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OP1 NL ON

This appeal is made pursuant to section 25667 of the
Revenue and Taxation Code from the action of the Franchise Tax
Board on the protest of The United Savings and Loan Association
agai nst a proposed assessnent of additional franchise tax in
the amount of $2,464.31 for the incone year

The United Savings and Loan Association, hereafter
.referred to as agpellant, was formed in Cctober of 1955, and
conmenced doi ng business on March 31, 1956. It was organized
.for the purpose of acquiring all the real estate |oans, savings
accounts, and the business offices of the Porterville Savings
and Loan Association, hereafter referred to as Porterville,
The latter association was organized in 1905 and evidently was
actively doing business until "approximately 1953 or 1954.
Appel lant states that at that tine Porterville did not have a
substantial amount of cash with which to make loans, it was
not taking in new funds, and it was followng a very conserva-
tive loan policy with respect to the two or three |oans per
month which it did make. Appellant states that this loan
policy required a 50 percent down paynment, restricted |oans
ito 50 percent of market value and to within an area of ten or
twelve mles of the Gty of Porterville. In contrast to this
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previous | oan policy, appellant states that its new managenent
set up a liberal policy which permtted |loans to be made up to
7545080 percent of market value, and within a radius of 50
mil:s fromthe city.

Pursuant to requlatlon 24348(a),title 18,California
Admi ni strative Code, agpel ant chose to use the reserve nethod
of accounting for its bad debts. Appellant conputed the
addition to I'ts reserve for the year in question by using the
0.6 percent average bad debt |oss experience of simlar
associations located in California durln%_the period 1928 to
1947 . Respondent disallowed the use of this average experience
and determned that appellant should use the 0,197 percent
experience of its predecessor, Porterville, which had been in
exl stence during the selected 20-year period. Wether this
determ nation was correct is the sole issue of this case.

Section 24348 of the Revenue and Taxation Code
states in part, "There shall be allowed as a deduction debts
whi ch becone worthless within the inconme year; or, in the
discretion of the Franchise Tax Board, a reasonable addition
to a reserve for bad debts." A taxpayer appealing, from a
Franchi se Tax Board determnation of a reasonable addition
to a reserve has the heavy burden of proving that the board
acted arbitrarily and capriciously, thereby abusing its
discretion. (First National Bank In Qney, 44 T.C 764,

arf'd, 368 F.2d 164: Appeal of L[a JolTa Federal Savings and'
Loan Ass'n, Cal. st. Bd. of Equal., Aug. 5, 1968.)

The Franchi se Tax Board's regul ation 24348(a)
supra, provides in part:

3) Rul es Governing Use of Reserve Method.
In determining the ratio of |osses to outstand-
ing loans for income years, beginning after
Decenber 31, 1958,anpDvi ng average Is to be
enpl oyed on a basis of 20 years experience, in-
cluding the incone year. This period of tine
was selected since it represents a-sufficiently
long period of an association's experience to
constitute a reasonable cycle of good and bad
years. However, in lieu of the nobving average
experience factor an association may use an
average experience factor based on any 20 con-
secutive years after the year 1927; provided,
that for any 20-year period selected the associa-
tion nust use its own bad debt loss experience
for the years that it was in existence during
the period selected and the average bad debt 1oss
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‘ experience of simlar associations |ocated in this
State for such years as are necessary to conplete

the 20-year period. Associations which have not

been in” existence 20 years, see subparagraph (3)

(i)....

(i) In conputing the noving average or
alternative method percentage of actual bad
debt |osses to |oans, the average should be
conputed on |oans conparable in their nature
and.risk involved to those outstanding at the
close of the current income year involved....

