Commercial Savings & Loan Association v. Commissioner, 53 T. C. 14 (1969)

A building and loan association must establish and maintain bad debt reserves in a
timely manner to be eligible for deductions under section 593 of the Internal
Revenue Code.

Summary

In Commercial Sav. & Loan Asso. v. Commissioner, the Tax Court ruled that Allied
Building and Loan Association could not claim deductions for additions to its bad
debt reserves for 1963 and 1964 because it failed to establish the reserves required
by section 593 of the Internal Revenue Code until 23 months and 11 months after
the respective tax years. The court emphasized that strict compliance with the
statute’s timing requirements is necessary for claiming such deductions. The
decision underscores the importance of timely adherence to statutory provisions
governing bad debt reserves for building and loan associations, impacting how
similar institutions must manage their tax obligations.

Facts

Allied Building and Loan Association, which merged into Commercial Savings &
Loan Association, claimed deductions for additions to its bad debt reserves for the
years 1963 and 1964. These deductions were credited to accounts required by state
and federal regulations. However, Allied did not establish the reserves mandated by
the amended section 593 of the Internal Revenue Code until December 1965, and
did not allocate its pre-1963 reserves until March 1966. The Commissioner
disallowed these deductions, asserting that Allied failed to establish the required
reserves within a reasonable time after the end of the taxable years.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Allied’s income
taxes for 1963 and 1964 and disallowed the claimed deductions for additions to bad
debt reserves. Allied, succeeded by Commercial Savings & Loan Association,
petitioned the United States Tax Court for review. The Tax Court upheld the
Commissioner’s determination, ruling in favor of the respondent.

Issue(s)

1. Whether Allied Building and Loan Association is entitled to deductions for
additions to its bad debt reserves for the taxable years 1963 and 1964 under section
593 of the Internal Revenue Code, as amended by the Revenue Act of 1962.

Holding

1. No, because Allied failed to establish the reserves required by section 593 within
a reasonable time after the close of the taxable years 1963 and 1964, delaying
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establishment until December 1965 and allocation until March 1966.
Court’s Reasoning

The Tax Court reasoned that section 593, as amended, requires building and loan
associations to establish and maintain specified reserves for bad debts. The court
noted that Allied did not comply with these requirements until well after the taxable
years in question, which was not within a reasonable time as required by the statute
and related regulations. The court cited previous cases like Rio Grande Building &
Loan Association to support the principle that deductions for bad debt reserves are
contingent upon timely and actual transfers to reserve accounts. The court rejected
Allied’s argument that its established reserves merely needed realignment,
emphasizing that the failure to establish the new reserves in a timely manner
precluded any deductions. The court also highlighted that Congress intended strict
compliance with the amended provisions to ensure that tax privileges are not
abused.

Practical Implications

This decision has significant implications for building and loan associations seeking
to claim deductions for bad debt reserves. It underscores the necessity of strict and
timely compliance with statutory requirements for establishing and maintaining
such reserves. Legal practitioners advising these institutions must ensure that
clients establish the required reserves promptly after the close of each taxable year
to avoid disallowance of deductions. The ruling affects how similar cases should be
analyzed, emphasizing the importance of form and timing in tax law. It may also
influence business practices within the industry, prompting more diligent attention
to the establishment of reserves in accordance with tax law changes. Subsequent
cases involving similar issues have referenced this decision to affirm the need for
timely establishment of reserves.
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