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INTRODUCTION
 FORMATION OF THE GROUP
 The Detroit District formed a Financial Group in 1986 when it recognized the need toimprove the quality of the examinations of both banking and insurance returns. Approximately one half of the agents in the group specialize in the audit of banks andsavings and loans. The other agents specialize in the examination of life and casualtyinsurance companies.
 There is no formal specialized training for agents who audit financial returns. Theagents learned to examine banks by studying the banking research services, byreviewing the ISP digest, and by working together. They regularly share with eachother what they learn. Additionally, close contact is maintained with the NationalBanking ISP, Savings and Loan ISP, and National Office personnel. The DetroitDistrict provides resources to attend ISP meetings and out-service seminars. Theyhave also funded subscriptions to bank tax research services and several banking tradepublications.
 Our Financial Group audits banks, savings and loans, and mortgage companies of allsizes, including several which are included in the Coordinated Examination Program(CEP). Industry issues and substantial "general" issues can be found in returns of anysize but are more prominent in cases where assets exceed one billion dollars.
 Through specialization, the group significantly improved the quality of bankexaminations because of:
 1. Improved communication
 2. Consistency in issue development
 3. More efficient use of audit time.
 This audit specialization guide was developed from information available in thefinancial group, from the Banking Industry Specialist, and from Internal RevenueAgents from around the country. Even though commercial banking is specificallyaddressed in this guide, many of the issues and techniques are appropriate for useduring the audit of savings and loans, mortgage companies, and finance companies.
 xiii
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UTILIZATION OF THE COMMERCIAL BANKING GUIDE
 The Commercial Banking Guide is intended to be a tool to assist Internal RevenueAgents who are not familiar with auditing bank returns. It is useful as a referenceduring pre-audit planning to identify potential issues. It will also assist you, theexaminer, in knowing the types of records and techniques necessary to identify anddevelop the issues. Also, familiarity with terminology unique to banking will enableyou to communicate more effectively with the taxpayers and representativesthroughout the audit process.
 This guide should not be used as your sole source of technical information, nor shouldcomplete reliance be placed on the suggested audit techniques. It is important tounderstand the merits of an issue so you can assess how much time anddocumentation is needed to develop the issue. The technical treatment of issues oftenchanges over time due to legislation, court cases, Revenue Rulings, etc. You maydetermine the current position on an industry issue by contacting the Banking IndustrySpecialist, Appeals ISP Coordinator, or Industry Counsel. Above all, continue to useyour imagination and initiative to identify and develop new issues which can beshared with the rest of us.
 We hope you find this guide useful. If you would like clarification of an examinationtechnique listed in the guide or have suggestions for improvements, you may contactthe Michigan District Market Segment Specialization Program Coordinator. Technical questions can be directed to your District ISP Coordinator. Questions onsignificant industry issues should be directed to the Commercial Banking IndustrySpecialist who is the focal point for all coordinated and other significant industryissues.
 xiv
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Chapter 1
 GENERAL OVERVIEW OF THE BANKING INDUSTRY
 DEFINITION OF A BANK
 Generally, the income and deductions of a banking entity are computed in the sameway as those of other corporations. They are also subject to the same federal incometax rates that apply to other corporations. The term "bank" in recent years has becomeincreasingly blurred, but is usually applied to any establishment engaged in thevarious functions associated with a bank. These functions include the receiving,collecting, lending, and servicing of money. IRC sections 581 through 585 providespecial rules directly applicable to the taxation of banks.
 Section 581 of the Internal Revenue Code provides us with a technical definition of abank.1
 EXTRACT
 IRC section 581
 For purposes of IRC sections 582 and 584, the term "bank" means a bank or trust companyincorporated and doing business under the laws of the United States (including laws relating to theDistrict of Columbia) or of any State, a substantial part of the business of which consists ofreceiving deposits and making loans and discounts, or of exercising fiduciary powers similar tothose permitted to national banks under authority of the Comptroller of the Currency, and which issubject by law to supervision and examination by State, or Federal authority having supervisionover banking institutions. Such term also means a domestic building and loan association.
 After reading the above paragraph you realize that the above definition of a bank issuperficial. You will recognize a bank when one is assigned to you. The examinationof a bank is different in some ways, as you will find out later in this guide. Yet, inmany other ways, bank examinations are similar to other examinations that you havealready come in contact with.
 1
 Banks may also engage in a broad range of securities dealing activities that could give rise to issues notdiscussed in this guide.
 1-1

Page 16
                        

Essentially, banks are categorized into two very broad groups: Commercial banksand noncommercial bank institutions, such as savings and loan associations, mutualsavings banks, and credit unions.
 Commercial banks are broken down into three separate classifications based on theauthority which chartered the bank:
 1. National Banks
 These are banks which are chartered by the Comptroller of the Currency andoperated under the supervision of the Federal Government. National banks arerequired to be members of the Federal Reserve system and to carry depositinsurance through the FDIC.
 2. State Member Banks
 These are banks which are chartered and regulated by their respective statebanking departments and have elected to join the Federal Reserve System. Allmember banks are required to carry deposit insurance and follow the regulationsof the FDIC, similar to that of a national bank.
 3. State Nonmember Banks
 These are banks that are chartered by the state banking departments and have notelected to join the Federal Reserve System. All nonmember banks are subjectonly to the state banking department regulations. The actual number of Statenonmember banks is relatively small.
 For tax purposes, banks receive yet another designation. A bank is treated as being alarge bank if, for any taxable year after December 31, 1986, the total assets of thebank exceed $500 million, or the bank is part of a controlled group and the group'saverage total assets exceed $500 million. The large bank category will be specificallydiscussed later in this guide.
 This MSSP guide is being written principally to address the issues unique to thecommercial banking industry, not those dealing with the examination of a Saving andLoan Association (S&L) or a Credit Union. An S&L, while similar to a bank in that itreceives deposits and makes loans to its customers, is not the same as a bank. Savings institutions, also known as thrifts, are defined in the IRC section 591(b)(mutual savings banks), IRC section 7701(a)(19) (domestic building and loanassociations) and IRC section 7701(a)(32) (cooperative banks). The rules governingan S&L are covered under IRC sections 591 through 597 and deal primarily with rulesapplicable to mutual saving banks, cooperative banks, or similar associations covered
 1-2
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under federal or state law. To qualify as a savings and loan association, at least 60percent of the total assets of such an entity must consist of qualifying assets, such as loans for residential real property. These entities qualify for benefits not available toa bank. Credit unions do not have capital stock. They are organized and operated formutual purposes and are exempt from tax under IRC section 501(c)(14). They alsoare not covered under this guide.
