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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALIFORNIA

In the Matter of the Appeal of )

) No. 81R-1148-SW
MERI DI AN EXPORT, | NC. )

For Appel | ant: James B. Hearden
PP Certified Public Accountant

For Respondent: Grace Lawson
Counsel

OPI1 NI ON

Thi s ai?eal s made pursuant to section 26075,
subdi vi sion (a), =/ of the Revenue and Taxation Code
fromthe action of the Franchise Tax Board in denying the
clainms of Meridian Export, Inc., for refund of franchise
tax in the amounts of $1,063.80 and $3,032.56 for the
Incone years 1977 and 1978, respectively.

T7 Ontess ornerwi se specified, all section references
are t0 sections of the Revenue and Taxation Code as in
effect for the income years in issue.
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The issue presented in this appeal is whether
appellant is entitled to bad debt deductions for the
I ncome years in issue.

~ Appellant is a California-based corporation

.engaged in the worldw de distribution of sexuaIIY
explicit literature. It uses the direct chargeoff method
of accouriting for its bad debts. For its 1977 income

ear, appellant deducted a bad debt from Universa

nterprises, Ltd. (Universal), Tokyo, Japan. The |ast
charge Universal nmade on its. account wth appellant was
March 11, 1974. In April of 1976, Universal returned
some merchandise for a credit, reducing its outstanding
bal ance to $37,451.22. By February 1977, appellant's
statenment of account to Universal had been returned wth
.a postal service stanp on the envel ope indicating that
Universal -ore NO |onger at the designated address.
Appel lant's calls to Universal allegedly resulted in
notice that the service had been disconnected and no new
nunber was |isted.

During the income year 1978, appellant deducted
a debt of $5,6433 for the account of Interdiffusione. On
January 18, 1978, Interdiffusione paid its outstanding
bal ance and then on April 26, 1978, it charged an
addi tional $6,205.20. The |ast statenent issued to
Interdiffusione by appellant was dated Decenber 25, 1978.
Appel I ant alleges that this statenment was returned by
mal | authorities and that attenpts to call Inter-
diffusione resulted in notice of disconnection with no
new |isting. Also, during the incone year 1978,
appel  ant deducted a debt of $32,709.58 for the Love
Bouti que. On Novenber 3, 1976, Love Boutique had an
out st andi ng bal ance of $32,709.58. Two paynents
totalling $5, 040 were made in late 1977; however, in
early January of 1978, an identical charge of $5,040. was
made. There was no further activity on the account.
Appel | ant contends that the last statement dated
Decenber 25, 1978, was returned by mail authorities and
that calls to Love Boutique resulted in notice of
di sconnected servi ce.

On April 4, 1979, appellant entered into an
agreement with M. Mnoru Oyama to collect the anounts
owed by Universal and Love Boutique. M. Oyama was to be
pai d 50 percent of any anmount collected. There is no
evi dence t hat any amounts were collected by Oyama or
remtted to appellant.
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Respondent disallowed the clainmed bad debt
deductions and appellant paid the additional assessnents.
A claimfor refund was filed and denial of this claim by
respondent resulted in this tinely appeal by appellant.

Section 24340, subdivision (a), provides thata
corporate taxpayer may deduct all debts which becone
worthless within the income year. Deductions, however,
are a matter of legislative grace and the burden is on
aREellant to prove that it is entitled to such deduction
E w Colonial lce Co. v. Helvering, 292 US. 435 [78

. Ed. 1348] (1934), Mayes V. Conm Ssioner, 21 T.C..286
(1953).)

Initially, we note that section 24348 is
substantively identical to section 166 of the Internal
Revenue Code of 1954. Accordingly, federal case lawis
hi ghly persuasive in iuzerpreting the Clalifornia statute.

(R hn v. Franchi se Tax _Board, 131 cCal.app.2d 356, 360
(280 P.2d 893] (1955).)

_ In order to be entitled to a deduction for a
busi ness bad debt, appellant nust demonstrate that the
debt became totally worthless during the inconme year.
Wiether a debt is totally worthless within a particular

ear is a question of fact. (Werry . Conm ssioner,-22
.C. 968 ( 954)|_; Mellen v, Commissioner, § 68, 094 1.C. M
(P-H (1968).) The burden is on appellant to prove that
the debt for which the deduction is claimed had sone
val ue at the beginning of the year in which the deduction
Is claimed, and that 1t becanme worthless during that
year. (Cttadini v. Conm ssioner, 139 F.2d 29 (4th Gr
1943); appeal 0 _Knol [woo St nval escent Hospitals
Inc., Cal. St. Bd. of Equal., Mar. 3, 1982.) The
standard for the determination of worthlessness is an
objective test of actual worthlessness. (Appeal of
Parabam Inc., Cal. St. Bd. of Equal., June 29, 1982.) .
The Trme Tor worthlessness nust be fixed byan identifi-
able event or events in the period in which the deduction
i S eclaimed. which furnish a reasonable basis for aban-
doni ng any hope of future. recovery. (United States wv.
Wiite Dental Mg. Co., 274 U S 398 (71 L.Ed. 1120]

192|7); eal of B & C Wlding, Inc., Cal. St. Bd, of
qual ., é%%. 20, 1983.)

