The Commissioner has not questioned
the deductibility of the entire $34,980.80 in the Appellant's
return of income if Section 8,3 is applicable to the year gnded
Decerber 31, 1941. He contends, however, that the Section is
consti tutional Ig i napplicable to that year by reason of its
conflict with Section 31 of Article IV of the cCalifornia Con-
stitution, prohibiti n?. gifts or public woney. He does not

[ question the constitufionality of Section S.3 as amplied pros-
pectively, but argues rather merely that it cannct D& eppiisd
In the determnation of tax liability for the year 1941 iiasmuch
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as that |iabili tg had bvecome fixed and determined prior to the
adoption of the Section in :943. In support of this position,
he cites an Opinion of the Attorney General of the State of
California of Septemver 12, 1944, (4 Ops. Cal. Atty. Gen. 173)
hol di ng Section &,3 unconstitutional as applied to |osses from
securities which were capital assets andwhich becanme worthless
during 1941 or 1942,

We have on many occasions referred to our reluctance as
an sdpinistrative agency to beconie a final arbiter of constitu-
tional questions arising in connection With appezls to us from
the action of the Franchi se Tax Commissioner. Im NMDOSt instances
the contention of unconstitutionality has been raised by an
Appel l ant and it has been our practi‘ce to reject the contention
in order that a judicial determination migat be had thereon.
On the other hand, in the few instances I'n which theissue has
been presented by the Commissioner, we have similerly |eft the
matter open for judicial determnation by upholding the position
of tie Comrissioner. See, e. g.., f‘xl‘.ﬁﬂfiéé.l_Q_f Raloh G. Lindstrom,
July 15, 1943.  Inasmuch aS @ tarpayer is in a position LO pre-
sent the constitutional question to the courts after an adverse
deci sion of thisBoardanctheCoruissioner 1S unable to do so,
it is only b[)]/ sustaining the action of the Corrissioner in both
situations that a judicrial decision wey be had cntihe 1Sssue of
constitutiorality.

_ The situation rresented by this appeai is extrenely sim

ilar to that of the Lindstrom Appeal. “There, the Corrissicner
asserted the unconstitutionelity of Section 7.1 of the Personal
Income Tax Act, effective February 4, 1941, as applied to the tax-
able year 1940 and referred to an opirion of the Attorney General
of October 2, 1941, hol ding thet the Ssction as so retrospectively
appl i ed woul d be violative of Ssction 31 of irticle IV of the
California Constitution. wane, we ars concerned With the retro-
spective application Of Section &,2 of the Act and the attorney
General has expressed the view that the Section as so applied
would conflict with that provision of tha Constitution. gor the
reason above mentioned and in accordance Wi th our action in the

Li ndstrom Apnezl. we must uphold the position of the Commissioner
on theconstitutional question.

The Apuellents further contend, however, that wholly
apart from Section 8.3 of the ict, the amount of their asserted
loss is deductible in its entirsty under Section 8(d)$2) of the
Act as a loss in a transaction entered into for profit or under
Section 8(d)(3) as a casualty loss. Tue pertinent portions of
the Section road as follows:

"Sec, 8., Deductions from (3 0SS Income, |n com-
puting net incom: there shall be allowed as deductions;

"(d) Losses. Losses sus

teinsd during the taxabple
year and not compensated for by in

insurance or otherw se:

"(2) If incurred in eny transaction entered into
for profit, though not connsicted With the trade or
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"business; or

"(3) Of property not connected With the trade
or business, if thetossarises from fires, storm
shipwrcck, or other casualty, or from thert,"

The Cormissioner contends, on the other hand, that the
bad debt provisions of Section 8(f) relate specifically to the
deductibility of |losses due to the worthlessness of bonds and
that those previsions preclude the dsductibility of the |oss
under any other portion of the Act. Subdivisions (2.) and(3)
of Section 8(f) read as rfollows:

"Lz) |f any securities {as defined in para-
%rap (3) of ‘this subsectlon? arg ascertained to

e worthl'ess within the taxable yssr and arc charged
off and are capital assets, the loss resulting shall
be considered as a |oss from the sale or exchange,
on the last day of such taxzble year, of capita
assets.