 See Exhibit 1-1 at the end of this chapter for a copy of a flow chart titled "How banksmake money." This chart provides a somewhat simplistic view of the operations of abank. However, it also provides a basic understanding of the flow of money throughthe bank and how the bank makes money from its customers' money. This basicinformation is essential during the examination of a bank.
 INDUSTRY REGULATION
 The banking industry is highly regulated. There are numerous state and federal lawsthat govern the industry. The enforcement of these banking laws is the responsibilityof various regulatory agencies, such as the Office of the Comptroller of the Currency(OCC), the Board of Governors of the Federal Reserve (FRB), the Federal DepositInsurance Company (FDIC), the Office of Thrift Supervision (OTS), and eachparticular state's governing authority.
 Regulations of the OCC, the FRB, the FDIC, and the OTS are codified in Title 12 ofthe Code of Federal Regulations. The various agencies clarify their policies andprovide guidance through the issuance of advisory letters, bulletins, manuals, newsreleases, etc. They also issue written guidance to the particular banks during theirexaminations.
 There has been significant legislation enacted relating to financial institutions in thepast few years. The Financial Institutions Reform, Recovery, and Enforcement Act of1989 (FIRREA) increased the powers of the regulators. It also provided for theregulation of additional entities that were related to financial institutions. The FederalDeposit Insurance Corporation Improvement Act (FDICIA) was enacted in 1991. TheFDICIA provided for far reaching reforms of regulatory auditing and accountingstandards. It also provided for supervisory actions to be taken when an institution'scapital level decreases below acceptable levels. Additionally, the FDICIA providedadditional capitalization to the FDIC's Bank Insurance Fund. 2 Title III of theOmnibus Budget Reconciliation Act of 1993 created a national deposit preference.
 2
 AICPA Audit Risk Alert, Depository Institutions Industry Developments -- 1992, pp. 5-12. 1-3
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FIRREA and FDICIA deal primarily with the regulation of the banking industry,rather than with tax law. However, there are some tax provisions included inFIRREA and FDICIA. These will be discussed later in this guide.
 Banks are required to file reports of condition (balance sheets) and reports of income(income statements) with the regulatory agencies. Nationally chartered banks filetheir reports with the Comptroller of the Currency. The Federal Reserve receivesreports from state member banks. Insured nonmember banks file with the FDIC.
 Banks are examined frequently by one or more regulatory agencies. In the past, thesupervisory agencies conducted their examinations independently. This would resultin a bank being examined by several different agencies. Recently, the FDIC and theOTS have been performing joint examinations. Additionally, the FDIC and theConference of State Bank Supervisors have reached agreement on having cooperativeexaminations.
 The bank examiners' reports are considered the property of the respective regulatoryagencies. The banks are prohibited from providing copies of the reports to anyoneoutside the bank without permission. Although most of the agencies are part of theTreasury Department, the IRS has had difficulty securing complete copies ofexamination reports from them. IRC section 4083 provides the procedures forrequesting certain portions of the OCC's and FDIC's examination reports which relateto charged off assets and adverse classification of balance sheet items. There hasbeen some success in making arrangements to review the examination reports of theOTS and certain State banking regulators. However, this is not uniformly the case.
 A brief description of each of the regulatory agencies is given below.
 The Office of the Comptroller of the Currency
 The OCC is the primary regulator for national banks. The Code of FederalRegulations, Title 12, section 1.1 states, "The Comptroller of the Currency is chargedby the national banking laws with execution of all laws of the United States relatingto the organization, operation, regulation, and supervision of national banks and inparticular with the execution of 12 U.S.C. 24 which sets forth the corporate powers ofnational banks. "The OCC also regulates certain activities of banks in the District ofColumbia and state banks that are members of the Federal Reserve System.
 The Federal Reserve Bank
 The Federal Reserve functions as the central bank of the United States. It consists of12 regional banks. The Federal Reserve is run by a seven member Board ofGovernors which is appointed by the President. Although the FRB is accountable to
 1-4
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the Government, it is actually owned by banks which have purchased its stock. Banksare required to keep a certain percentage of the amount of their customer deposits inaccounts at the FRB to lend money. The FRB sets the discount rate, loans money tomember banks, regulates the money supply, and serves as the nation's leading checkclearing system. Additionally, it is the primary regulator for state member banks.
 The Federal Deposit Insurance Company
 The FDIC is a government corporation which insures customer deposits up to$100,000. It is responsible for the examination of insured state nonmember banks. Banks that are not members of the FRB can still apply for deposit insurance from theFDIC. There are very few uninsured state banks.
 The Office of Thrift Supervision
 The OTS is the primary regulator for savings and loan associations. It wasestablished by FIRREA in 1989. The OTS replaced the Federal Home Loan BankBoard. If a bank has a savings and loan subsidiary, it will also be examined by theOTS. Otherwise, the OTS would not become involved in the regulatory examinationsof a bank.
 State Regulatory Agencies
 If a state chartered bank is not a member of the FDIC or the FRB, it is subject only tostate laws and state banking department regulations. However, all FDIC or FRBmember state chartered banks will be subject to examination by federal agencies andby their state. Further, the state regulator may examine other types of institutions, aswell as, state chartered commercial banks. For example the Michigan FinancialInstitutions Bureau (FIB) is responsible for the chartering, regulation, examination,and supervision of state chartered banks, credit unions, and savings and loanassociations. It also licenses and supervises the activities of various other types ofcompanies, such as credit card issuers and mortgage companies. The state bankingregulator can furnish information regarding the laws for banks operating in the state. It may also be able to provide you with information on a particular state charteredbank that you are auditing regarding merger activity, directed charge-offs, illegalactivities, penalties, etc.
 IRM 4083 discusses how information can be requested from various governmentagencies.
 1-5
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Exhibit 1-1
 HOW BANKS MAKE MONEY
 TAKING MONEY IN
 Depositors - Most comes from depositors, who put cash into banks for safekeeping in savings and checkingaccounts and certificates of deposit. Banks pay interest, but this is a cheap, stable source offunds.
 Money Markets - Banks can go into the money markets and pay investors for funds. Bankers refer to this as ^hotmoney] because the funds are usually lent on short maturities and can become costly if interestrates jump.
 Federal Reserve - Banks also borrow funds from 12 Federal Reserve Banks located throughout the United States inwhatZs known as the ^federal funds] market.
