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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of ;
VRl GHT WAY MOBI LE HOMES, INC. )

For Appel | ant: Jon Riewerts
Certified Public Accountant

For Respondent: Carl G Knopke
Counsel

OPI1 NI ON

This appeal is made pursuant to section 25666
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of Wight Way Mobile
Homes, Inc., against proposed assessments of additiona
franchise tax 1n the amobunts of $4,739.91, $2,440.15,

and $1,628.07 for the income years ended July 31, 1976,
1977, and 1978, respectively.
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Appeal of wright WAy Mobile Hones, |Inc. .

The issue presented by this apgeal i S whet her
appel | ant naﬁ anticipate |osses, caused by the prepay-
ment of purchase noney security agreements by its
gugtoners, by means of additions to a reserve for bad

ebt s.

_ pel lant is an accrual basis taxpayer engaged
in the sale of nobile hones. Appellant's sales are
normal Iy financed by purchase noney security agreements,
which are imrediately discounted to a bank, ~The finan-
cial institution pays appellant the principal anount of
the note and credits a portion of the finance charge
(i.e., a "dealer differential") to a dealer reserve
account. This latter amount is held in reserve by the
bank as collateral for the performance on the prom ssory
notes assigned to it. Upon receipt of the finance
charges from appellant's custoners, the bank rel eases
t hi s holdoack to appellant. Release Of Lhe koldback is
contingent upon receipt of the finance charge from the
custoner; |f the customer prepays on the loan, thereby
elimnating all or a portion of the finance charge, the
bank nmakes an appropriate debit to appellant's reserve

account . .

Upon audit, respondent determned that the
"deal er difrerential™ constituted income which accrued
to appellant upon assignnent of a purchase nobney secu-
rity agreement to a financial institution; the subject
notices of proposed assessnent were subsequently isSsued.
Appel I ant protested on the grounds that there was no
constructive receipt of the income due to the retention
by the bank of that incone in the reserve account,
Aiter due consideration of appellant's protest, resPon-
dent affirnmed its proposed assessment, thereby resulting
in this appeal

Appel  ant now concedes that the doctrine of
constructive receipt is in%fplicable with respect to
accrual basis taxpayers and acknow edges that the nhold-
backs di scussed above constituted taxable incone upon
assi gnment of the prom ssory notes to the bank. Appel-
| ant “argues, however, that the hol dbacks were proper
additions to a bad debt reserve pursuant to Revenue and
Taxation Code section 24348, and that an addition to a
bad debt reserve in an amount equal to the figure that
the bank added to its dealer reserve, account constituted
a reasonable addition. For the years in issue, ap% | -
| ant partially conpleted respondent's Schedule ¢ "Bad ‘
Debt s- Reserve Met hod. ". ~

-362-




Appeal of Wight Way Mbile Hones, |nc.

o Respondent argues t hat appellant nmay not
anticipate | osses cause bg the prepayment of purchase
money security agreements by neans of additions to a bad
debt " reserve.” In the alternative, respondent contends

t hat appellant was not eligible to use the reserve nethod
for bad debts and that even if it were, its additions to
that reserve were not reasonable. Qur concurrence wth
the initial argument advanced by respondent obviates the
need to discuss its alternative positions.

The issue presented by this appeal is identi-
cal to the one addressed by the United States Tax Court
in Quality Chevrolet Co., 50 T.C. 458 (1968), affd., 415
P.2d 116 (10th cir. 1969), cert. den., 397 U S. 908 [25
L.Ed.2d 89] (1970), wherein the court held, in a factua
settln? substantlyeIY I ndi stinguishable from that
presented by the instant appeal, that the taxpayer's
| osses due to the prepaynent of.prom ssory notes were
not | osses due to the worthlessness of debts, and that a
reserve for such anticipated |osses is not recognized
FO{Itax purposes. Specifically, the tax court stated as

ol | ows:

The | osses sustained by the petitioner as
a result of the Prepa¥nent of the notes are
not |osses resulting fromthe worthl essness of
a debt. A debt beomes yorthless within the
meani ng of sectiiem 1661/ when it is uncollect-
I bl e because the debtor is unwilling or unable to

y. However, the prepayment |osses are not due to

P%e debtor's unw I l1ngness or inability to pay but
occur bhecause he chooses to satisfy the debts in
advance of their maturity.

* k *x

We concl ude that when the petitioner
suffers a | oss because of prepaynent of a note
by a custoner, the loss is not a bad debt |oss
w thin the meaning of section 166. Conse-
quently, the petitioner is not entitled to the

1/ Tn pertinent part, this section is the federal
counterpart to Revenue and Taxation Code section 24348.
Accordingly, federal case law is highly persuasive in
interpreting the California statute. (R hn v. Franchise
Tax Board, 131 cal.App.2d 356, 360 {280 P.2d 893]
(1955).)
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Appeal of Wight Way Mbil e Hones, |nc.

speci al treatnent provided by Congress in that
sect|or||, bth m#st deduct |tsI | oss” under the
general -rule of Brown v. Helvering (291 U S.
193, 78 L.Ed. 725 (1934)]--in the year_in
which it occurs. (Quality Chevrolet Co., 50
T.C. 458, 465.) (Footnote added.)

The above authority is controlling
issue presented here. Respondent's action I
matter wll, therefore, be sustained.

of the
this

nth
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Appeal of Wight Way Mobile Hones, Inc.

ORDER,
Pursuant to the views expressed in the opinion

of the board on file in this proceeding, and good cause
appearing therefor,

| 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
protest of Wight Way Mbile Homes, Inc., against pro-
posed assessnments of additional franchise tax in the
amounts of $41739.91, $2,440.15, and $1,628.07 for the
i ncone vears ended Julﬁ 31, 1976, 1977, and 1978,
respectively, be and the same is hereby sustained.

Done at Sacranento, California, this 4th day
of , 1983, by the State Board of Equalization,

W th poard Menbers M. Bennett; M. Collis, M. Dronenburg
and M. Nevins present.

WIlliam M Bennett , Chai rman
Conway I1. Collis , Menber
Ernest J. Dronenburg, Jr. , Menber
Ri chard Nevins . Member

. -, Menber
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