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Corn Exchange Bank, 6 T.C. 158 (1946)

A cash basis taxpayer can deduct a loss in the taxable year when it makes an actual
cash disbursement that cannot be recovered due to lost or missing documentation,
even if the loss originates from a bookkeeping error.

Summary

Corn Exchange Bank, a cash basis taxpayer, discovered a discrepancy between its
individual  and  general  ledgers.  After  investigation,  the  bank  determined  the
$1,726.50 discrepancy was due to cashed checks that were lost or returned before
being charged to depositors’  accounts. The Tax Court held that the bank could
deduct this amount as a loss in the taxable year. The court reasoned that the bank
had made actual cash disbursements and lost the means to recover those funds, thus
realizing a deductible loss despite being a bookkeeping error.

Facts

Petitioner, Corn Exchange Bank, operated on a cash receipts and disbursements
basis.  In  June 1943,  a  discrepancy of  approximately  $2,100 arose between the
bank’s  individual  and  general  ledgers.  Subsequent  investigation  reduced  this
discrepancy to $1,726.50, attributed to mechanical and mathematical errors which
were corrected. The remaining discrepancy was determined not to be on the deposit
side  of  the  ledger.  The  bank’s  records,  except  for  cashed  checks  returned  to
depositors, were examined. The bank concluded the remaining discrepancy was due
to cashed checks lost or returned before being charged to depositor accounts.

Procedural History

This case originated before the Tax Court of the United States. The court reviewed
the  evidence  and  arguments  presented  by  the  petitioner  and  the  respondent
(presumably the Commissioner of Internal Revenue).

Issue(s)

1. Whether the discrepancy of $1,726.50 constituted a “loss sustained during the
taxable year” deductible under Section 23(f) of the Internal Revenue Code for a cash
basis taxpayer.

Holding

1. Yes, because the evidence showed the bank made actual cash payments for the
checks, and the loss of the checks prevented the bank from reimbursing itself by
charging depositors’ accounts. This constituted a realized loss in the taxable year.

Court’s Reasoning
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The court emphasized that the stipulation regarding the general ledger being in
balance eliminated it  as a source of error.  The investigation and elimination of
mathematical errors narrowed the discrepancy down to the lost checks. The court
inferred from the evidence that the final discrepancy was solely due to “the loss or
return of checks paid by petitioner before they had been charged to the proper
individual accounts of the depositors.”

The court distinguished cases cited by the respondent where charge-offs to balance
books were insufficient for a loss deduction, noting that in those cases, the actual
loss was not established. Here, the court found the evidence demonstrated an actual
loss. The court rejected the respondent’s argument that the loss was not realized
until  a  depositor  withdrew more  than  entitled,  stating,  “That  theory  obviously
ignores the fact that the petitioner actually made cash payments for the checks
which were lost or returned before they had been charged to the depositors.”

The court reasoned that the “loss or return of the checks rather than the charge
made against petitioner’s undivided profits account was the event which fixed the
petitioner’s actual loss under the statute, and closed the transaction beginning with
its payment of the checks.” The charge-off was considered evidence supporting the
bank’s judgment that an irrecoverable loss occurred in the taxable year. The court
likened the situation to a debt made uncollectible by bankruptcy,  citing United
States v. White Dental Mfg. Co., 274 U. S. 398, emphasizing the loss of control and
reasonable expectation of recovery.

Practical Implications

This case clarifies that for cash basis taxpayers, a loss is deductible when an actual
cash  outlay  is  made and becomes irrecoverable  due  to  circumstances  like  lost
documentation, even if stemming from an initial bookkeeping error. It highlights
that the key is the actual economic outlay and the demonstrable loss of the ability to
recover those funds. This ruling is significant for financial institutions and other
cash basis businesses, allowing them to deduct losses arising from similar situations
in the year the loss is realized and becomes reasonably certain, rather than waiting
for uncertain future events. This case emphasizes the importance of documenting
actual cash disbursements and the circumstances leading to the irrecoverability of
funds for establishing a deductible loss.