 Generating Fees -Banks make money by performing services for customers. They charge a service fee for handlingsavings accounts. They charge you money for bouncing a check or using your ATM card. Banks also receive fees for managing trust accounts, helping businesses manage cash andservicing mortgage portfolios.
 GIVING MONEY OUT
 Lending Money - After taking money in, bankers turn around and loan it out. They make loans to individuals buyingnew cars, boats and homes, and to businesses to build plants and buy equipment. They lend todevelopers to build shopping malls and office buildings. The riskier the loan, the moreinterest they charge.
 By charging customers more to borrow money than they pay depositors on their accounts,banks make money. The difference is called ^the spread]. ThereZs an old banking mottoknown as the 3-6-3 rule: Pay 3 percent on deposits, charge 6 percent for loans and be on thegolf course by 3 p.m.
 Accounting for bad loans: Not all loans pay off. Some businesses go bankrupt and somepeople never finish paying off boats or homes. When loans go bad, and canZt be repaid, bankslose the money they canZt recover. This comes out of profits.
 Making Investments - In a lousy business climate, banks might want to cut back on lending and sin money intoinvestments that will pay them interest. Banks typically invest in very safe securities, such asmortgage-backed securities and U.S. Treasury securities.
 Paying Bills - Banks canZt pocket all the money they take in from interest earned on loans. They have plentyof bills to pay: employee salaries, rent on branch buildings, utilities and other businessexpenses, including income tax.
 MAKING MONEY, THE BOTTOM LINE
 Money left over after all bills are paid and interest payments are made is called profit. If abank minds its spread, holds costs in check and doesnZt make stupid loans, it should make aprofit. Public companies such as Comerica pay some profit to shareholders in the form ofdividends.
 Reprinted with permission of The Detroit News, a Gannett newspaper.
 1-7
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Chapter 2
 STARTING THE EXAMINATION PROCESS
 INTRODUCTION TO THE AUDIT
 The purpose of this guide is to provide the revenue agent with a source of reference forissues which are currently common in the commercial banking industry. The guideshould be used by the examiner as an audit tool to assist in recognizing certain issuesand other unique areas in the banking industry where adjustments may exist. Inaddition, the guide provides various general and technical information useful to theexaminer during the preliminary stages of an examination. The guide is not intended tobe all inclusive, nor was it meant to be cited as an authority for a case.
 The information contained in this guide is based upon data gathered from a limitednumber of examinations over a period of time. The objective of the MSSP project is toevaluate compliance within the commercial banking industry and to determine commonareas of adjustments based on our audit results. We have attempted to develop a guidewhich will assist other examiners based on this experience. The fact that a particularissue is addressed in this banking guide does not imply that the issue must be examinedin all cases, or that no other issues exist. There is nothing like the inquisitive andinnovative mind of the revenue agent to come up with a new issue.
 Before the examiner contacts the taxpayer, some time should be spent to becomefamiliar with the banking industry. A listing of some of the resource and referencematerials available to the agent is provided in the Appendix. These books should beused to become familiar with the accounting procedures used by the banking professionand the unique features of a bank tax return. The agent should also review the portionof the guide dealing with the technical issues. This will enable the agent to recognizeissues when encountered during the examination. The first meeting with the taxpayerusually establishes the momentum of the examination. Take advantage of thisopportunity to learn as much as possible about the methods and procedures used by thebank you are examining.
 One thing to keep in mind is that the size of the asset base of a bank does notnecessarily correspond to the complexity of the examination. At first, the rather largenumbers may seem insurmountable, especially to someone who has no experience withlarge cases or is used to auditing only manufacturing firms. However, if you take outthe amount of interest income and interest expense, the numbers no longer seem sooverwhelming.
 2-1
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COORDINATED ISSUES
 ISP Coordinated Issue Papers are written to ensure uniform treatment on issues uniqueto an industry. An issue does not become coordinated until the Assistant Commissioner(Examination) approves the issuance of the coordinated issue paper.
 Delegation Order No. 247 (1996-21 IRB 7 (May 20, 1996)) gives case managers in theCEP program the authority to settle coordinated issues with the concurrence of both theExamination and Appeals ISP coordinators. Issues eligible for this authority are thosecoordinated issues for which Appeals has written approved settlement position.
 Issues become coordinated after considering the following factors:
 1. Whether the issue is unique to a particular industry
 2. Whether the issue is generally applicable to all taxpayers in the industry
 3. The complexity of the issue
 4. Whether a compliance problem can potentially exist with respect to the issue.
 There are currently four coordinated issues in the Commercial Banking area. Theseissues are discussed later in this guide.
 Whenever your case includes an adjustment involving one of the coordinated issues, theIndustry Specialists must be contacted in the event the formal position is not followed forany reason. It is recommended you contact the DISP or the ISP to get updates on thecoordinated and other significant issues since the IRS position can change.
 SIGNIFICANT ISSUES
 Significant issues involve areas with considerable examination potential. They are issueswhich are encountered in the field but are not yet coordinated. The banking ISP hasidentified eight significant issues which should be considered during all examinations.
 Listed below are the eight significant issues along with a brief explanation of each item. Some of these issues are discussed in further detail later in this guide.
 1. Mortgage Servicing Rights
 The recognition of income on the sale of mortgage pools where the seller separatesand retains the mortgage servicing rights. The issue involves the allocation of basis tothe rights retained.
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2. SFAS 91
 The current inclusion into income of all fees, and the capitalization of all directexpenses related to the origination of a loan.
 3. Other Real Estate Owned (OREO)
 This issue involves the recognition of gain or loss on the repossession of OREOproperty, the discount factor used to determine FMV, the write-down of OREOproperty after it is repossessed, and the handling of OREO expenses where theproperty is not being used as rental property.
 4. Hedging Gains and Losses
 Are taxpayers properly identifying hedging transactions or should IRC section 1256apply?
 5. Foreign Tax Credit
 What level of substantiation must the taxpayer provide in order to be allowed aforeign tax credit? Can the taxpayer use "borrower" letters as proof of payment?
 6. Brazilian Foreign Tax Credit
 Is the Brazilian Foreign Tax Credit a creditable foreign tax for U.S. tax purposesand if the tax is creditable, is the Brazilian Central Bank exempt from tax?
 7. Interest Expense (1120F)
 Adjustments which are made to conform the taxpayer's balance sheet to U.S.standards.
 8. Home Office Allocation (1120F)
 What is the proper method for allocating expenses from the parent company to thebranch operation?
