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ends within 12 months immediately
preceding the beginning of the first
taxable year of the taxpayer, which are
equal in number to six minus the num-
ber of authorization years of the tax-
payer.

(7) Comparable bank. For purposes of
this section, the term comparable bank
means all the financial institutions de-
scribed in §1.585-1 located within the
same Federal Reserve district.

(8) Average loans outstanding. For pur-
poses of this section, the term average
loans outstanding means the sum of the
loans outstanding at the close of each
taxable year of a period divided by the
number of taxable years in such period.

(9) Adjusted for recoveries of bad debts.
For purposes of this section, the term
adjusted for recoveries of bad debts means
an adjustment for the full amount re-
covered with respect to bad debts pre-
viously charged to the reserve during
any of the applicable taxable years.

(Sec. 585(b)(4), of the Internal Revenue Code
of 1954 (83 Stat. 618; (26 U.S.C. 585(b)(4))))

[T.D. 7532, 43 FR 3109, Jan. 23, 1978, as amend-
ed by T.D. 7835, 47 FR 42342, Sept. 27, 1982;
T.D. 8513, 58 FR 68757, Dec. 29, 1993]

§1.585-3 Special rules.

(a) Treatment of reserve. For taxable
years beginning after July 11, 1969, if a
financial institution to which section
585 and §1.585-1 apply establishes a re-
serve pursuant to section 585(a) (or, for
taxable years beginning before January
1, 1987, section 166(c)), any bad debt in
respect of a loan (whether or not such
loan is an eligible loan) must be
charged to the reserve for losses on
loans provided for by §1.585-1 for the
taxable year in which the bad debt oc-
curs. For such a year, any recovery of
a bad debt previously charged to the
reserve account in respect of a loan
(whether or not such loan is an eligible
loan) must be credited to such reserve
in the taxable year of recovery regard-
less of whether such credit causes the
reserve to exceed the permissible
amount. If, as a result of net recoveries
during the taxable year, the reserve
balance exceeds the permissible
amount, a taxpayer is not required to
report the excess as taxable income. In
such a case, the excess over the other-
wise permissible amount in the reserve
account precludes current reasonable
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additions to the reserve and may affect
future reasonable additions. Recoveries
of bad debts which were not charged to
the reserve shall not be credited to
such reserve, but shall be treated as
taxable income subject to the provi-
sions of section 111. No item other than
a loan as defined in §1.585-2 (e)(2) shall
be charged to the reserve for losses on
loans.

(b) Accounting for reserve. A financial
institution to which section 585 and
§1.585-1 apply which establishes a re-
serve pursuant to section 585(a) (or, for
taxable years beginning before January
1, 1987, section 166(c)) shall establish
and maintain a permanent record of
such reserve. Copies of Federal income
tax returns and amended returns with
attached schedules satisfy the require-
ments of this paragraph provided that
such returns are permanently main-
tained by the financial institution and
the balance of the reserve for losses on
loans established pursuant to section
585(a) (or former section 166(c)) can be
readily reconciled with the reservefor
losses on loans maintained by the fi-
nancial institution for financial state-
ment purposes. The requirements of
this paragraph would also be satisfied
if a financial institution establishes
and maintains a permanent subsidiary
ledger reflecting an account for the re-
serve for losses on loans established
pursuant to section 585(a) (or former
section 166(c)) provided the balance in
such account can be readily reconciled
with the balance of the reserve for
losses on loans for financial statement
purposes maintained in any other ledg-
er. The permanent records maintained
pursuant to this section must reflect
any changes in the amount initially
added to the reserve for losses on loans
and the amount finally determined by
the taxpayer to be a reasonable addi-
tion to the reserve for losses on loans.

(Sec. 585(b)(4), of the Internal Revenue Code
of 1954 (83 Stat. 618; (26 U.S.C. 585(b)(4))))

[T.D. 7532, 43 FR 3114, Jan. 23, 1978, as amend-

ed by T.D. 8513, 58 FR 68757, Dec. 29, 1993]

§1.585-4 Reorganizations and asset ac-
quisitions.

