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This apneal IS made pursuvant to section 25667 of the
Revenue and Taxation Code from the action of the Franchise Tax
Board on the protest of Pringle Tractor Co, against a proposed
assessment of additional franchise tax in the amourt of $761.88
for the income year 1962, After this appeal was filed,
responient conceded that the assessment should be reduced by
$113.%& because of an error in computation.

Appellant is a California corporation engaged in
selling hardware and farm equipment. It has elected to use the
reserve method of accounting for bad debts and claiming its
bad debt deduction.

At the discretion of respondent Franchise Tax Board,
a taxpayer wmzy deduct a reasonable addition to a bad debt
reserve in lieu of deducting specific bad debts, (Rev, & Tax,
Code, §2L3L8,) The question to be decided here is whether
respondent abused its discretion in refusing to allow a deduction
oif the full amount of appellantis reserve addition for the year
1962 as a '"reasonable addition."
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Aopellant has consistently followed the practice cf
making additions to its bad debt reserve account based uponits
rating of specific accounts and notes considered to be of
doubtful collectibility. At the beginning of the yea? 1762 the
balance in its bad debt reserve sccount totaled $93,642. For
the year 1962 it made additions to The reserve totalipg_$3i{~,;359
and charged off $10, 051, resulting in a boock reserve balance of
$117,950 as of December 31, 1762, Of the total face value of
the specific notes and accounts which formed the basis for _
additions to the reserve, $103,h29 was mitten Of as worlhless
in subsequent years . During the year 1763, acpellant sustained

'
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actual bad deébt losses of $99,285 and recovered $1,086 from
accounts and notes previously written off as worthless.

3

ing a formula comput ation,respondent determined
that apvellantisaversge bad debt loss for the years 1959 to
1963, inclusive , amounted to approximately 3 percent of its
average outstanding notesand accounts receivable for those
years, Applying this average loss ratio to notes and accounts
out standing for the year 1762, respondent recomputed the allow-
able reserve additions and disallowed £13,850 of appellant®s bad
debt deduction for that year, The following table shows the
basis for the calculation:

Out standing

Year Notes & Accounts DXNet Losses Ratio
1959 $ 568,899 $ 783 AT
1960 1,108,045 (1,022) (.09%)
1961 663,279 13,624 2,05%
1762 752,403 8,723 1.16%
1963 872,616 97, 950 11.22%

, Since a reasonable addition is by the term of sec-
tion 2k348 of the Revenue aid Taxation Code,allowable as a
bad debt deduction at the discretion of respondent, the
deternination can be set aside only if appellant sustzins its
"heavy burden” Of showing that respondent! s action wasan abuse
of i%s discretion. {(Walter H, Goodrich & Co,, Y0 B.T.A, 960;
0., 23 T.C, 1065.)

Plett Treiler Co

It is appellant?s position that computation of an
e reserve addition by use of respondentl!s formula was
v end, therefore, an abuse of discretion because the
did not take into accoual pronounced cyclical variations
n appellant's business is subject. R

: A computation of an allowable addition by the appli-
catlion of o formula is not in ivselsl an abuse of discretion,

Determination of the cuestion does not turn upon the methold used
to compute the addition. Results obtained under variations of

the method used by respondent, a method which tekes into
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consideration the taxpayer's credit and loss history, havevbeen
judicially approved. (Black Motor Co. s L1 B.T.A. _&O(/)2 afftd,
125 F.2d 9773 8. W. Cos & Co,.v. Deliman, 216 F.2d 565.)

A reserve addition obtained through averaging a
taxpayer's loss experience over a period of years, however, is
-not reasonable per se, For thelyears 195'9 to 1962, inclusive,
appellant?’s actual net losses from bad debts did not %xceed
$13,62% in any one year, The ratio of its net losses to
outstanding notes and accounts for those years varied greatly
reaching a maximum of 2,05 percent. In 1963, the yeer after the
one in question, appellants net bad debt losses were 96, 199)
and its |oss ratio was 11.47 percent, Had respondent excluded
the year 1553 from its computations, the amount of the reserve
that would nhave been obtained at the end of 1962 would have
been totally insufficient to cover the losses in the fcllowing
vear. pPubsequent loss experience may be weighed in determining
the reasonableness of an addition made by a taxpayer in a prio:
vear {The Shield Co, ., 2 T.C. 763), vut it should be borne in
mind that at the time appellant made its addition, it could only
estimate its future losses, Although no one of the above facts
is conclusive, they weigh against the reasonableness of
respondent’ action,

It isapparent that appellant had obtained information
in 1952 that collection of certain of the large notes and
accounts outstending was doubtful and that it based its” reserve
requirements Onthis information, It was Proper for eppellant
to consider these known circumstances in determining the amounu
of the zddition since the estimate as to the amount of reserve
recuired for any given year is to be measured in light of tre
conditions whi ch exist at the time the estimate is made,

(¢. P, Ford. &Co,, 28 B.T.A. 1563Calavo. Inc, v. Commissioner,
3C F,2d 65(0.) The record contirms (1) That egppeliant actuarl
sustainad extremely abnormal bad debt losses during the year
1943, end (2) that its bad debt reserve addition for 1952,
representing a forecast of the amount required to provide an
adequate reserve for those losses was, under thecircumstances,
reasonaple .

) Unon the p articylar Facts Of thi s appeal ,we find that
It was an shuse Of discretion for respondent to reduce the
reserve addition made by appellant, (Plat:c Trailer Co., 23 T. C.
1065; Anna . Yepman. T.C. Memo., Dkt. No. 22907, Oct, 3, 1950;
foollo 8teel Co., T.C. Memo, , Dkt, No, 3436,4pril 13, 19%5.)
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Pursuant 10 the view expressed in the cpinion of the
board on file in this proceeding, and good cause &appearing
therefor,
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IT IS HDPZBY ORDERED, ADJUDGED AND DECREED, pursuant
o section 2 067 of the Revenue and Taxation Code that the.
action Of the Franchise Tax Board on the nrou s Of Pxiﬂgle
T-rector Co. against a IOrOrJosed ascessment of sdditionsl franchise

Ll

tex I N the azmount of &761.88 for the imome year 1962 oeapd
the same IS hereby reversed,

Done at Sacramento , California, this 7th day
of . March , 1967, by the State Board of Equelization.

e <ﬁ2“///? 7{r7/» - q&zmaa
\4><?T£Z:l 647,\ Ly _AZC:/ Member
( / Wz/l / J , Member

/g /C///L/// £ » Member
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'/ /// ' , Member

ATTEST: ‘ ////{\/‘J/M , Secretary
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