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OPI NI ON

~ This ayeal IS made pursuant_to section 26a7s,
subdi vi sion (a),~ of the Revenue and Taxation Code
fromthe action of the Franchise Tax Board in denying the
claimof Center State Bank for refund of franchise tax in
tlggzarmunt of $33,618 for the inconme year ended June 30,

I7 Unress otnerw se specified, all section references
. are to sections of the Revenue and Taxation Code as in
effect for the year in issue.

-171~



Appeal of Center State Bank

The sole issue presented for our decision is
whet her appellant was entitled to retroactively increase
an addition to its bad-debt reserve.

. ~ Appellant, which is engagedin the business of
banking in the Mdesto area has el ected the reserve
method of accounting for its bad debts. Onits franchise
tax return for the inconme year ended June 30, 1982,
appel | ant reported taxabl e inconme of $291, 553 and cl ai ned
a deduction for a $245,078 addition to its bad-debt
resecve. Appellant apparently entered this addition on
its reserve accounts and financial records.

_ Sonetine during the sumrer of 1982, the Federal”
Deposit Insurance Corporation (FDIC) began an exam nation
of %agellant's financial condition. O1 August 27, 1982,
"the PDIC issued a highiy critical exam nation report in
which it outlined nunerous unsatisfactory conditions and
poor business practices that were found to exjst in
aﬁpellant's bank operations. Amongits specific charges,
the FDIC found that appellant had failed to properly
classify s$1,270,381 in uncol [ ectible | oans _as Ioss?? on,
i ts books and records. On Novermber 26, 1982, appellant’s
board of directors held a special nmeeting to discuss the
FDIC report. Wth regard to thel oans deemed uncol | ec-
tible by the FpIc, the board decided to elimnate them
from appellant’'s | oan portfolio and add their correspond=-
ing amounts to its bad-debt reserve.

_ Bight nonths later, on July 26, 1983, appellant
filed anamended return for its 1982inconme year claim ng
an addi tional deduction of $291,555 for an increased
addition to its reserve for bad debts. Upon review of
the resultant claim for refund, the Pranchise Tax Board
disallowed the increased addition on the basis that it
was an i nmproper retroactive addition to the bad-debt
reserve. Consequently, respondent denied the refund
claimand this appeal followed.

- Section 24348 allows a deduction for a reason-
able addition to a reserve for bad debts in lieu of a
deduction of aspecific debt that becomes worthless wth-
in the income year. This section provides that, if a
t axpayer elects to enploy the reserve nethod of account-
ing for its bad debts instead of the specific charge-off
nethod, any addition claimed will be subject to the °
di scretion of the Franchi se Tax Board, ‘Internal Revenue
Code section 166, the federal counterpart to section
24348, vests the sane discretion in the Conm ssioner of
Internal Revenue to determ ne the reasonabl eness ofa
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federal taxpayer's addition to its reserve for bad debts,
Because Of the substantial simlarity between the two
sections, federal precedent i s persuasive of the proper
interpretation of the California statute. (Meanley v.
McColgan, 49 cal.app.2d 203 [121 P.2d 45] (1942)))

In-general, a reserve forbad debts represents
merely an estimate of future [osses which have not
accrued but can reasonably be expected to be sustained
from oblisations outstanding at the close of the incone
year. (Valmont Industries, -lnc. v. Conmssioner, 73
T.C. 1039 ((1980; mBandelman V. (Omm SSI|Qael, b T.C. 560
(1961).) Under tne Teserve nethod. for handling_ bad
debts; the reserve is reduced bychargi ng against it
speci fic bad debts which become werthless during the
income year and is increased by crediting it with
reasonable addi ti ons which are-deducti bl e. (Roancke
Vendi ng_Exchange, Inc. wv. Conmi ssioner, 40 ?.C. 735
(1963).) wnat constitutes a reasonable addition is a
factual matter depending upon conditions of business
prosPerlty, the total anount of debts outstanding at the
end of the year, including current debts as well as those
of prior years, and the total ampunt of the existing
reserve.  (Treas. Reg. § 1.166-4(b)(1); MI|ls & Lupton
Supply Conpany, Inc. wv. Conm ssioner, § 77,294 T.C.M.