 RETURN IDENTIFICATION PROCESS
 If a bank return is assigned to you, it will be obvious from a review of the return that itis a bank. Usually, the name of the entity will include the word "bank." If the concernis a holding company, the names on the subsidiary list will reflect whether they arebanks. There are several ways that you can secure bank returns:
 1. Banking returns can be identified by their business activity codes. The PrincipalIndustry Activity (PIA) codes for bank holding companies and regular banks are6060 and 6090, respectively.
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2. In Michigan District, for example, the Planning and Special Projects (PSP) unitautomatically receives all financial institution returns for activity codes 215 andabove. These returns are segregated from the other tax returns and are classified byrevenue agents who specialize in examining banks.
 3. The American Banker newspaper provides an annual list of the largest 100 bankholding companies and the largest 300 commercial banks in the United States. Crain's Detroit Business, a weekly publication, ranks Michigan banks by assetseach year. Business publications for many other major cities would likely providesimilar lists. These can be reviewed to identify bank returns which are located inyour examination area.
 4. State banking regulatory agencies can be contacted to obtain information on banksunder their authority. In Michigan, the Financial Institutions Bureau distributes twopublications each year which summarize the activities of Michigan banks. Theseare titled "19XX Annual Report-Financial Institutions Bureau" and "Annual Report-19XX Data Analysis, 19XX Enforcement Activity." They provideinformation on loans, assets, merger activity, capital, minority loans, deposits, etc.of the various banks.
 5. When our group was formed, one of the agents requested to be put on the mailinglists of the publicly held financial institutions in Michigan. Our group receivesannual reports, quarterly reports, 10K's, press releases, etc., from these banks. Thegroup's banking agents also clip articles from local newspapers and publications. This information is compiled in planning folders under each entity's name. Thisway we are able to keep aware of potential issues that might warrant examination ofa particular bank. We have also found this information helpful in planning theexamination of banks which have been selected for examination.
 In summary, usually banking returns will be easily identified when they are received. Ifyou are interested in obtaining additional returns, there are several sources. PSP canuse PIA codes to identify bank returns. The American Banker, local businesspublications, and the State banking authorities can be consulted for lists of banks inyour area. Local banks may be contacted for information that they provide to thepublic.
 PRE-AUDIT PLANNING
 As with any journey, the audit must begin with a first step. A comprehensive pre-auditanalysis is one of the most important steps in any examination. It sets the stage for thescope of the audit, the issues, and any unusual items to be examined. Since this is abanking guide, the normal pre-audit steps encountered in all examinations are notdetailed. Rather, only those areas which have an impact on a bank examination will bediscussed.
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1. When you are assigned a bank to examine, take some time to read this guide andreview any other available reference material. You cannot properly classify areturn, or determine the audit potential of a case without first knowing what to lookfor.
 2. A thorough review of the tax return must be made to determine which issues exist. It is important to remember that not all banks are worth auditing, so make sure thatyou have some potential issues in your case. Normally, banks with an activity codeof 215 or above are automatically sent out to the district. Therefore, returns may besent out to the group which have no significant tax potential. In those cases, it is awaste of valuable time and resources to examine these returns.
 3. After you decide to examine a particular return, it is very important to determineup-front all of the businesses the bank operates. In many cases, it cannot be easilydetermined from just looking at the return. It is common practice for a bank to burya business within the main operating subsidiary of the bank. The answer to each ofthe questions below will have a big impact on the scope of your examination. Determine at the very onset of the audit the answers to the following questions.
 a. Does the bank have a mortgage servicing department?
 b. Does the bank operate or engage in any type of leasing activity?
 c. Does the bank operate a securities or brokerage department for trading stocksand bonds for individual or corporate customers?
 d. Does the bank engage in interest rate or commodity hedging?
 e. Does the bank own or operate any institution acquired from the FDIC or RTC?
 f. Does the bank have any foreign operations?
 g. Does the bank regularly purchase from or sell securities to customers in theordinary course of a trade or business?
 A positive answer to any of these questions will lead you to potential issues whichwill be discussed later. Review those areas of the guide to determine whether thatparticular issue should be examined.
 4. Read the company's annual reports and the Securities and Exchange Commission(SEC) filings for answers to the above questions, while at the same time looking forother areas of potential examination. The information included in these documentsis extremely helpful in understanding the business operations of the taxpayer. If thebank has stock that is publicly traded, you can call the bank and request copies ofthese reports from them. This information is readily available to potential investors.
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5. Consider going to the public library to do some research on the bank to determineany other activities the bank may be involved in along with any recent articles onthe bank which may have tax implications.
 6. Banks can become very cyclical if their investments are not diversified. A bank thatloans heavily to the automotive industry, for example, may incur significant lossesin an auto industry downturn. Always ask the taxpayer to provide you with thecurrent outlook for the bank. If significant loan losses are anticipated in the nearfuture, this may affect the examination potential, and therefore, the scope of theexamination. For tax years beginning after December 31, 1986, and before January1, 1994, banks using the specific charge-off method of accounting for bad debts areentitled to carryback NOL's for 10 years for losses related to bad debt deductions.
 7. Contact your District ISP Coordinator for information on banks in your area.
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Chapter 3
 SPECIALIZATION WITHIN THE IRS
 INVOLVING SPECIALISTS IN AN EXAMINATION
 One of the objectives of a revenue agent is to know how to identify a potential issue andto know when to seek assistance from a trained specialist. During pre-audit planning,determine which of the available specialists will be needed for the bank examination. Usually, it will be evident from a review of the return which referrals should be made. However, sometimes you will not know until after the examination has begun. Onceyou realize a specialist is needed, a referral should be made as soon as possible. Thespecialists available for your examination are discussed below.
 Engineer
 IRM 42(16)2.2 states engineering referrals are mandatory on all corporate returns withassets of at least $10,000,000. Assistance can also be requested whenever there is asignificant valuation issue. An engineering referral is made on Form 5202. Informal consultations with engineers are usually available at any time.
 We have found engineering assistance to be particularly valuable when a bank hasacquired the assets of another institution. If the bank revalued acquired assets,engineers can be used to determine whether the values and lives that were assigned toassets such as servicing rights, buildings, etc. were accurate. Usually, the acquiringbank will have paid an amount in excess of the value of the purchased tangible assets. This premium may be allocated among intangible assets such as: Core deposits,covenants not to compete, goodwill, etc. Banks will attempt to allocate as much of thepremium as possible to depreciable and amortizable assets. Therefore, it is importantthat an IRS engineer reviews these valuations to determine whether they are acceptable. The core deposit and intangible issues will be discussed thoroughly in a later chapter.