(ii) A newy organized association or an
association which arises as the result of a
merger, consolidation or the acquisition of
substantially all of the assets of a prede-
cessor association wthout sufficient years?
experience for computing an average as pro-
vided for above will be permtted to set up
a reserve commensurate with the average
eXPerlence of other simlar associations
with respect to the sane type of |oans. |f
such association has not been in existence
during all or part of either of the 20-year
periods described at the beginning of this

. Paragraph, It must use an average bad debt
0ss experience factor consisting of its
own bad debt |osses during the years for
the period selected plus the average bad
debt |osses of simlar associations |ocated
in this State for such years as are necessary
to conplete either of the 20-year periods
selected. The average bad debt |osses of
such associations for the years 1928 to 1947,
I nclusive, has been determned by the Franchise
Tax Board to be 0.6 percent.... ~In determn-
Ing the average experience of simlar associations
the experience of associations which have
ceased operations prior to the effective date
of this regulation was disregarded. However
I f such asSociation was operated by a successor
association as the result of a merger, consoli-
dation or transfer of substantially all of the
assets of its predecessor, the average experience
of the acquired association with respect to the
same type |oans was conbined with the average
experience of the successor association....

The above statute and regulation represent a policy substan-

. tially identical to the federal policy in effect during the
year at issue.
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In Appeals of Home Savings and Loan Association
et al., Cal. ST Bd, of EquUal., Jul'y © 1967, the taxpayer
associ ation had acquired substantially'all of the assets and
liabilities of eight other savings and |oan associations.
VW stated that regulation 24348(a) inplicitly assumes the
propriety of using the |loss experience of a predecessor,
and we discussed the federal cases of Pullman Trust and
Savings Bank v. United States, 235 F. ~Supp. 317, aff'd per
curiam, 338 F.2d 600, and Union National Bank of Youngstown
v. United States, 237 F. Supp. , )
the"Taxpayer' s -use, during the 20-year period, of the |oss
experience of its predecessorfs) for years prior to the
taxpayer's existence and upheld the taxpayer's use of the
conpi ned | oss experience of the taxpayer and its predeces-
sor(s% for year(s) when they coexisted. Qur conclusjon
was that a meaningful |oss experience, in the case of an
association which is an analganatlon of previously existing
associ ations, may be achieved by conbining the |oss experience
of all, and therefore the Franchise Tax Board's determination
was upheld. W think that eal s of Honme Savings and Loan
Assocl ation, et al., supra,

upon control the present situation.

Appel [ ant points out that the |oan policy of its
predecessor during the |ast several years of its existence
was nore conservative than the policy which appellant adopted.
Therefore it inplies that Porterville's experience was not
conputed on |oans conparable in their nature and risk to
| oans whi ch appellant had outstanding at the end of the
year in question. However, apPeIIant has not shown that
the loan policy which Porterville followed during its [ast
several years was the sane policy which it followed during
the selected period, 1928 to 1947. Nor has appellant proven
that its |oss experience has been or is reasonably expected
to be higher, as a result of its liberalized |oan P0|IC¥t
than the experience of its predecessor. 'Consequently this
change of policy can not serve as the basis for appellant's
use of the statew de |oss experience. . (First National Bank
of La Feria, 24 T.C 429, aff'd per curiam, 234 F.2d 868:
Union National Bank and Trust Co. of Elgin, 26 T.C. 537;'
Anerican State Bank v, United States, 1/6 F. Supp. 64, aff'd
219 F.Z20 585, cert. denied, 364 U.S. 881 [5 L. Ed. 24 1031.)

_ W nust conclude that respondent did not abuse its
discretion by using the bad debt |0ss experience of appellant's
predecessor during the selected 20-year period in order to
conpute the addition to appellant's reserve for the year in
question.
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ORDER

Pursuant to the views expressed in the opinion of

mgré)fo(?rr’d on file in this proceeding, and good cause appearing

. I T IS HEREBY ORDERED, ADJUDGED AND DECREED, pursuant
to section 25667of the Revenue and Taxation Code, that the
action of the Franchise Tax Board on the protest of The United
Savings and Loan Association against a proposed assessment of
additronal franchise tax in the amnount of $2,464,31 for the
I ncone year 1961, be and the sane is hereby sustained.

Done at Sacranmento, California, this 19th day of
Novenber, 1968, by the State Board of Equalization.

(HpA L,
e %% L - .., Chairman

¢ ‘, - fj: . Z/
_ 415 (Y é{)‘ ;7/144/ __, Member
7 / Rl -, Member

_ /’”‘/ ol PR » Member

f_ Member

ATTEST: e g~ , Secretary

Vo)
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