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OP1 NI ON

These appeals re made pursuant to section
26075, subdivision (a),4 of the Revenueand Taxation
Code fromthe action of the Franchise Tax Board in deny-
ing the claims of Venture Qut, Inc., for refund of fran-
chise tax in the amounts of $4,962 and $28,309 for the
I nconme years ended Cctober 31,1979,and Cctober 31,
1980, respectively, and section 25666 of the Revenue and
raxation Code from the action of the Franchise Tax Board
on the protest ofVenture Qut, Inc., against proposed
assessnents of additional franchise tax in the anounts of
$16,374, and $4,938 for the income years ended COctober 31,
1981, and Cctober 31, 1982, respectively.

I7 Onress otnerw se specified, allsection references
are to sections of the Revenue and Taxation Code as in

effect for the income years in issue.
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The sole issue for our decision is whether
aPpeIIant has shown that respondent's disallowances of
claimed additions toareserve for guaranteed debt obli-
gations constituted an abuseof discretion.

Appellant is a California corporation that
sel|s recreational notor vehicles. During the nor mal
course of its business operations in the appeal years,
appel l ant guaranteed |oans that were made by various
institutional lenders to buyers to finance the purchase
of the vehicles. [If a custoner defaulted on his |oan
payments, appellant agreed to repossess the vehicle and
pay the-lender the unpaid balance of the buyer's Ioan.
Asan accrual - basi s taxpayer, appellant elected the
reserve met hod of accounting for its bad debts.

On its returns for the 1979 and 1980 i ncone
years, appellant claimed repossession-loss deductions of
$55,132 and $297,989, respectively, as additions to a
reserve for guaranteed debt obligations. After charge-
offs for alleged | 0SSes were taken | nto account, the
reserve, as a result of these claimed additions, was
increased to $410,004 in 1979 and $573,656 in 1980.

Upon audit, the Franchise Tax Board discovered
that appellant calculated the |oss charge-offs by sub-
tracting the unpaid balance of def aul ted | oans fromthe
| ow bl uebook value of the repossessed vehicles. The
actual |osses suffered by appellant were $95,6685 in 1979
and $158, 266 in 1980. espondent recal cul ated appel -
lant's reserve for 1980 by taking a noving three-year
average of total actuallossesovertotal outstanding
| oan ?uarantees or contingent liabilities and applying
this loss ratio against appellant's contigent |iabilities
for 1980. As a result, respondent determ ned that the
al | owabl e amount of appellant's guaranteed debt reserve
for 1980 should be $112,107 and disall owed as excessive
appel lant's claimed addi ti ons for both 1979 and 19s0.
ApPeIIant.pald the resultant deficiency assessments but
filed clainms for refund that werelater denied.

Oonits returns forthe 1981 and 1982 i ncone
years, appellant claimed repossession-|oss deductions of
$206, 884 and $213,002, respectively, as further additions
to the reserve. After noting that appellant's actua
| osses were $110,127 in 1981and $131,764 in 1982,
respondent recalculated its allowable reserves for these
t Wo years, again using a noving average |loss ratio of
total actual | osses over total contingent liabilities.
Based on its calculation of an appropriate anmount for
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appel l ant's reserve, respondent issued deficiency assess-
ments which disallowed $170,559 ofthe claimed addition
for 1981 and $62, 795 of the clainmed addition for 1982.
Appel I ant has tiled appeals fromthe denial of its pro-

t est aqalnst the deficiency assessments for 1981 and 1982,
as well as fromthe denial of its refund claims for 1979
and 1980. The appeal s have been consolidated for

purposes of this decision

- Section 24348 allows a deduction for a reason-

e addition to areserve for bad debts in lieu of a

tion of a specific debt that becones worthless wth-
he incone year. Under subdivision (b), a taxpayer,.
who is a dealer in property, may deduct a reasonable
addition to its bad debt reserve for those bad debts
which may arise out of its liability as a guarantor,
endorser, or indemitor of debt obligations fromits
sales of real or tangible personal aneﬂyintheonﬁ-
nary course of its trade or business. The reasonabl eness
of any addition clainmed is subject to the discretion of
the Franchi se Tax Beard. Since section 24348, subdivi-
sion (b), IS substanE'aIIy simlar to_Internai Revenue
Code section 166(f), £ which grants discretion to the
comm ssioner to determne the reasonabl eness of federal
taxpayer's addition to its reserve for guaranteed debt
obl igations, the |nterﬁretat|on and effect given the
f eder al PfOVISIOﬂ'by_t e federal admnistrative bodies
are highly relevant in determning the proper construct-
ion of the California statute. (Meanley v. McColgan, 49
Cal.App.2d 203, 209 [121 P.2d 45] 119455; see Appeal of
John Z. and Diane W Mraz, Cal. St. Rd. of Equal.,
JuI} %% 1376, ana tre caseses cited therein.) The rules
governing the reasonableness of an addition to a bad debt
reserve are simlarly applicable to a reserve for guaran-
teed debt under sectign 166(f). (Treas. Req. § 1.166-10,
subd. (b); see also Citrus Motors Ontario, 1nc. v. United
States, 249 P.supp. 4725, 427-28 (S.D. Cal. 1965).)

_ In general, a reserve for bad debts represents
an estimate of future |osses which can reasonably be
expected to be sustained fronwobllgatlons out st andi ng at
the close of the income ¥par. (Vval nont | ndustri es,

Inc. v. Commissioner, 73 T.C 1059(1980), Eandelnman V.

