Valmont Industries, Inc. v. Commissioner, 73 T. C. 1059 (1980)

The IRS has discretion to determine the reasonableness of additions to a bad debt
reserve, and industrial structures designed for specific processes may be classified
as buildings, ineligible for investment tax credits.

Summary

Valmont Industries, Inc. challenged IRS determinations on their bad debt reserves
and the classification of their galvanizing facilities as buildings for investment tax
credit purposes. The IRS disallowed part of Valmont’s bad debt reserve additions for
1973 and 1974, using the Black Motor Co. formula, which the court upheld, finding
no abuse of discretion. Additionally, Valmont’s claim for investment tax credits on
their galvanizing facilities was denied because the structures were deemed
buildings, not qualifying for such credits. The court also denied double declining
balance depreciation on these facilities and the initial zinc charges in the
galvanizing process, classifying them as non-depreciable inventory costs.

Facts

Valmont Industries, Inc. , a manufacturer of irrigation systems, mechanical tubing,
and lighting standards, sought to deduct additions to their bad debt reserve for 1973
and 1974. They also claimed investment tax credits for their galvanizing facilities,
units 509 and 513, constructed in 1966 and 1972 respectively. These facilities were
used to apply zinc treatment to metal products. Valmont argued the structures were
integral to their production process, thus qualifying for investment credits. They
also sought to depreciate these facilities using the double declining balance method
and claimed depreciation and investment credit on the initial zinc charges to their
galvanizing kettles.

Procedural History

The IRS issued a notice of deficiency for Valmont’s tax years ending December 30,
1972, December 29, 1973, and December 28, 1974, disallowing part of the additions
to the bad debt reserve and denying investment tax credits and double declining
balance depreciation on the galvanizing facilities. Valmont petitioned the U. S. Tax
Court, which upheld the IRS’s determinations.

Issue(s)

1. Whether the IRS abused its discretion by disallowing part of Valmont’s additions
to its bad debt reserve for 1973 and 1974.

2. Whether Valmont’s galvanizing facilities were eligible for the investment tax
credit under section 38 of the Internal Revenue Code.

3. Whether Valmont could depreciate its galvanizing facilities using the double
declining balance method.

4. Whether Valmont was entitled to depreciation and an investment tax credit on the
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initial zinc charge to its galvanizing kettles.
Holding

1. No, because Valmont failed to prove that the IRS’s use of the Black Motor Co.
formula, which considered Valmont’s past bad debt experience, was an abuse of
discretion.

2. No, because the galvanizing facilities were classified as buildings under section
48 of the Internal Revenue Code, thus not qualifying for the investment tax credit.

3. No, because the galvanizing facilities were classified as section 1250 property, for
which double declining balance depreciation was not available.

4. No, because the initial zinc charge was considered an inventory cost, not
qualifying for depreciation or investment tax credit.

Court’s Reasoning

The court found that the IRS’s application of the Black Motor Co. formula to
determine the reasonableness of Valmont’s bad debt reserve was within its
discretion, as Valmont failed to demonstrate changed business circumstances that
would make past experience an unreliable guide. For the investment tax credit, the
court applied both the function and appearance tests, concluding that the
galvanizing facilities resembled buildings and provided significant working space for
employees, thus falling outside the definition of section 38 property. On
depreciation, the court classified the facilities as section 1250 property, ineligible
for double declining balance depreciation. The initial zinc charges were treated as
inventory costs, consumed in the production process and thus not eligible for
depreciation or investment credit.

Practical Implications

This decision underscores the IRS’s broad discretion in evaluating bad debt
reserves, emphasizing the importance of taxpayers demonstrating significant
changes in business circumstances to justify deviations from historical data. For
investment tax credits, it clarifies that structures designed for specific industrial
processes may still be considered buildings, impacting how companies structure
their facilities to maximize tax benefits. The ruling also affects depreciation
strategies, highlighting the limitations on accelerated depreciation methods for
certain property types. Businesses should carefully assess whether their assets
qualify as section 1245 or 1250 property and understand the tax implications of
inventory versus capital assets. Subsequent cases like Thor Power Tool Co. v.
Commissioner have reinforced the IRS’s approach to bad debt reserves, while cases
involving the classification of industrial structures for tax purposes continue to
reference Valmont in determining eligibility for investment credits.
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