 Banks often have expensive buildings for their headquarters. We used an engineer onone of our cases to assist in determining whether the taxpayer properly allocatedpayments to its contractor for construction of a new headquarters building. The bankbrought in engineers from another state to value the assets during the constructionprocess. They took the position that a number of the assets were not structuralcomponents of the building and could be depreciated over shorter lives. The IRSengineer reviewed their studies to determine which assets should have been consideredpart of the building.
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Computer Audit Specialist
 IRM 42(13)3.3 requires an examiner to request the assistance of a computer auditspecialist (CAS): 1) whenever the Examination Return Chargeout states there is arecord retention agreement on file or 2) if the tax return has an activity code of 219 orabove. Banks have a large asset base relative to their business activity. Therefore, youmay not actually need the assistance of a CAS just because a referral is mandatory. Atthe beginning of the examination, discuss with your bank whether they can easilyprovide hard copy documents. If so, this should be mentioned on Form RC-C-Gen 4-873, Request for ADP Assistance, so the CAS manager can decide whether or not toaccept the referral.
 If a CAS is assigned to your bank, there are a number of ways he or she can assist you. The specialist can review, analyze, and understand the taxpayer's flow of documentsthrough the bank's accounting system. If the bank uses a service bureau, the CAS maybe familiar with their system from another exam. Once the CAS evaluates the system,he or she may enter into a record retention agreement with the taxpayer to keep thenecessary machine-sensible records for use in current and future examinations.
 The CAS is also a specialist in statistical sampling. Statistical sampling can be usedwhen examining line items on the return. It may also be used when reviewing loanswritten off as bad debts or loans where the taxpayer has stopped accruing interest. (These issues will be discussed later in this guide.) To reduce the sampling error, alarge sample must be drawn. It can be very time consuming to review the relateddocumentation. Practically speaking, we have found examiner's judgment in selectingloan samples to be superior to the use of statistical sampling because we have foundsignificant adjustments in substantially less time.
 There has been a lot of merger and acquisition activity between banks in recent years. Because of these changes in business form, companies may revalue their assets. A CAScan work with an engineer to determine whether software or other assets were properlyvalued.
 Probably the most important functions the CAS can perform are the various computerapplications. See Exhibit 3-1, "Computer Specialist Assistance." This exhibit waswritten by a CAS who is experienced in the examination of financial institutions. Youand the CAS who is assigned to your audit should review this exhibit. Much of theexhibit is designed to be used by the CAS when performing the computer applicationsor securing a record retention agreement. Therefore, you need not be too concernedwith those portions of the exhibit.
 Financial Products Specialist
 Banks often participate in a number of complicated financial transactions. A review ofthe Glossary may have exposed you to some new terminology such as: Arbitrage, basispoints, collateralized mortgage obligations, etc. A trained financial products specialistwill be familiar with this terminology and with the mechanics, accounting, tax law, andaudit issues of the financial products industry.
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The annual report, of publicly held banks, usually has an area which discusses thebank's various financial transactions. The annual report should disclose whether thebank is a party to any interest rate futures, caps and floors, or forward contracts. Manybanks also enter into interest rate swap agreements to hedge against fluctuations in theinterest rates. They may also enter into repurchase agreements and reverse repurchaseagreements.
 Do not be concerned if you do not understand the nature of these financial instruments. Your goal should be ascertain whether or not your bank is involved in any of thesetransactions. The tax manager or tax preparer with whom you are working is likely tobe as unfamiliar with this area as you are. The financial products specialist willprobably need to interview the bank employee responsible for these types oftransactions. The specialist should be able to review the bank's financial products todetermine the nature of gains and losses, whether transactions should be treated as salesversus financing transactions, whether any items should be marked-to-market, etc.
 There are financial products groups in each region. Questions concerning financialproducts can be directed to the Chief, Technical Field Support, Illinois District, or theChief, Financial Industry Studies, New York. The Office of Financial Products andTransactions is headquartered in Washington, D.C. This office is responsible forproviding any assistance relating to financial products issues. The office providestechnical support and performs on-site visits to develop financial products aspects ofcases.
 International Examiner
 Most smaller banks do not participate in international operations. Therefore, it is likelythat your bank would not have any issues requiring the assistance of an internationalexaminer. However, many banks do have branches in foreign countries, issue securitiesoutside of the United States, make loans to foreign countries, invest in foreignsecurities, etc.
 There are several ways to identify international issues. "International Issue" may bestamped on the front of the tax return. The tax return will often include Form 5471,Information Return with Respect to a Foreign Corporation; Form 5472, InformationReturn of a Foreign Owned Corporation; Form 1118, Computation of Foreign TaxCredit; or other international forms. The annual report may discuss internationalactivity. Lastly, the taxpayer should be asked whether it has any foreign branches,loans to foreign countries, foreign securities, etc.
 It is often very difficult to obtain documentation for foreign banking transactions. Therefore, it is very important to determine early in the examination whether assistanceis needed from an international specialist. If so, a referral should be made on Form2962. IRM 42(10)0 discusses international examinations and provides the referralcriteria and procedures.
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The international examiner will analyze the foreign activity of the bank to determinewhether there are any tax consequences. Often, the bank will be deducting bad debtsprematurely or deferring foreign source income. The specialist will determine the effectof any adjustments on the taxable income of the bank and may need to recompute theforeign tax credit. One of the banking Coordinated Issue Papers discusses foreignwithholding taxes.
 Employee Plans Specialist
 A bank will usually have at least one retirement plan for its employees. Often,employee plans specialists will independently contact the taxpayer to review its plansprior to an examination by a revenue agent. If the bank's plans were not previouslyexamined, Form 4632-A, Employee Plans Referral Checksheet, should be completed. If assistance is needed, Form 4632, Employee Plans Referral should be used. IRM45(10)0 provides additional information regarding referrals.
 If a referral is accepted, the employee plans specialist will evaluate whether therequirements of the employer's plan(s) have been met. Since taxpayers sometimesdeduct amounts in excess of what is needed to fund the plan, the specialist may alsocalculate the allowable deduction.
 Employment Tax Specialist
 Some districts assign employment tax specialists to review the employment tax issueson the larger companies. The specialist may review information reporting documents,employment tax returns, Forms W-4, etc. He or she may also look at issue areas suchas: Employee reimbursement policies, medical reimbursement plans, mealreimbursements, etc. The procedures for making referrals to the employment taxgroups vary between districts.