27 Section Ioo() was recently repeal ed by the Tax
Reform Act of 1986, P.L. 99-514, CQctober 22, 1986, 100
Stat. 2361.)
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Commi ssioner, 36 T.C. 560 (1961).)The purpose of a
reserve 1s not to acquire protection against the contin-
ency of excessive | osses insubsequent years.
%Massachusetts Busi ness Devel opment Corp. V.
Commissionern, 24 .l [°.940 (1969)) Under the reserve
metnod 10r handling bad debts, the reserve is reduced by
charging against it specific bad debts which become
worthl ess during the inconme year and is increased by
creditins it wth reasonabl e additions which are deduct-
ible. (Roanoke Vending Exchange, Inc. v. Comm ssioner,
40 T.C. “735 (1963J] wWhat constitutes a reasonable
addition is a factual matter depending upon conditions of
busi ness prosperity, the total amount of debts outstand-
ing at the end of the year, including current debtsas
well as those of prior years, and the total amount of the
exi stlngS reserve.- (Treas. Reg. § 1.166-4(b)(1); MIIs &
u

Lupt on 9512 Comgan%,, Inc. v. Comm ssioner, §q 77,294
.C.H. (P- .

The ultimate question in determning the
reasonabl eness ofanaddition is whether the total
bal ance in the reserve at yearsend i s adequate to cover .
t he expected future losses from exi sting bad debts, not
whet her the proposed addition is sufficient for that
purpose. (Bl ack Motor Co. v. Comm ssioner, 41 B.T.A 300
(1940), affd.— on other grounds, 125 F.2d 9//7/ (6th Grr.
1942); Massachusetts Business Devel opnent Corp. V.
Conmi SsTONer, supra.] |1 (Ne existing reserve is
adequate to cover reasonably anticipated | osses, any
further additions to the reserve will be considered
unreasonabl e and not deductible. (valment |ndustries,
| nc. v._ Conm ssioner, supra; JaneS A. Messer CO. V.
Commissioner, b/ [.C. 848 (19727.)

o Respondent's determnation with regard to an
addition to a reserve carries great wei ght due to the
di scretion I_grar]t ed to it by statute. (Appeal of Vaughn F.
and Betty Fisher, Cal. St. Bd. of equal.; Jam. 7, _
1975.7) Accordirngly, should a taxpayer challenge the dis-
allowance by the Franchi se Tax Board of a clained addi -
tion to a reserve, the taxpa¥er bears a particul arl
heavy burden of proof. The taxpayer is required not only
to denonstrate that its clainmed addition is reasonable,
but it must also establish that respondent's action in
disallowng the clainmed addition was arbitrary and
amounted to an abuse of discretion. (Thor power Tool }
Co. v. Conmissioner, 439 U S. 522, 547-38 [58 L.Ed.. A .
785 (197%;Appeeal oaaf Brighton Sand and G avel Company,
Cal . St. Bd, o Equal., Aug. 19, I98I.)
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In its determ nnations to disallow appellant's
clai ned additions, the Franchise Tax Board used a working
mmnﬁefornula to calculate the appropriate anounts for
apPe lant's reserve. Respondent contends that its for-
mulais simlar to the six-year noving average fornul a
derived fromthe decision in Black Mtor Co. V.

Conmi ssioner, supra. The use 0f the Blrack Mtor fornula,
wWhrcm utrt1zes the | oss experience OT The lGXpayerinthe
PreV|ous six years and establishes a percentage level f Or
the reserve in determning the need and anount of an add-
ition for a current incone year, was upheld by the United
States Supreme Court in Thor Power Tool Co. V.
Commi ssi oner, supra. In"rebuttal, appellant argues
STnply that the Franchise Tax Board used the wong
figures to calculate the aﬁproprlate reserve ampunts.
Appel I ant further argues that respondent did not provide
It with any worksheets orevidence supporting the disal-

| owances. “Appel lant, however, has not presented any
evidence to show that its clained additions are reason-
able or that respondent acted arbitrarily or abused its
discretion in disallowng its clainmed additions. Based
on the record-in this appeal, we have no choice but 'to
find that appellant has failed to carry its burden of
proof. Accordingly, respondent's actions in these
matters nmust be sustained.
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ORDER

Pursuant to the views expressed in the eopinion
ofthe board on file in this proceeding, and good cause
appearing therefor,

| T 1S aeresy ORDERED, ADJUDGED AND DECREED
pursuant to section 26077 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board in
denying the clains of Venture Cut, Inc., for refund of
franchise tax in the anounts of $4,962 and $28, 309 for
the income years ended Cctober 31, 1979, and Cctober 31,
1980, respectively, and section 25667 of the Revenue and
Taxation Code fromthe action of the Franchise Tax Board
on the protest of Venture Qut, Inc., against proposed
assessnments of additional franchise tax in the anounts of
$16, 374 and $4,938 for the income year ended Cctober 31,
1981, and Qctober 31, 1982, respectively, be and the sane
I's hereby sustained.

Done at Sacramento, California, this 17th day
O June , 1987, by the State Board of Equali zati on,

Wi th Board Menbers M. Collis, mr.Dronenburg, Mr. Bepnett
Mr. Carpenter and Ms. Baker present. ’

Conway H. Collis , Chai rman
Ernest J. Dronenburg, Jr. , Menber
WIlliam M Bennett . Menber
Paul Carpenter ,  Member
Anne Baker* Menber

*For Gray Davis, per Governnent Code section 7.9
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