First National Bank of Chicago v. Commissioner, 64 T. C. 1001 (1975)

Trust department advances to cover overdrafts can be included in the loan base for
computing bank’s bad debt reserve under the uniform reserve ratio method.

Summary

In First National Bank of Chicago v. Commissioner, the U. S. Tax Court held that
trust department advances (TDA’s), which were cash payments made by the bank’s
trust department on behalf of trusts it administered, were loans that could be
included in the bank’s loan base for calculating additions to its bad debt reserve.
The bank had been using the uniform reserve ratio method to compute its reserve,
and the court found that including the TDA’s was consistent with this method, as
these advances represented actual loans made by the bank with an expectation of
reimbursement. The decision underscores the importance of the nature of the
obligation and the element of risk involved in determining eligibility for inclusion in
the loan base.

Facts

The First National Bank of Chicago administered numerous trusts through its trust
department. When making cash payments on behalf of these trusts, if the payment
exceeded the balance in the trust’s income or principal account, the trust
department would obtain the necessary funds from the bank’s commercial loan
department. These transactions, known as trust department advances (TDA’s), were
recorded as receivables on the bank’s books. The bank included the balance of these
TDA’s in its loan base when calculating additions to its bad debt reserve under the
uniform reserve ratio method for the year 1968.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the bank’s 1968
federal income tax, disallowing the portion of the deduction claimed for additions to
its bad debt reserve that included TDA’s in the loan base. The bank petitioned the U.
S. Tax Court for a redetermination of the deficiency. The court reviewed the bank’s
method of computing its bad debt reserve and the eligibility of TDA’s for inclusion in
the loan base.

Issue(s)

1. Whether trust department advances (TDA’s) constitute loans for the purpose of
inclusion in the bank’s loan base under the uniform reserve ratio method.

2. Whether the inclusion of TDA’s in the loan base for computing additions to the
bad debt reserve was proper under the uniform reserve ratio method.

Holding
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1. Yes, because TDA'’s represented cash payments made on behalf of trusts with an
expectation of reimbursement, fitting the definition of a loan.

2. Yes, because the TDA’s were loans placed at risk by the bank, making them
eligible for inclusion in the loan base for computing the bad debt reserve under the
uniform reserve ratio method.

Court’s Reasoning

The court applied the definition of a loan, stating it involves the delivery of money
with an expectation of repayment. TDA’s met this definition as they were cash
payments made with an expectation of reimbursement. The court further reasoned
that the TDA’s were not excluded from the loan base by Rev. Rul. 68-630, as they
were not related to the bank’s trading or investment activities but were customer
loans. The court also emphasized the element of risk involved in TDA’s, as the bank
did not have immediate control over cash items to reimburse itself unilaterally. The
court cited previous cases to support its conclusion that loans entail risk when the
bank advances funds without controlling cash items or balances to reduce the
indebtedness. The court’s decision was influenced by the policy of ensuring that the
bad debt reserve reflects the bank’s actual risk exposure.

Practical Implications

This decision clarifies that banks may include trust department advances in their
loan base when calculating additions to their bad debt reserves under the uniform
reserve ratio method. It highlights the importance of understanding the nature of
obligations and the element of risk in determining what constitutes a loan for tax
purposes. Legal practitioners should consider this ruling when advising banks on
their tax planning and reserve calculations, ensuring that similar advances are
treated as loans if they meet the criteria established by the court. The decision may
also influence how banks manage their trust department operations, as it allows
them to account for potential losses from these advances in their bad debt reserves.
Subsequent cases may reference this ruling when addressing issues related to the
composition of a bank’s loan base for tax purposes.
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