(a) In general. In computing a reason-
able addition to the reserve for losses
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on loans for the first taxable year end-
ing after a transaction to which sec-
tion 381(a) applies and for subsequent
taxable years, the separate reserves for
losses on loans, the amount of loans
outstanding, the total bad debts sus-
tained (adjusted for recoveries), and
the amount of eligible loans out-
standing of the distributor or trans-
feror corporation and the acquiring
corporation (or, in the case of a con-
solidation, the transferor corporations)
shall be combined for all applicable
years. Thus, for example, in applying
§1.585-2(c)(1)(i) for the first taxable
year ending after the distribution or
transfer, the total bad debts sustained
during the 5 preceding taxable years
are the sum of the bad debts sustained
by the acquiring corporation for the 5
preceding taxable years and bad debts
sustained by the distributor or trans-
feror corporation for the taxable year
ending on the date of distribution or
transfer and the 4 preceding taxable
years.

(b) Base year and base year amounts of
acquiring corporation—(1) Base year. For
transactions to which section 381(a) ap-
plies, the base year of the acquiring
corporation for the first taxable year
ending after the date of distribution or
transfer shall be the last taxable year
ending on or before the date of dis-
tribution or transfer. The balance of
the reserve, the amount of loans out-
standing, and the amount of eligible
loans outstanding at the close of such
base year shall be determined in ac-
cordance with the provisions of sub-
paragraph (2)(i) of this paragraph. For
taxable years subsequent to the first
taxable year ending after the date of
distribution or transfer, the base year
of the acquiring corporation shall be
the more recent of the base year pro-
vided by the first sentence of this sub-
paragraph or the base year provided by
§1.585-2(e)(1). If §1.585-2(e)(1) provides
the more recent base year, the balance
of the reserve for losses on loans, the
amount of loans outstanding, and the
amount of eligible loans outstanding
shall be determined at the close of such
base year without regard to this para-
graph.

(2) Base year amounts—(i) Method of
determination. The balance of the re-
serve for losses on loans, the amount of
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loans outstanding, and the amount of
eligible loans outstanding at the close
of the base year provided by the first
sentence of subparagraph (1) of this
paragraph shall be the total of such
amounts of the distributor or trans-
feror corporation and the acquiring
corporation (or, in the case of a con-
solidation, the transferor corporations)
at the close of what would have been
their respective base years determined
under §1.585-2(e)(1) if the distribution
or transfer to which section 381(a) ap-
plies had not occurred, except that the
method (experience or percentage) used
or adopted by the acquiring corpora-
tion to determine its reasonable addi-
tion to a reserve for losses on loans for
the first taxable year ending after the
date of the distribution or transfer
shall be considered to be the method
that the distributor or transferor cor-
poration (or, in the case of a consolida-
tion, that the transferor corporation)
would have used or adopted for its first
taxable year ending after the date of
distribution or transfer if the distribu-
tion or transfer had not occurred.

(ii) Examples. The application of the
rule provided by this subparagraph
may be illustrated by the following ex-
amples:

Example 1. The X Corporation and the Y
Corporation are commercial banks both of
which have a calendar year as a taxable
year. Both X and Y adopted the reserve
method of accounting for bad debts prior to
July 11, 1969. For the taxable year 1970
through 1973, X and Y determined their rea-
sonable additions to a reserve for losses on
loans as defined in §1.585-2(e)(2) under the
percentage method. On June 30, 1974, the X
Bank is merged into the Y Bank; for its
short taxable year ending on June 30, 1974, X
determines its reasonable addition under the
percentage method. If, for the taxable year
ending on December 31, 1974 (the first taxable
year ending after the date of distribution or
transfer), Y determines its reasonable addi-
tion to a reserve for losses on loans under
the percentage method, then at the close of
the base year the reserve balance, the
amount of outstanding loans, and the
amount of eligible loans outstanding are the
sum of X’s and Y’s respective amounts at the
close of the taxable year endingDecember 31,
1969 (the base year of both X and Y deter-
mined under §1.585-2(e)(1) as if the distribu-
tion or transfer had not taken place). If, in-
stead of the above, Y adopts the experience
method of determining its reasonable addi-
tion to a reserve for losses for the taxable
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year 1974, than at the close of the base year
(1973) the reserve balances, the amount of
loans outstanding, and the amount of eligi-
ble loans outstanding are the sum of X’s re-
spective amounts at the close of its short
taxable year ending on June 30, 1974 (X’s last
taxable year before its (Y’s) most recent
adoption of the experience method) and of
Y’s respective amounts at the close of its
taxable year 1973 (Y’s last taxable year be-
fore its most recent adoption of the experi-
ence method).