The first debt to be discussed involves the
amount owed by Universal. Universal nade its 1last
Baynent to appellant in 1975. In April of 1976,

ni versal received a returned-nerchandise credit but no
further activity on the account occurred during 1976. It
-7
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is well established that appellant nust prove that at

the beginning of the income year in question, the debt
from Universal had sone valué. (See Appeal of Knollwood
West Conval escent Hospitals, Inc., supra.) A Dbad dept.
dedquctron 1s not artowed 1t the debt became worthless in
a year prior to the year for which the deduction is
claimed.  (appeal of Real Estate Buy Keller, Cal. St. Bd.
of . Equal ;, Nov. , . pelTant has presented no
evidence that the debt owed by Universal had any value on
January 1, 1977. No paYnEnts had been nade on the

account since 1975 and the only activity on the account
in 1976 was a credit for returned merchandi se. 1In the
absence of specific evidence that appellant had a
reasonabl e basis for believing that the account woul d
eventual |y be paid, we cannot™ conclude that appellant has
shown that the debt with Universal had any value at the
begirniny of 1977

The second debt involves the Interdiffusione

account. In January of 1978, Interdiffusione paid its
outstanding bal ance and then, in April, charged a |ike
amount.  I'n January of 1979, the statement iSsued on

Decenber 25, 1978, was returned by mai | authorities and
attenpts by appel [ant to contact Interdiffusione by

tel ephone were unsuccessful. As we have previously

st at ed aﬁpellant has the burden of-proving not only that
the debt had value at the begi nning of 1978, but that the
debt was worthless by the end of 1978. (Appeal of G ace
Brothers Brewing ¢e., Cal. St. Bd. of Equal., June 28,

_ : ITe there is evidence of the debt having val ue
In January, there is no evidence that it_becane worthless
before the end of 1978. "In April of 1978, Interdif-

fusi one was still char%ln on its account and it was not
until January of 1979 that the statenent to Interdiffu-
sione was returned. Appellant has not shown by any

I dentifiable event or events that the Interdiffusione
account becane worthless in 1978. In the absence of any
evidence as to Lnterdiffusione's change in financia
condition in 1978, we nust conclude that respondent's
action in denying the deduction is correct.

The final debt invol ves Leve Boutique. This
debtor made paynments in |ate 1977, and nade_its_ final
charge in January of 1978. The Decenber 1978 billing was
returned in early 1979 and attenpts to contact Love
Boutique personnel by nail ortelephone allegedly failed.

-The services 0Of a col | éction service were retained on
April 4, 1979. M. Manoru oyama was to receive 50
.percent of any anmounts he collected. Aswas discussed
above, we nust conclude that appellant has not presented
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any evidence that the debt by Love BoutL%ue becane
worthless in 1978. (See Appal achian Trail Co. v

Conmi ssioner, ¢ 73,119 T.CM (P-H (1973).) It was not
untiT the early part of 1979 that the statenents were
returned by postal authorities or that a collection
agency was retained. As appellant has not met its burden
o? proof, the action of respondent nust be sustained.
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ORDER

Pursuant to the views expressed in thedopinion
of the board on file in this proceeding, and 9000 cause
appearing therefor,

| T |'S HEREBY ORDERED, ADJUDGED anp DECREED,
pursuant to section 26077 of the Revenue andg 'axation
Code, that the action of the Franchise Tax Board in
denying the claims of Mridian Export, Inc., for refund
of franchise tax in the anounts of $1,063.80 and $3,032,.56
for the income years 1977 and 1978, respectively, be and
the same is hereby sustained.

Done at Sacramento, California, this 10th day
Of september, 1986, by the. State Board of Equalization

with Board Members M. Nevins, M. Collis, M. Dronenburg
and M. Harvey present.

Richard Nevins , Chai rman
Conway H. Collis : , Member
Ernest J. Dronenbur Jr._» Member
VWl ter Harvey*- . Menber

., Menber

*For Kenneth Cory, per CGovernnment Code section 7.9
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