A basic requirenent for an addition to a bad-
debt reserve is that the addition nmust reflect conditions
existing at the end of the income year in question.
(Roanoke Vendi ng Exchange, Inc. ¢, Conmissioner, supra;
Treas. Reg. §1.1e66-4(b)(1).) The actual-T0SS experience
of a taxpayer in years subsequent to the incone year nay
be used as additional evidence to confirm the reasonable-
ness of its method of conputing the clained addition to
the reserve. (Roanoke Vendi ng Exchange, Inc. v.

Conm ssioner, suUpra., Massachusetts BuSI ness Devel opnent
Corp. V. Conmm ssioner,” 5Z T.C. 940 (1369).]7 EOWEvVer, it
'S Well s€éftred tnat a taxpayer may not retroactively
increase an addition for a prior yearbased on subsequent
events that reveal the reserve to be insufficient.
(Farmville O | & Fertilizer Co. v. Conm ssioner, 78 F.24
83, 84-85 {4th Cir. 7935); Appeal Of TErghl Sales o,
Inc., and G L. Conpany, Inc., Cal. St. Bd. of Equal.,
June 29, 1982.) ere its reserve later proves to be
i nadequate, the taxpayer may instead correct its error in
| ud?ment by determning a reasonable addition that
reflects the necessaryadjustnment in the current incone
year. (Treas. Reg. § 1.166-4(b)(2); Appeal of Sun Vall ey
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National Bank of Los Angeles, Cal. St. Bd. of Equal.,
Jan. 12, 13965.)

o Respondent's determ nation with regard to an
addition to areserve for bad debts carriesagreat deal
of weight due to the discretion granted to it by statute.
Accordi nc?ly ~ataxpayer who challenges a di sal | owance of
a claimed addi ti on faces a greater burdenof proofthan
t he usual burden facing one who seeks to overcone the
presunmption of correctness attached to- respondent's defi-

Ci ency assessnents. Roanoke Vendi ng Exchange, Inc. w.
Conm ssi oner, supra, 40 T.C. ) :
CO0. v. conmm ssioner, 57 T.C. 848 (1972F.7 The taxpayer

1s required NOt only to denonstrate that its claimed
addition to the reserve was reasonable, but it nust also
establish that respondent's action in disallowng the
claimed addition was arbitrary and amounted to an abuse
of discretion. (Thor Power Tool Co. w. Conmi ssioner, 439
U0.S. 522 [s58 L. Ed.2d 7835] (1979); Westchester Develovment
Co; wv. Comm ssioner, 63 T.C 798 (1974]; Appear_of

Vaughn F._and Betty P. Fisher, Cal. St. Bd, of Equal.,
Jan. 7, 1975.)

In the i Nnstant matter, there is no evidence in
t he record, that the Franchi se Tax Board has contested the
reasonabl eness of the addition claimed by appellant in
its anended return for 1982. To prewail in this appeal,
aPpeI | ant must, however, establish that respondent abused
its discretion in disallowing the claimedaddition.

At the outset, appellant contends that it
conputed the original addition to its bad-debt reserve
under the experience method but amended its return to
reflect calculation of an increased addition using the
. f acts and circunstances" nethod, Appellant then argues
that retroactive changes in areserve forbad debts are
al l owed under Revenue Ruling 75-445, 1975-2 C.B. 74, when
chanP| ng net hods of conputing areasonable addition..
Appellant's argunent is neritless. First, appellant has
not provided any explanations of his facts-and-circum=-
stances nethod to enable us to determ ne whether it is a
perm ssible method under California |aw by which a bank
can conpute a reasonable addition to its bad-debt
reserve. (See forner Cal. Admn. Code, tit. 18, reg.
24348(b), subd. (3)(A}.) Nor has appellant presented any
calculations. to convince us that its increased addition
was, in fact, a result of achangein nethods of conput-
ing an addition to its bad-debt reserverather than a
retroactive addition nade in response to the PDIC report.
Second, Revenue Ruling 75-445 does not state that
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retroactive changes in a bad-debt reserve- are allowable
when changi ng nmet hods of conputing a reasonabl e addition.
It sinply provides that a bank which conputes its addi-
tions using either the percentage or the experience

met hod under, section 585(b) of the Internal Revenue Code.
nax amend its return to change from one nmethod to the
other. Because banks. have the option under section
585(b) t o choose either nethod, neitherof which is

consi dered a method of accounting, Revenue Ruling 75-445
posits that the change from the percentage to the
experience method, or visa versa, is not a change in the
met hod of accounting.