Example 2. The M Corporation and the N
Corporation are commercial banks. M has a
fiscal year ending September 30, as its tax-
able year and N has a calendar year as its
taxable year. Both M and N adopted the re-
serve method of accounting for bad debts
prior to July 11, 1969. For the taxable years
ending in 1970, 1971, and 1972, M determined
its reasonable addition to a reserve for losses
under the percentage method; for the taxable
year ending in 1973 M adopted the experience
method. For the taxable years 1970 through
1973 N determined its reasonable addition
under the percentage method. M is merged
into N on June 30, 1974, and for its short tax-
able year ending on June 30, 1974, M deter-
mines its reasonable addition under the ex-
perience method. If, for the taxable year end-
ing on December 31, 1974 (thefirst taxable
year ending after the date of distribution or
transfer), N determines its reasonable addi-
tion to a reserve for losses under the per-
centage method, then at the close of the base
year (1973) the reserve balance, the amount
of loans outstanding, and the amount of eli-
gible loans outstanding are the sum of M’s
respective amounts at the close of (a) if M
had a reserve deficiency as of June 30, 1974,
its short taxable year ending on June 30, 1974
(M’s last taxable year before its (N’s) most
recent adoption of the percentage method),
or (b) if M did not have a reserve deficiency,
the taxable year ending on September 30,
1969, and N’s respective amounts at the close
of its taxable year 1979. If, instead of the
above, N adopts the experience method for
the taxable year 1974, then at the close of the
base year the reserve balance, the amount of
outstanding loans, and the amount of eligi-
ble loans outstanding are the sum of M’s re-
spective amounts at the close of its taxable
year ending on September 30, 1972 (the last
taxable year before M’s most recent adoption
of the experience method), and N’s respective
amounts at the close of the taxable year 1973
(the last taxable year ending before N’s most
recent adoption of the experience method).

(Sec. 585(b)(4), of the Internal Revenue Code
of 1954 (83 Stat. 618; (26 U.S.C. 585(b)(4))))

[T.D. 7532, 43 FR 3114, Jan. 23, 1978]
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§1.585-5 Denial of bad debt reserves
for large banks.

(a) General rule. For taxable years be-
ginning after December 31, 1986, a large
bank (as defined in paragraph (b) of
this section) may not deduct any
amount under section 585 or any other
section for an addition to a reserve for
bad debts. However, for these years, ex-
cept as provided in §1.585-7, a large
bank may deduct amounts allowed
under section 166(a) for specific debts
that become worthless in whole or in
part. Any large bank that maintained a
reserve for bad debts under section 585
for the taxable year immediately pre-
ceding its disqualification year (as de-
fined in paragraph (d)(1) of this sec-
tion) must follow the rules prescribed
by §1.585-6 or §1.585-7 for changing
from the reserve method of accounting
for bad debts that is allowed by section
585, to the specific charge-off method of
accounting for bad debts, in its dis-
qualification year. However, except as
may be provided otherwise in regula-
tions prescribed under section 593, the
rules prescribed by §§1.585-6 and 1.585-7
do not apply to a large bank that main-
tained a reserve for bad debts under
section 593 for the taxable year imme-
diately preceding its disqualification
year.

(b) Large bank—(1) General definition.
For purposes of this section, a large
bank is any institution described in
§1.585-1(b)(1) (i) or (ii) if, for the tax-
able year (or for any preceding taxable
year beginning after December 31,
1986)—

(i) The average total assets of the in-
stitution (determined under paragraph
(c) of this section) exceed $500,000,000;
or

ii) The institution is a member of a
parent-subsidiary controlled group (as
defined in paragraph (d)(2) of this sec-
tion) and the average total assets of
the group exceed $500,000,000.

(2) Large bank resulting from transfer
by large bank—(i) In general. If a cor-
poration acquires the assets of a large
bank (as defined in this paragraph (b))
in an acquisition to which paragraph
(b)(2) (ii), (iii) or (iv) of this section ap-
plies, the acquiring corporation (the
acquiror) is treated as a large bank for
any taxable year ending after the date
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