Allstate Savings & Loan Association, Successor in Interest to Metropolitan
Savings & Loan Association of Los Angeles, Petitioner v. Commissioner of
Internal Revenue, Respondent, 68 T. C. 310 (1977)

Expenses incurred by savings and loan associations in selling foreclosed property
must be accounted for through adjustments to the reserve for losses on qualifying
loans rather than being separately deductible as ordinary business expenses.

Summary

Allstate Savings & Loan Association challenged the IRS’s denial of deductions for
expenses incurred in selling foreclosed property in 1968 and 1969. The Tax Court
held that these expenses, such as brokerage commissions and other selling costs,
were not deductible under IRC section 162(a) as ordinary business expenses.
Instead, they must be treated as costs reducing the amount applied to the
borrower’s indebtedness and thus charged to the association’s reserve for losses
from qualifying real property loans under IRC section 595. This ruling reflects a
comprehensive approach to foreclosure costs, treating them as part of the overall
bad debt reserve accounting rather than as separate business expenses.

Facts

Metropolitan Savings & Loan Association, later succeeded by Allstate Savings &
Loan Association, was a California-based savings and loan association. During 1968
and 1969, Metropolitan sold foreclosed properties acquired through nonjudicial
foreclosure proceedings due to borrowers’ defaults. In these years, Metropolitan
deducted $223,546 and $37,764 respectively as ordinary and necessary business
expenses under IRC section 162(a) for the costs associated with selling these
properties, including brokerage commissions and other direct selling expenses. The
IRS challenged these deductions, asserting that such expenses should instead be
accounted for under the association’s bad debt reserve as per IRC section 595.

Procedural History

The IRS issued a notice of deficiency to Metropolitan in 1973, disallowing the
deductions for selling expenses and requiring them to be treated under the reserve
method. Allstate, as the successor in interest, petitioned the U. S. Tax Court to
contest these determinations. The Tax Court, in its 1977 decision, upheld the IRS’s
position, ruling that the selling expenses must be accounted for through adjustments
to the reserve for losses on qualifying real property loans.

Issue(s)

1. Whether the expenses incurred by a savings and loan association in selling
foreclosed property are deductible under IRC section 162(a) as ordinary and
necessary business expenses?
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2. Whether such expenses must be accounted for through charges or credits to the
association’s reserve for losses on qualifying real property loans pursuant to IRC
section 5957

Holding

1. No, because these expenses are inherently capital in nature and must be
considered as part of the overall cost of the foreclosed property, affecting the
reserve for losses rather than being separately deductible.

2. Yes, because IRC section 595 intends to treat the foreclosure, acquisition, and
resale of property as a single transaction, with all related costs impacting the bad
debt reserve.

Court’s Reasoning

The Tax Court reasoned that the purpose of IRC sections 593 and 595 was to
streamline the tax treatment of foreclosures by savings and loan associations. The
court emphasized that these sections were designed to treat foreclosure and the
subsequent sale of property as a single transaction, with all costs and proceeds
affecting the bad debt reserve rather than creating separate taxable events. The
court rejected Allstate’s argument that selling expenses should be deductible under
IRC section 162(a), finding that such expenses were inherently capital in nature and
should be treated similarly to acquisition costs, which are added to the basis of the
foreclosed property. The court further noted that allowing deductions for selling
expenses would contradict the legislative intent to avoid erratic tax results based on
the nature of the association’s activities at the time of sale. The court also
considered that the regulations under IRC section 595, while not explicitly
addressing selling expenses, implied that all costs related to the foreclosure and
disposal of property should be accounted for through the bad debt reserve.

Practical Implications

This decision has significant implications for how savings and loan associations
account for the costs of foreclosures. It requires associations to treat all foreclosure-
related expenses, including selling costs, as part of the reserve for losses on
qualifying loans rather than as separate business deductions. This approach
simplifies tax accounting by treating the entire foreclosure process as a single
transaction, reducing the potential for multiple taxable events. For legal
practitioners and tax advisors, this case underscores the importance of
understanding the comprehensive treatment of foreclosure costs under IRC sections
593 and 595. It may also influence future IRS guidance and court decisions
regarding the treatment of similar expenses in other contexts, such as in the sale of
assets in liquidation. Additionally, this ruling may encourage savings and loan
associations to closely monitor and manage their bad debt reserves to account for all
costs associated with foreclosures.
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