 The package audit requirements are essentially the same for banks as they are for anyother taxpayer. An exception is made for the review of Forms 4789 that are filed byfederally regulated banks. (This is the form the bank is required to file if a customerdeposits at least $10,000 of cash in one or more related transactions.) Per IRM 1229,the banking regulators are given specific authority to verify that banks are complyingwith the filing requirements for these forms. The IRS generally does not havejurisdiction in this area.
 Banks file numerous Forms 1099 because of the interest and dividends that they pay totheir customers. In addition, they file Forms 1098 and 1099 to report mortgagetransactions. They retain copies of this information on magnetic tape, rather than onhard copy. In lieu of reviewing these Forms 1099, we generally ask the taxpayer toprovide a letter explaining its policy on issuance of Forms 1099 for interest anddividends. Forms 1099 for subcontractors, rent, etc. should still be inspected by theagent. Also, the taxpayer's use of Form 1099-A for abandoned property should bereviewed for accuracy and timeliness. Forms 1099-C (post-'93) and 1099-G (pre-'94)for cancellation of indebtedness should also be reviewed.
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Banks receive a 1099-B Notice each year. This Notice is issued by the IRS to informtaxpayers of errors in the reporting of names and social security numbers on Forms1099. Rev. Proc. 9-37, 1993-2 C.B. 477 (modifying Rev. Proc. 92-2, 1992-1 C.B. 776)provides guidance on notifying customers that their taxpayer identification numbers areincorrect. It is effective for B Notices sent on or after September 1, 1993. Thepenalties from this notice may be waived if the taxpayer has used due diligence whenobtaining this information from the customer. Generally, the bank will corresponddirectly with the IRS Service Center regarding the penalties.
 Insurance Specialist
 Banks may elect to include certain types of insurance companies as part of theirconsolidated returns. An insurance company must have been a member of the affiliatedgroup for the 5 taxable years preceding the taxable year for which the election wasmade. Unless the bank makes a valid election, a separate return must be filed for therelated insurance company.
 The examination of insurance companies is very difficult. As with banks, there arespecial code sections that relate only to them. Insurance companies file their returns onForm 1120L or Form 1120PC, rather than on Form 1120.
 Although most districts do not have a separate group that specializes in the examinationof insurance companies, they usually do have particular agents that have experience inthis area. If your bank has an insurance company, consider consulting with aninsurance specialist to determine whether there is any audit potential. The lifeinsurance industry specialist is located in New York. The casualty insurance industryspecialist is located in Boston.
 Economist
 IRM 42(12)0 discusses the economic assistance program and the various ways that anexaminer may use an economist in analyzing and evaluating the economic factors in hisor her case. The economist can assist the examiner with the value of intangible assets,industry and trade practices, the value of functions performed, profit ratios, the value ofa closely held business, etc. There are economists assigned to some of the districtoffices in the key regions. Form 9276 is used to request economic assistance. Generally, referrals should be limited to issues where the potential deficiency is at least$500,000.
 District Counsel and Industry Counsel
 Usually, there is ongoing litigation affecting banking issues. District Counsel receivespending issue reports from the Office of the Associate Chief Counsel (Domestic). They should be able to provide information regarding the current status of any courtcases that might affect your examination issues.
 There are also banking and savings and loan industry counsel who are responsible foroverseeing court cases directly related to financial institutions. These attorneys should
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be contacted when there are unagreed industry issues. They also want to be made awareof cases that may need to be litigated in the future. Sometimes they are looking forlitigation vehicles for particular issues.
 MARKET SEGMENT SPECIALIZATION PROGRAM
 The IRS' Market Segment Specialization Program (MSSP) focuses on developingexaminer expertise through the examination of particular market segments. Anindustry, a profession, an occupation, or an issue may be selected as a market segment. Once the market segment is identified, qualified examiners are selected to accumulateinformation about all aspects of that industry's business activities. Returns of theindustry are examined in an effort to gain knowledge and to identify industry-wideissues. Based on the knowledge and understanding gained through this process, auditprocedures and techniques are incorporated into a written guide to be shared with otherdistricts. The techniques guide provides examiners with information on how theindustry operates, its accounting/business practices, common procedures within theindustry, sources of information, and unique tax issues.
 Specialization puts the Service on a level playing field with both the taxpayer and thepractitioner community. MSSP increases the educational level of the examiner whileincreasing job satisfaction and the self-confidence level of the examiner. In thisprocess, the public image of the IRS is also strengthened. MSSP increases theefficiency and effectiveness of the Service through the development of issues of meritwhile providing a high degree of consistency in the treatment of those issues. MSSPprovides a resource for other examiners to consult to avoid the immeasurableduplication of effort when each agent has to "reinvent the wheel." Specialization is apowerful way for the IRS to acknowledge and respond to the unique business practicesof an industry. Such an approach maximizes IRS resources, thus increasing the overallproductivity of the Service.
 Each District has an MSSP Coordinator who has information on all the marketsegments in the MSSP program. He or she would be one of your first contacts to obtainindustry information. The local MSSP Coordinator receives current updates to the auditguides and industry issues. In addition, there is an MSSP bulletin board that can beaccessed to receive industry information. To obtain access to this bulletin board,contact your local MSSP Coordinator.
 MSSP has both similarities and differences with ISP. While all examinations haveaudit techniques and specific tax issues as major components, the primary emphasis ofMSSP is development of uniform and effective examination techniques. The majoremphasis of ISP is the uniform identification, development, and resolution of tax issuesin larger examinations. The MSSP is directed at the general program and examinationof all types and sizes of returns. Both programs emphasize knowledge of the industryand its business and accounting practices. They also treat communication with theindustry's customers and representatives as an integral part of the process.
 The Market Segment Specialization Program IRM Handbook can be referenced foradditional information on MSSP.
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INDUSTRY SPECIALIZATION PROGRAM
 Commercial banking is included in the Industry Specialization Program (ISP). ISP wasestablished to ensure uniform and consistent treatment of issues nationwide. It alsohelps to provide for better identification and development of issues. Each industry inthe program has released Coordinated Issue Papers and a list of potential issues for useby revenue agents. The Industry Specialist for Commercial Banking is located in NewYork City. The National Industry Specialist is generally only contacted if an issue hassignificant nationwide impact, if a Request for Technical Advice is submitted onindustry issues, for approval of resolution of a coordinated issue on a basis differentthan that in the Coordinated Issue Paper, or for Coordinated Examination Programcases.
 Each district also has an industry coordinator who is an excellent resource forinformation on all the industries in the ISP. He or she would generally be your firstcontact to obtain industry information. The district industry coordinator receivescurrent updates to the Coordinated Issue Papers and industry issues. Contact him or herto obtain copies of the current ISP Coordinated Issue Papers.
