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Central Pennsylvania Savings Association and Subsidiaries v. Commissioner
of Internal Revenue, 104 T. C. 384 (1995)

Net operating losses must be taken into account when calculating additions to bad
debt reserves under the percentage of taxable income method.

Summary

In Central Pennsylvania Savings Association v. Commissioner, the court addressed
whether  net  operating  losses  (NOLs)  should  be  considered  when  calculating
additions to a bad debt reserve under the percentage of taxable income method for
mutual  savings  banks.  The  Tax  Court  had  previously  invalidated  a  regulation
requiring the inclusion of NOLs in this calculation, but reversed its stance after
three Courts of Appeals upheld the regulation. The court found that despite its
reservations,  it  must  defer  to  the  appellate  courts’  decisions  affirming  the
regulation’s validity. This case underscores the necessity for banks to include NOLs
in their bad debt reserve calculations and highlights the deference courts must show
to appellate court decisions.

Facts

Central  Pennsylvania  Savings  Association  (CPSA),  a  mutual  savings  and  loan
association, calculated its additions to the bad debt reserve using the percentage of
taxable income method under section 593(b)(2)(A) of the Internal Revenue Code.
CPSA did not consider net operating losses (NOLs) in its taxable income calculations
for this purpose, as per the regulation in effect before 1978. The IRS challenged this
practice, asserting that a 1978 regulation required the inclusion of NOLs in these
calculations. CPSA sought to uphold the pre-1978 regulation, arguing it reflected
Congress’s intent.

Procedural History

The  Tax  Court  initially  invalidated  the  1978  regulation  requiring  NOLs  to  be
included in the calculation of taxable income for bad debt reserves in Pacific First
Federal Savings Bank v. Commissioner (1990). Subsequent appeals led to reversals
by the Sixth, Seventh, and Ninth Circuits, which upheld the validity of the 1978
regulation. In response to these appellate decisions, the Tax Court reconsidered its
stance and affirmed the regulation in the present case.

Issue(s)

1. Whether the regulation requiring the inclusion of NOLs in the calculation of
taxable income for the purpose of determining additions to bad debt reserves under
section 593(b)(2)(A) is valid.

Holding



© 2025 SCOTUSreports.com. All rights reserved. | 2

1. Yes, because three Courts of Appeals have upheld the regulation as a reasonable
interpretation of the statute, and the Tax Court must defer to these decisions despite
its reservations about the regulation’s alignment with congressional intent.

Court’s Reasoning

The court acknowledged the complexity of the statutory scheme surrounding section
593 and the absence of clear congressional intent in the statute or legislative history
regarding the treatment of NOLs. The Tax Court had previously relied on implied
congressional  intent  to  invalidate  the  regulation,  believing  that  Congress  had
considered  the  pre-1978  regulation  when  amending  the  statute.  However,  the
appellate  courts  criticized  this  approach,  emphasizing  the  lack  of  explicit
congressional reference to the regulation. The Tax Court ultimately deferred to the
appellate  courts’  decisions,  which  held  that  the  regulation  was  a  permissible
interpretation of the statute. The court noted its reservations about the Treasury’s
rationale  for  reversing  the  regulation  but  concluded  that  the  appellate  courts’
consistent rulings made its previous position untenable.

Practical Implications

This decision mandates that mutual savings banks include NOLs when calculating
additions to their bad debt reserves under the percentage of taxable income method.
Legal  practitioners  must  advise  clients  in  this  sector  accordingly,  ensuring
compliance with the regulation. The case also illustrates the deference that lower
courts must show to appellate court decisions, even when they have reservations
about the statutory interpretation. Future cases involving similar regulatory changes
will likely be influenced by this precedent, emphasizing the importance of appellate
court decisions in shaping tax law. Additionally, this ruling impacts how mutual
savings  banks  manage  their  tax  liabilities  and  reserve  strategies,  potentially
affecting their financial planning and reporting practices.


