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OF THZ STATE COF CALIFORNIA

In the Matter of the Zppeal of

)
BAY AREA DRYWALL, INC, )

Appear ances:

For #ppellant: W, Richard MIls, Certified
Publ i ¢ Account ant

For Respondent: Peter S. Pierson
Associ ate Tax Counsel

OPL NL ON
This appeal is made pursuant to section 25667 of
the Revenue and Taxation Code from the action of the Franchise
Tax Boaxd on the protest of Bay Area Drywall, Inc., against a
propoced assessment of additional franchise tax in the nount
of $898.64 for the income year 1963.

“Appellant, a California corporation,wasformed in
1655 and engaged in the business of dry wall construction.
In conputing its incomz, It used the specific charge-off
method of accounting for bad debts, deducting debts as they
became worthl ess. Its franchise tax returns reflected the
use of that methed.

On February 28, 19561, appellant filed a petition
in bankruptcy. It did no business in 1962, It filed a
franchise tax return for the incone year 1952 in which no
income was report ed.

For the income vear 1853, appellant f£iled a franchise
ax return in which it used the vesexrve method of accounting
for bad debts. Under that method, a reserve is established
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representing an estimate of the percentage of outstanding

debts that will become Worthless in the future. 4s the volune
of outstanding debts increases, additions are made to the
reserve and are deducted fromincome. 4ppellant did not

request respondent's permssion, to change to the reserve met hod.

Respondent disallowed the deduction taken by
"appel lant on the reserve nethod on the ground that appellant

did not request perm ssion to change its nethod of accounting
for bad debts as required by respondent’'s regulations.

Section 24348 of the Revenue and Taxati on Code
provides that 'There shall be allowed as a deduction debts
which become worthless within the income year; or, in the
di scretion of the Franchise Tax Board, a reasonable addition
to a reserve for bad debts,"

Respondent' s regulations provide that:

Bad debts may be treated in either of
two ways

(1) By a deduction f£rom income in
respect of debts which become Worth-
less in whole or in part, or

(2) By a deduction fromincome of an
addition to a reserve for bad debts.

A taxpayer fiiing a first return of

in cone may sel ect either of the above

two nethods subject to approval by the
Franchi se Tax Board upon exemination of

t he return. Ifthe nmethod selected is
approved, it nust be followed in returns
for subsequent years, except as perm ssion
may be granted by the Franchise Tax Board
to change to another method. Application
for permission to change the nethod of
treating bad debts shall Le made &t

| east 30 days prior to the close of the

in come year foOr which the change is to

be effective, (Cal. Admin. Code, tit. 18,
reg. 24121i(1), subd. (b).)
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Appellant argzues that its return for the incone
year 1963 was equivalent to a first return of a comrmncing-
corporation because the return wes filed after appellant's
bankruptcy and af-ter a period of inactivity. It “concl udes,
therefore, that its election to use the reserve nmethod in
that return was authorized by respondent's regulation. It
al so states that the purpose of raquiring permission 1O change
met hods of acccounting for bad debts is to prevent duplication
or omission of itenms of income or expense. Under the particul ar
facts of its case, says appellant,, no such duplication or
oni ssion occurred and, accordingly, its use of the reserve
met hod was proper,

In our opinion, the return filed by appellant for
the incone year 1963 was not its "first return" within the nmean-
ing of the pertinent regulation. That returnwasnot literally
iItS vfirst return,' because it had previously filed returns., Upon
resuming business after a period of inactivity, appellant was not
a "conmencing corporation" for other pucpcses of the franchise tax
| aw. (Rev. & Tax. Code, § 23222, 23281.) Insofar as the
possibiiity of duplications Or omissions is concerned, moreover,
a corporation changing method s of accounting for bad debts upon
resuming business is not in the same class as a corporation makin
its initial election of a method,

Since the 1983 return was not appellant's first
return and since it had used the specific charge off nethod i
pr|or returns, the next question is whether it could valldly
nge tO the reserve merhod without LG”LGSL’HQ perm ssion es
ified in respondent's resulation.

n to change to the

ernissio
rve wmethod., res»ondent is given a tinely opportunity to
i S ry discretion by oe*erx

o] mining whether the new
te to the type of bus ness and whet her adjustnents
e ent duplications or omissions. The regulre-
QOW t to weigh, before the change is nade, facts

t's Da“"LU ey and its tempo orary cessation of

suirement is within respovd t's discretion, is

(LR
elled out in the reguiation, and may not be ignored.
1facturing Co., 18 B.T.A, 753, &ff'd,53F.24 'Odg )
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Bay Zfraa Dryuall, Inc,

use the reserve mathod was unnecessary in that case because the
taxpayaexr had not preV|oust incurred any bad debts and had not
- previcusly elected to use any nethod of accounting for them
.Here, appeliant elected to use the specific charge-off nethod

| ong before it attempted to change to the reserve nethod.

Since appellant failed to compiy with the authorized
and unanbi guous requirement that it request permission to
change to the reserve nethod of accounting for bad debts,
respondent' S disallowance of a-deduction under that method
must be sustained.

Pursuant to the views expressed in the opinion of

the board on file in this proceeding, and good cause appear-
i ng therefoxr,

IT IS HERIBY CRDERED, DJUDGED AND DECREZD, pursuant
to section 256570f the Revenue and Taxation Code, that the
action of the Franchise Tax Zeexd on the protest of Bay irea
Drywall, Inc., egainst a proposed assessnent of additional
franchise tax in the anount of $8%28.64 for the incone yezr 1963,
be and the sane i s hereby sustained.

Cone at Sacremento , Lalifornidy this 1st day
of September , 1666, by the Statd)Board/ of Equalization.
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