 Internal Revenue Manual (IRM) 42(14)0 describes the Industry Specialization Program. IRM 42(14)5.23 requires that at the beginning of each examination of a taxpayerincluded in the ISP, a letter be sent to the taxpayer or its representative. Along with thisletter, the taxpayer is to receive copies of the IRM section and the ISP CoordinatedIssue Papers for the industry. The banking industry specialist recommends that weprovide the taxpayer with copies of both the banking and the savings and loanCoordinated Issue Papers. Exhibit 3-2 contains the sample letter.
 It may seem unusual that we are required to inform the taxpayers at the onset of theexamination at what areas we will be looking. However, you will find that most banksare aware of the issues and it is helpful to begin discussing their treatment of theseitems very early in the examination. There are currently four coordinated bankingissues: Interest on nonperforming loans, core deposits, gain or loss on foreclosedproperty, and gross-up net loans. These will all be discussed later in this guide.
 The four coordinated savings and loan issues are: Accrued interest on nonperformingloans, core deposit intangibles, validity of Treas. Reg. section 1.593-A(b)(5)(vi), andinterest income on the sale of foreclosed property. The first two issues are discussed inthis guide. The last two issues would be applicable to a bank only if it has a savingsand loan subsidiary. The Industry Specialist for Savings and Loans is located in LosAngeles.
 SUMMARY
 As soon as you identify a potential issue that requires the assistance of a specialist, areferral should be made. Sometimes the specialists may be able to assist each other. Therefore, it is important that you frequently communicate with them so you candetermine how they can help you and each other.
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EXHIBIT 3-1 (1 of 8)
 COMPUTER SPECIALIST ASSISTANCE
 Purpose and Utilization
 Given the volume and complexity of bank accounting records, auditing techniques oftenshould include CAS support to convert the massive quantity of data into analyticalreports. The taxpayer's files are more convenient to review by using computerizedreports. The large banks are virtually impossible to examine without the assistance of aComputer Audit Specialist (CAS).
 Once a Computer Audit Specialist assistance referral is accepted, it is important toquickly identify which taxpayer data files are needed to provide maximum support forthe revenue agent's audit plan. These files should be requested via an InformationDocument Request (IDR). A sample of an IDR follows.
 3-8

Page 37
                        

EXHIBIT 3-1 (2 of 8)
 Sample Information Document Request
 Form 4564Rev. 6/88
 Department of the TreasuryInternal Revenue Service
 INFORMATION DOCUMENT REQUEST
 Request Number
 TO: Name of Taxpayer and Co. Div. or Branch
 Please return Part 2 with listed documentsto requester identified below.
 SubjectComputer Records______________________SAIN No.|Submitted to:
 ||
 ________|_____________Dates of PreviousRequests
 Description of Documents Requested
 Subject Entities:
 1. (Name & EIN)1. (Name & EIN)
 1. Please provide the following 19XX magnetic files in the flat sequential format on reel-to-reel 6250bpi tape for the above subject entities:
 1. File Description: General Ledger Transaction History2. File Description: Chart of Accounts3. File Description: Accounts Payable Monthly Transaction Detail4. File Description: Vendor Master
 2. Please provide a file dump (10-20 records) for the above listed files.
 3. Please provide a file-layout for the above listed files
 Response Date:
 Information Due By__________ At Next Appointment [ ] Mail In [ ]
 Name and Title of Requester Date
 FROM:Office Location
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EXHIBIT 3-1 (3 of 8)
 The following are basic applications, with a brief explanation, of how they may beutilized as banking examination audit tools.
 APPLICATIONS
 Since the bank's files are usually voluminous, strip the consolidated general ledger bycompany (each legal entity within the consolidated group) prior to any runs.
 1. General Ledger Compare (GLC): The GLC lists each GL account with year endtotals for two or three years. The differences are reflected in dollars or percent. Therevenue agent (RA) can quickly focus in on accounts with significant changes orunusual trends.
 2. Stratification: The stratification is used in conjunction with the GLC. Thetransaction volume by dollar ranges and monthly distribution for the questionableaccounts are shown on the stratification.
 This report provides the revenue agent with convenient access to general ledgerhistory which can be analyzed on-site or off-site.
 The stratification may be modified for specific "Journal Entry Selections." Thismay best be accomplished by incorporating an internal sort for journal entrynumbers (journal entry number - primary and account number - secondary). Selectonly the journal entry codes relative to accruals and deferrals. (Request journalvoucher and source code listings from taxpayer.) This report will show thedistribution of each affected account's accrual or deferral transactions only.
 There are several commercial banking potential issues based upon improperaccruals and deferrals.
 3. Account Selection: After analysis of the stratification, a report can be developedshowing all the available, relevant detail for each selected account.
 To identify fragmented invoices, sort the general ledger transaction file by invoicenumber sequence. Invoices, in excess of a specified monetary value, can be printed. Invoices from certain vendors, or invoices charged to certain accounts may also bea selection criteria.
 4. W-2 Employment Tax: This program identifies employees whose Federal incometax withholding was under a certain percentage of their gross wages. Thisapplication can be performed in lieu of a W-4 check.
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EXHIBIT 3-1 (4 of 8)
 5. Data Transfer from Hardcopy or Tape to MICRO (PC): The following are two ofseveral methods to accomplish downloading:
 1. Taxpayer's files stored on magnetic media in ASCII or EPCIDIC format may betransferred by direct access/transfer and converted via software such as DataJunction into Enable database or spreadsheet.
 2. Taxpayer's files stored on hard copy may be scanned to create magnetic files.
 Using the Enable database, the CAS or RA can produce reports. As an alternative,the scanned files may be uploaded to a mainframe for CAS applications.
 Frequently, commercial banks do not have sufficient Accounts Payable volume formainframe maintenance. Instead, they are entered on a PC in Lotus 123 and storedon a floppy disk. Since revenue agents do not have Lotus 123 software, the datamay need to be transferred or converted to ASCII. CAS support reports or RAreports can then be generated using Enable's spreadsheet or database software.
 COMPUTER AUDIT SPECIALIST ASSISTANCE BY ISSUE
 1. Core Deposits
 a. Data Transfer from Hardcopy to MICRO (PC):
 Banks will usually have a hard copy printout of their calculation of the value ofthe core deposits.
