24 T.C. 429 (1955)

A bank must generally use its own historical bad debt experience to calculate
additions to its bad debt reserve for tax purposes, unless it is a newly organized
bank or lacks sufficient experience to compute its own average.

Summary

The First National Bank of La Feria challenged the Commissioner of Internal
Revenue’s determination of tax deficiencies for 1947 and 1948. The bank argued it
should be allowed to use the bad debt experience of another bank in the locality, due
to changes in its loan policies. The Tax Court held that the bank was required to use
its own experience in determining its bad debt reserve, as it had been in existence
for over 20 years and could compute its own 20-year moving average. The court
found the Commissioner’s determination was not arbitrary or unreasonable.

Facts

First National Bank of La Feria, organized in 1925, sought to use the bad debt loss
experience of another bank (First National Bank of Mercedes) to compute its bad
debt reserve for the tax years 1947 and 1948. The bank had changed ownership in
1943, leading to a more liberal loan policy and a desire to account for potentially
higher future losses. The IRS allowed the bank to use the reserve method but
required that it use its own 20-year loss history to determine the reserve. The IRS
calculated lower deductions than the bank claimed, based on the Bank’s own loss
history.

Procedural History

The case originated in the United States Tax Court, where the bank challenged the
IRS’s determination of tax deficiencies. The Tax Court reviewed the IRS’s decision
and the bank’s argument concerning the use of another bank’s loss experience. The
Court sided with the IRS.

Issue(s)

Whether the First National Bank of La Feria was entitled to use the bad debt
experience of another bank in the locality to determine additions to its reserve for
bad debts.

Holding

No, because the bank had been in existence for over 20 years and was capable of
computing its own 20-year moving average loss ratio, the bank was required to use
its own experience.

Court’s Reasoning
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The court relied on the IRS’s ruling, which stated that banks should generally use
their own experience to determine additions to their bad debt reserves. The ruling
provided that a bank could use a substituted experience only if newly organized or if
it lacked sufficient years of experience to calculate its own average. Because the
bank had over 20 years of experience, it was required to use its own data. The court
found the IRS’s determination was not arbitrary or unreasonable, as the bank’s
actual loss percentages were far less than the amounts it was trying to deduct, and
the IRS’s approach, using the bank’s actual loss history, was consistent with the
regulations.

Practical Implications

This case emphasizes the importance of a bank’s own historical data in calculating
bad debt reserves for tax purposes. It underscores the requirement to use a bank’s
own 20-year moving average unless the bank is new or lacks sufficient history. This
ruling reinforces the Commissioner’s authority to determine what constitutes a
“reasonable” addition to a bad debt reserve, provided that determination is not
arbitrary or unreasonable. Banks must maintain accurate records of their loan and
loss history to support their deductions. Subsequent cases have followed this ruling,
and the principle of using a bank’s own experience remains relevant.
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