*(3) As used in this subsection, the term
'securitics'meansbonds, debentures |, nntes, an
certificates, or other e¢vidences of indebtedness,
issued by any corporation. ,.

The courts have recognized a distinction between |osses
and worthless debts under provisions in the Federal |ncome Tax
Acts simlar to the provisions of the California ict invol ved
her ei n. In Spring Gty Foundry Conpany V. Comuissioner Of
| nternal Revenue, 292 U.” S 182, the court denied = decuction for
a bad "debt Under Section ziy{aj(4) of the Revenue Act of 1918
providing for the deduction of "iosszs sustained during the
taxabl e year and not conpensated for by insurance Or otherwise,"
since SeCtion 234(a)(5) of the Act rprovided for bad debt de-
ductions. The Court stated tha’ the specificC provision as to
debts indicates that these were to be considered as a special
class and that | osses on debts were not to be regarded as falling
under the preceding general provision for losses. The Court
stated that debts which were excluded from deduction under sub-
division (5) as bad debts could not be deductec under subdivision
(L) as losses. Accordingly, since bonds are debts, |osses from
worthl ess bonds are deductible only under the Section relatin
to bed debts, Section 8(f) of the Personal Incone Tax act, an
not under the general [oss provision, Section 8(d) of the Act.

The Appellants al SO contend that the bonds in question
vere NOt "worthless" in 1941 and for that reason did not then
fall within Section 8(f). There was thepn no evidence that the
assets of the Tokio Electric Co., 1td.,, were seized by the
Japanese Governnent or destroyed in the course of the war. jt is
the appeliant's contention that the declaration of war and its
instant application of the Trading with The Enemy sct of 1917, %40
U S. stats., Chap. 106,: as anended) did not make the bonds wort h-
less in and of thenselves but that it nade them a deductible |oss
to the Appellants in that it precluded the Appellants from
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selling, exchanging or in any other way exercising property
rights in the bonds. 4 similar situation was involved in Hector
Fezandie, Executor, 12 B. T...1325. In that case certain debts
were owing to taxpayers in this country by German nationals at
the outbreak of Vorldwar I. The debts were not worthless in
that it did not appear that the debtors were insolvent and the
debts were not confiscated by the German alien property custodian.
Direct payment of the debts by the debtors was prohibited, how-
ever, by the German Government so that they were in a state of
suspension. The Board held that, still being debts, they were
deductible under the bad debt provision, if proved worthless to
the taxpayers.

The Commissioner does not contend that the bonds were not
properly ascertained to have become worthless to the Appellants
in. 1941. In fact, he has conceded that they did then become
worthless to them inasmuch as he allowed a deduction with respect
to the bonds but limited that deduction to $2000.00 in accordance
with Sections 8(f) and 9.4(d). Since the Appellants concede
that the bonds were capital assets, the action of the Commis-
sioner in so limiting the amount of the deduction must be =sus-
tained.

— o a——

Pursuant to the views exvressed In the opinion of the
Br?ardf on file in this proceeding, and good cause aprearing
therefor,

IT IS HERZBY ORUERZD » ADJULGED xliL UECREZL, pursuant to
Section 18595 of the Revenue and Taxation Code, that the action
of Chas. J, lcColgan, Franchise TaX Conmissicner , on the protest
of F. T. and Funiko Iilitsuuchi to ¢ proposed assessment of addi-
tional personal income tax in tie awcunt of $2, 010,61 for the
year 1941 be and the same 1S hereby sustaired.

Done at Sacramento, California, this 5th day of January,
1949, by the State Board of Equalization.

Km. G. Benelli, Chairman
J. H. Quinn, lember

J. L. Seawell, tember
G. R. Reilly, lember

ATTEST : Dixwell L. Pisrce, Secretary
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