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BEFORE THE STATE BOARD OF EQUALIZATION
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of )
)
SW SS AMERICAN JEWELERS )

Appear ances:
For Appel | ant: Wlliam M Wintraub
Attorney at Law

For Respondent: Charlotte A Meise
Counsel

OPI NI ON

This appeal is made pursuant to section 25666%/
of the Revenue and Taxation Code-from the action of the
Franchi se Tax Board on the protest of Sw ss Anmerican
Jewel ers against proposed assessments of additiona
franchise tax in the amounts of $7,654.34, $8,183.07,
$5,107.15, and $4,095.95 for the |ncone:¥ears ended
July 31, 1976, July 31, 1977, July 31, 1978, and July 31,
1979, respectively.

17 0UnTess otherw se specified, all section references
are to sections of the Revenue and Taxation Code as in
effect for the income years in issue.
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Appeal of Swi ss Anerican Jewel ers

The issue on appeal is whether respondent abused
Its statutory discretion in disallomﬁn? the claimed addi-
tions to appellant's bad debt reserve for the years in
questi on.

o Appel l'ant is an accrual basis taxpayer whose
principal business activity is the retail sale of jewelry.
Appel I ant uses the installment nethod of reporting inconme
gng enmpl oys the reserve nmethod to account for its bad

ents.

Prior to respondent's action in this matter,
appel lant based its yearly additions to its bad debt
reserve upon a percentage of the gross amount of its
outstanding installment receivables at the end of each
incone year. Respondent determned that appellant's
reserve account was overstated because the reserve
amount s shoul d have been based upon a percentage of the
unrecovered capital, rather than the gross amount, of its
out standi ng receivabl es.

Accordingly, respondent adjusted appellant's
al | owabl e bad debt reserve for the years in question by
using the formula set forth in Black Mtor Co. v. Conm s-
sioner, 41 B.T.A 300 (1940). After determning the
reasonabl e anount which should have been in the reserve
account for each of the Kears in question, respondent
Proceeded to conpare each year's allowable reserve with
t he ﬂrlor year's ending reServe balance. The controversy
I's that respondent began by conparing the unadjusted
reserve bal ance as of the income year ended July 31,
1975, to the adjusted, allowable reserve |level for 1976,
By using the higher unadjusted beginning bal ance, respon-
dent determned that appellant's reserve account as.
stated was not only adequate to cover 1976's al | owabl e
reserve level but all of 1977's allowable [evel and nost
of 1978 s and 1979's al |l owabl e reserves as well. There-
fore, alnmost all of the additions to appellant's reserve
account claimed for the years in question were disallowed.
The dé&sal | owed additions were added back into their
respective year's %ross i ncome, appel lant was assessed
accordingly, and this appeal followed.

Respondent's authority to oversee apPeIIant's
use of the reserve systemfor bad debts comes from sec-

tion 24348, which provides, in part: “There shall be

al lowed as a deduction debts which become worthless

within the income year; or, in the discretion of the

Franchi se Tax Board, a reasonable addition to a reserve

for bad debts." ;

-28-



Appeal of Swiss Anerican Jewel ers

_ The issue on appeal is whether respondent abused
Its statutory discretion in dlsallomnn? the claimed addi-
tions to appellant's bad debt reserve for the years in
questi on.

o Appel lant is an accrual basis taxpayer whose
principal business activity is the retail salé of jewelry.
Appel  ant uses the installment nethod of reporting incone
gng empl oys the reserve nethod to account for its bad

ebts.

Prior to respondent's action in this mtter,
appel l ant based its yearly additions to its bad debt
reserve upon a percentage of the gross amount of its
outstanding installnent receivables at the end of each
incone year. Respondent determ ned that appellant's
reserve account was overstated because the reserve
amounts shoul d have been based upon a percentage of the
unrecovered capital, rather than the gross anmount, of its
out standi ng receivabl es.

Accordingly, respondent adjusted appellant's
al | onabl e bad debt reserve for the Kears in _question by
using the fornula set forth in Black Mtor Co. v. Comm s-
sioner, 41 B.T.A. 300 (1940). After determning tRe
repsonabl e amount which shoul d have been in the reserve
account for each of the Kears I n question, respondent
proceeded to conpare each year's allowable reserve with
t he eror year's ending reserve balance. The controversy
I's that respondent began by conparing the unaqjusted
reserve bal ance as of the income year ended July 31,
1975, to the adjusted, allowable reserve |evel for 1976.
By using the higher unadjusted beginning bal ance, respon-
dent determ ned that appellant's reserve account as.
stated was not only adequate to cover 1976's all owable
reserve level but all of 1977's allowable |evel and nost
of 1978's-and 1979's al |l owabl e reserves as well. There-
fore, alnmost all of the additions to appellant's reserve
account clainmed for the years in question were disallowed.
The disallowed additions were added back into their
respective year's %ross i ncone, appellant was assessed
accordingly, and this appeal followed.

Respondent's authority to oversee apPeIIant's
use of the reserve systemfor bad debts cones Trom sec-

tion 24348, which provides, in part: "There shall be

al | owed as a deduction debts which becone worthless

within the income year; or, in the discretion of the

Franchi se Tax Board, a reasonable addition to a reserve

for bad debts."” .