Furt her nor e, apPeIIant asserts that its orginal
addi tion was inadequate, for it failed to properly
reflect the condition of its loan portfolio as of the end
of the income year in question. It is appellant's con-
tention that regulation 24348(b), subdivision (3){a)
(ii), requires a bank's bad-debt reserveto reflect the
true condition of its loan portfolio and permts subse-
quent adjustments to a reserve which may exceed the
original. addition entered on the bank's financi al

accounts and records. Ve disagree. Regulation 24348,
subdi vi sion (3) ¢a) (ii), sinply allows a bank an addition
greater than provided under the six-year experience

met hod of subdivision (3)(a)(i) if it can show hi gher
anticipated | osses for |oans based onthe condition of
its loan portfolio as of the close of the income- year.
This regul ation does not mandate that a bank's addition
or its reserve reflect the condition of its |oan port-
folio. Nor does it allow a retroactive addition where,
asitappears in this appeal, a bank has nerely

di scovered that its original addition was insuificient.

_ As a rule, a taxpayer is permtted a reasonable
time after the close of its incone year to audit its
books and adjust the entries to its reserve accounts.

See Ri 0 Grande Building & Loan Association v. .

nmi SSToner, 36 1.C. b5/, 664-66b (1361).) Once it has
determined a reasonable addition on the basi.s of its
bookkeeping entries, the taxpayer will not be allowed to
retroactively chan%e its determnation and enlarge its
reserve even though the increased addition is reasonable.

(Rilo Grande Building & Loan Association v. Conmissioner.,.
supra; Rogan v. Commercial Discount Co., 1483 F.2d 585
(9th Cir. 194S).) 1In Appeal of Footnill Bank, decided on
June 27, 1984, this board did allTOW a taxpaver {0 subse-
uently correct an original addition after the State

anking Department directed an increase in its reserve
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account. Thataxpayerinthat appeal had filed its
return beforeit was able to maks the finpal adjustnents
inits books, but It then clained the additional anount
by filing an anended return within two nonths after it.
had made the required bad-debt creserve adjustments in ItS
financial statements for the income year. The present
appeal is clearly distinguishable, for the record iadi-
cates appellant estinated anaddition and entered said
addition on its books of account. Appellant did not
attenﬁt to enla(rjge_the addition until one year after the
poic had found its reserve tobei nadequat e and does not
contend that the increased addition was a corrective
measure reflecting the changes in its books and financial
statements dictated bythe ICexamnaﬂon of its |oan
ortfolio and reserve "accounts. ather, apgellant coON-
ends that the increased addition was a result of a
change | N accounti ng methods.

. Based on t he foregoing, we fi nd that appell ant
has failed to carry its burden of show ag that respon-
dent's disallowance was arbitrary and anounted to an
abuse of discretion. Accordingly, respondext's action in
thismatter will be sustained.
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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,

IT ‘IS EEREBY ORDERED, ADJUDCED AND DECREED,
pursuant to section 26077 of the Revenue and Taxation
Code, that the action of the Franchi'se Tax Board in
denying the claimof Center State Bank for refund of
franchise tax in the ampunt $33,618 of for the income
year endgd June 30, 1982, be and the same is hereby
sust ai ned.

Done at sacramente, Califormia, this 7th day
of April . %7, by the State Board of Equalization,

with Board Members M. Collis, M. Dronenburg, M. Carpenter
and wms. Baker present.

Conwav_H. collis » Chai rman
Ernest J. Dropenburg, Jr , Member
Paul _Carpenter , Member
Anne Baker* , Member
, Member

*For Gay Davis, per Government Code section 7.9
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