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Mill Factors Corp. v. Commissioner, 14 T.C. 1366 (1950)

A reasonable  addition  to  a  reserve  for  bad  debts  is  determined  based  on  the
taxpayer’s  business,  general  economic  conditions,  past  experience,  the  existing
reserve, and all other relevant factors as they appear at the time the estimate is
made.

Summary

Mill  Factors  Corp.,  a  factoring  business,  sought  to  deduct  $161,353.83  as  an
addition  to  its  bad  debt  reserve  for  1942.  The  Commissioner  allowed  only
$21,573.17. The Tax Court upheld the Commissioner’s determination, finding that
the  existing  reserve,  along  with  the  allowed  addition,  was  sufficient  to  cover
reasonably foreseeable losses. The court emphasized that while past experience is
relevant,  the  reasonableness  of  an  addition  must  be  judged  by  the  conditions
prevailing  during  the  taxable  year,  and  subsequent  years’  experience  can  also
inform this determination.

Facts

Mill  Factors Corp.  engaged in the factoring business,  making loans secured by
inventories and purchasing accounts receivable. They primarily served the textile
industry, operating on small profit margins. At the start of 1942, their bad debt
reserve  was  $107,097.83.  The  company  claimed  that  a  $250,000  reserve  was
necessary due to anticipated post-war economic downturn, based on experiences
after World War I. Accounts receivable at the end of 1942 totaled $7,863,200, and
gross credit sales for that year were $54,755,100.

Procedural History

Mill Factors Corp. deducted $21,573.17 for bad debt reserves in its 1942 tax return,
which  the  Commissioner  allowed.  The  company  then  claimed  an  additional
$161,353.83 deduction was warranted, which the Commissioner denied. The Tax
Court reviewed the Commissioner’s determination.

Issue(s)

Whether the Commissioner erred in disallowing a deduction of $161,353.83 as an
addition to Mill Factors Corp.’s reserve for bad debts for the taxable year 1942.

Holding

No, because the existing reserve, as increased by the amount already allowed by the
Commissioner, was adequate to cover reasonably foreseeable bad debts in 1942,
considering the economic conditions and the company’s collection experience.

Court’s Reasoning
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The court considered the company’s past experience, which showed net bad debt
losses averaging 2.10% of outstanding accounts receivable. However, it emphasized
that a formula reasonable in one period might not be suitable for another, citing
Black Motor Co.  The court found the existing reserve of $110,219.34 (after the
addition allowed by the Commissioner) sufficient, representing approximately 1.40%
of  receivables.  This  was ample  given the favorable  economic  conditions  during
wartime and the company’s improved collection rates. While the company’s officers
anticipated post-war losses, they failed to demonstrate a reasonable expectation of
losses exceeding the existing reserve during 1942. The court also noted that the
company’s actual losses in the years immediately following 1942 were minimal,
further  supporting  the  conclusion  that  the  reserve  was  adequate.  The  court
referenced Farmville Oil & Fertilizer Co. v. Commissioner, noting that subsequent
year’s losses could be used to evaluate the reasonableness of the deduction. The
Court stated, “A bad debt reserve is an estimate of the future losses which it is
assumed will  result  from current business debts.  The estimate of  the bad debt
reserve required for any year must be measured by the conditions as they appear at
the time the estimate is made.”

Practical Implications

This case underscores the importance of contemporaneous evidence in justifying
additions to bad debt reserves. Taxpayers must demonstrate a reasonable basis for
anticipating  losses  based  on  the  specific  economic  conditions  and  collection
experience  of  the  taxable  year.  While  past  experience  is  a  factor,  it  is  not
determinative.  The  case  also  highlights  the  Commissioner’s  broad discretion  in
determining  the  reasonableness  of  bad  debt  reserve  additions  and  the  role  of
subsequent events in evaluating the accuracy of those estimates. It guides legal
practitioners to thoroughly analyze economic forecasts, industry-specific trends, and
company-specific  collection  data  when  advising  clients  on  bad  debt  reserve
strategies and in defending such deductions against IRS scrutiny.