-28-



[

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

In the Matter of the Appeal of ;
SW SS AMERICAN JEWELERS )

Appear ances:

For Appel | ant: Wlliam M Weintraub
Attorney at Law

> For Respondent: Charlotte A Meisel
Counsel

OP1 NI ON

This appeal is made pursuant to section 256661/
of the Revenue and Taxation Code from the action of the
Franchi se Tax Board on the protest of Sw ss Amrerican
Jewel ers against proposed assessnments of additional
franchise tax in the amounts of $7,654.34, $8,183.07,
$5,107.15, and $4,095.95 for the incone years ended

July 31, 1976, July 31, 1977, July 31, 1978, and July 31,
1979, respectively.

I7 Unfess otherwi se specified; all section references
are to sections of the Revenue and Taxation Code as in
effect for the income years in issue.

-27=-



Appeal of Swi ss Anericén Jewel ers

_ By its election to use the reserve nethod for
deducting bad debts, appellant has chosen to subject it-
self to the reasonabl e discretion of respondent. ( Union
National Bank & Trust Co. of Elgin v. Comm ssioner,

T.C. b3/ %1956); Appeal of Livingston Bros., Inc., Cal.
St. Bd. of Equal., Cct. 16, 1I957.) Because of the
express statutory di Scretion given respondent, the burden
of proof on appellant in overcomng a determnation by
respondent is greater than the usual burden facing one
who seeks to overcone the presunption of correctness
which attaches to an ordinary notice of deficiency. As a
result, the taxpayer nust not only denonstrate that its
additions to the reserve were reaSonable, but also nust
establish that respondent's actions in disallowng these
additions were arbitrary and anounted to an abuse of

di scretion. (Appeal of B-B Investnent, Inc., Cal. St.

Bd. of Equal., "June 29, I198Z.; Appeal of Brfghton Sand ard
Gravel- Company, Cal. St. Bd. of "Equal., Aug. 19, I981.)

Respondent's use of and the results reached by
the Black Mdtor Co. fornula in recalculating appellant's
al | onabl'e bad debi reserve is not disputed by appellant.
Aggellant objects, however, to the use of the July 31,
1975, unadjusted bad debt reserve bal ance in detefmning
whet her the additions to the reserve for the years at
I ssue were reasonable.

Appel  ant argues that if it inproperly used the
face amount of the outstanding installnent receivables to
determine its reserve balance, to be consistent respon-
dent nust adjust all prior reserve levels to reflect only
the unrecovered capital of the receivables. Such a rede-
termnation would |lower the reserve balance's dollar
flgure for 1975 and allow a greater share of the later
additions in question to be deductible. Appellant asserts
that the failure to readjust the balances prior to the

ears at issue would create the follow ng inequity.

irst, respondent would recapture as income all of the
excess additions to the reserve from past years which
respondent is now barred from assessing by the statute of
limitations. This recapture would apparently take place
by the disallowance of nost of the additions to the
reserve during the years at issue. Appellant then
appears to argue that by not allow ng additions to the
reserve, respondent is effectively disallowng a wite-
off for many of the bad debts appellant realized during
the years at issue.

Section 24348, which was patterned after Inter-
nal Revenue Code section 166, allows a deduction for a

-29-



Appeal of Swiss Anerican Jewel ers

reasonable addition to a bad debt reserve. |t. is settled
law in California that when state statutes are patterned
after federal legislation on the same subject, the inter-
pretation and effect given the federal provisions by the
federal courts are relevant in determning the proper
construction of the California statutes. ~(Andrews v.
Franchi se Tax Board, 275 Cal.App.2d. 653 [80 Cal.Rptr.
403] (1969); R hn v. Franchise Tax Board, 131 cCal.App.2d
356 [280 P.2d 893} (1955).)

In Ehlen v. United States, 323 r.2d 535 (Ct.Cl.
1963), the court was presented witn a case factually
similar.to the one presently before this board. In
response to an argument which echoes Swiss Anerican
Jewel ers' contentions; the court in Ehlen ruled that:

Ve consider this argunent untenable in that
section 166$c) of the Internal Revenue Code of
1954 only allows a deduction for a reasonable
addition to the reserve, and if the reserve is
al ready unreasonably large, due to unnecessarily
| arge additions in prior years, the statute [of
limtations] does not require this past error.
to be continued in succeeding years by requiring
further unnecessary additions to an already
swol | en reserve. The statute of limtations
bars inquiry into excessive additions closed by
the statute, but it does not prevent the

Conm ssi oner fron1d|saIIOMAn% additions to the
reserve in years not closed by the statute when
such additions are not needed.

(Ehlen v. United States, supra, 323 F.2d at 541.)

W find this reasoning persuasive, and we con-
clude, therefore, that respondent was correct in its use
of appellant's unadjusted reserve balance for 1975 in
denying the clained additions for the ﬁears I n question.
Since appellant has failed to establish that respondent
abused 1ts statutory discretion-by reducing the clainmed
additions to appellant's bad debt reserve for the years
In question, respondent's action in this matter will be
sust ai ned. .
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ORDER

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

| T | S 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 Swiss American Jewel ers agai nst Proposed
assessments of additional.franchise tax in the anmounts of
$7,654.34, $8,183.07, $5,107.15, and $4,095.95 for the
i ncone years ended Jul_/y 31, 1976, July 31, 1977, July 31,
1978, and July 31, 1979, respectively, be and the sane is
hereby sustai ned.

Done at Sacramento, California, this 8th day
of May , 1985, by the State Board of Equalization,
with Board Menbers Mr. Dronenburg, M. Bennett, M. Nevins
and M. Harvey present.

Ernest J. Dronenburg, Jr. , Chairnman
WIIliam mBennett , Menber
-Richard Nevins , Member
Wal ter Harvey* - . Menber
Menber

*For Kenneth Cory, per Governnent Code section 7.9
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