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Security Bank S. S. B. & Subsidiaries, f. k. a. Security Savings and Loan
Association & Subsidiaries v. Commissioner of Internal Revenue, 105 T. C.
101 (1995)

Recovery of unpaid interest from the sale of foreclosure properties by a savings and
loan association must be reported as ordinary income, not as a credit to a bad debt
reserve.

Summary

Security Bank S. S. B. , a savings and loan association, acquired properties through
foreclosure and sold them at a gain. The key issue was whether the recovery of
previously  unpaid  interest  upon  sale  should  be  treated  as  ordinary  income  or
credited to the bank’s bad debt reserve. The Tax Court held that such recovered
interest must be reported as ordinary income, as it represents a payment on the
underlying  indebtedness.  This  ruling  aligns  with  prior  appellate  decisions  and
emphasizes  that  interest  retains  its  character  as  ordinary  income  even  when
recovered through property sales.

Facts

Security Bank S. S. B. , a Wisconsin-based savings and loan association, acquired
properties  through foreclosure  or  deeds  in  lieu  of  foreclosure  when borrowers
defaulted  on  mortgage loans.  At  the  time of  acquisition,  there  was  substantial
unpaid interest on these loans. The bank subsequently sold these properties at a
gain,  recovering  some  of  the  previously  unpaid  interest.  The  Commissioner  of
Internal Revenue asserted that this recovered interest should be treated as ordinary
income rather than a credit to the bank’s bad debt reserve.

Procedural History

The case was brought before the United States Tax Court after the Commissioner
determined deficiencies in the bank’s federal income tax for the fiscal years ending
June 30, 1985, 1986, 1987, and 1988. The Tax Court, in a case of first impression for
that  court,  upheld the Commissioner’s  position that  recovered interest  must be
reported as ordinary income.

Issue(s)

1. Whether amounts representing the recovery of unpaid interest on the sale of
foreclosure properties by a savings and loan association are currently taxable as
ordinary income.

2. Whether such recovered interest can be treated as credits to a bad debt reserve.

Holding
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1. Yes, because the recovery of unpaid interest upon sale of foreclosure properties
represents a payment on the underlying indebtedness and must be reported as
ordinary income under Section 595(b) of the Internal Revenue Code.

2. No, because the interest, once recovered, retains its character as ordinary income
and cannot be treated as a credit to the bad debt reserve.

Court’s Reasoning

The court applied Section 595 of the Internal Revenue Code, which postpones the
recognition of gain or loss from foreclosure until  the property’s sale. The court
reasoned that  the term “amount realized” in Section 595(b)  includes recovered
interest, and this must be treated as a payment on the indebtedness. The court
emphasized that the foreclosure property must have the same characteristics as the
indebtedness it secured, including the ability to produce interest. This interpretation
was supported by prior appellate court decisions such as Gibraltar Fin. Corp. of
California v. United States and First Charter Fin. Corp. v. United States, which held
that recovered interest is taxable as ordinary income. The court rejected the bank’s
argument that the regulations limited “amount realized” to a recovery of capital,
finding  that  the  statutory  language  and  legislative  intent  required  treating
recovered interest as ordinary income. The court also noted the disparity that would
result  between cash and accrual  method taxpayers  if  the  bank’s  position were
upheld.

Practical Implications

This decision clarifies that savings and loan associations must report recovered
interest from the sale of foreclosure properties as ordinary income, not as a credit to
their bad debt reserve. This ruling impacts how similar cases should be analyzed,
requiring institutions to carefully track and report interest recovered upon the sale
of  foreclosed  properties.  It  changes  legal  practice  in  tax  accounting  for  such
institutions, necessitating adjustments in their tax planning and reporting strategies.
The decision may affect the financial planning of savings and loan associations,
potentially  influencing their  decisions on when to foreclose and sell  properties.
Subsequent cases, such as Allstate Savings & Loan Association v. Commissioner and
First Federal Savings & Loan Association v. United States, have distinguished this
ruling in addressing different aspects of Section 595, but the principle regarding
interest recovery remains a guiding precedent for tax practitioners and financial
institutions dealing with foreclosure properties.