 To accomplish the downloading, the bank's printout of deposit base valuationcalculations may be scanned into ASCII format, edited to delete unnecessarytitles and fields, and imported to enable spreadsheet or database. Then, theengineer will be able to crunch numbers to correct CORE values, analyzetaxpayer's computations, and generate reports as needed.
 b. Statistical Sample:
 A sampling plan may be devised to analyze the customer bank accounts used asthe basis to compute the value of the CORE deposit intangible. Some examplesof items to consider are listed below:
 1) Determine whether intercompany accounts were included in thecomputation.
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EXHIBIT 3-1 (5 of 8)
 2) Identify accounts opened between the date of acquisition and date of finalmerger. (These are accounts of the acquiring bank.)
 3) Determine whether accounts used to manage travelers checks were includedin the computation.
 4) Determine whether the average balance rather than the balance at the dateof acquisition was used.
 5) Identify whether accounts with small balances are used. (These have novalue in determining core deposit intangibles.)
 2. Loan Servicing Rights:
 To compute the value of the basis which should be allocated to retained servicingrights, there has been a Lotus spreadsheet developed which includes complex formulas.It is necessary for the CAS to make the following adjustments to the spreadsheet for theRevenue Agent's independent use.
 a. Column B Line 21 is the first month of the mortgage term. From here down tothe last month of the term, a formula to generate the correct date relative to the"Sales Date" must be input as in the following examples:
 Month 1 A:B21:(D4) @if(@Month(D8)+1=2,@date value(D8+28),@if (@month(D8)+1=4*or*@month
 (d8)+1=6#or#@month(D8)+1=9#or#@month (D8 )+1= 11, @date value (D3+30), @date value (D8+31)))
 Month 2 A:B22:(D4) @if(@Month(B21)+1=2,@date value(B21+28), @if (@month(B21)+1= 4#or#@month
 (B21)+1=6#or#@month(B21)+1=9#or#@month(B21) +1=11, @date value (B21+30),@date value (D8+31)))
 Month 3 A:B23:(D4) @if(@Month(B22)+1=2, @date value (B22+28), @if(@month B22)+1= 4#or#@month
 (B22)+1=6#or#@month(B22)+1=9#or#@month(B22) +1=11, @date value (B22+30), @date value (D8+31)))
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EXHIBIT 3-1 (6 of 8)
 b. Expand columns to accommodate large dollar amounts.
 c. Add column to summarize yearly total of the net spread.
 d. Add column to summarize yearly total of the OID income.
 f. Reduce size in print option, change font, and print using Lotus Sideways.
 e. Condense: "PKZIP new filename. ZIP old filename." (PKZIP is DetroitDistrict's standard for data compression software. We have a site license for theprogram. You can download it from the District Bulletin Board System (BBS).)
 f. Save to 3 1/2" high density disk.
 g. To reverse compression: "PKZIP new filename. ZIP"
 3. Fee Income:
 The combination of stratification and account selection applications may assist therevenue agent in determining whether fee income such as VISA fees were bookedas income upon receipt or amortized. The revenue agent will usually request detailfrom selected liability accounts to test both sides (debit and credit) of entries. TheJournal Voucher Number normally can show all accounts related to one transaction.
 The Stratification is used to identify the liability accounts, the Account Selectiongives significant detail which includes journal voucher code or source code, and theJournal Voucher Selection shows all related accounts.
 4. SFAS 91:
 Generally, SFAS 91 requires lenders to net nonrefundable fees and direct costsassociated with generating a loan, and defer and recognize the excess over the life ofthe related loan as an adjustment to yield. SFAS 91, section 5. The statementprovides that similar loans may be aggregated for purposes of recognizing fees,costs, premium, and discount so long as the resulting amount does not differmaterially from a loan-by-loan computation. SFAS 91, section 4.
 The stratification may be used to help identify possible Balance Sheet accountswhich relate to such costs. Once such accounts are identified, the account selectionsmay identify specific entries for further investigation for potential issues such asimproper accruals of income.
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EXHIBIT 3-1 (7 of 8)
 5. General Expenses:
 The following expenses are often selected for an in-depth review. Stratificationsand Account Selections are used to show transaction volume and unusual items:
 a. Commission expenseb. Bad debtsc. Contingent liabilities expensed in errord. Building expensee. OREO or REO expenses (Other Real Estate Owned) - costs related to property
 the bank has repossessed or foreclosed uponf. Leasingg. Merger and acquisition costs.
 Record Retention Agreement
 In addition to the regular files requested to be retained, (that is, general ledger, accountspayable, vendor master, and W-2 Payroll Master File) retention of the following filesshould be considered for commercial banks:
 Extract from Mortgage Loan Accounts' RecordsFile Content: This file will contain taxable year end information for MortgageLoans and Mortgage-backed Securities sold with servicing retained. This file willinclude the following: Current Principal Balance, Current Escrow Balance, CurrentInterest Rate, Current Principal Payment, Current Interest Payment, Pre-CalculatedInterest, Escrow Payment, Original Amount, Current Year-to-Date Interest, SWAPLock Principal Amount, Current Pre-Paid Interest, Interest Change Date, FirstPayment Date, Last Payment Date, Balloon Type, Balloon Terms, Balloon LoanMaturity Date, Secondary Market Code, Percent Sold, Interest Method, PaymentFrequency, Loan Instrument, Loan Type, Property Classification, Loan-To-ValueRatio, and Pass Through Rate to Investor.
 Extract from Asset Account & Accumulated AccountFile Content: This file will contain Real & Personal Property information such asCost Basis, Description, Asset Code, Placed-In-Service Date, Useful Life, CurrentYear Depreciation, Prior Year Accumulated Depreciation Method, ITC, and Disposition (that is, Gains, Losses, and ITC Recapture).
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EXHIBIT 3-1 (8 of 8)
 Extract from Sale of Mortgage Backed Securities File Content: This file will contain Owner at Sale Date, Pool Number, Agency orother entity sold to, Mortgage Term, Type of Mortgage (fixed, variable, etc.),Weighted Average Mortgage Rate, Weighted Average Coupon Rate, Guarantee Fee,Mortgage Principal at sales date, Sales Date, Mortgage Date, Maturity Date,Mortgage Group Number, Effective Yield or Discount Rate, Sales Price, Gain/Losson Sale, SFAS 65 Servicing Gain, Book Amortization of the Servicing, TaxServicing Gain if different from books, Tax Amortization if different from books, and Deferred Fee for sales in month originated.
 Extract from Secondary Market Mortgage Backed SecuritiesFile Content: This file will contain Pool Number, Purchase Date, Face Amount,Type, Date, Maturity, Rate, Factors for 4 Months, Outstanding Balance, OriginalDiscount, Cusip Number, Original WAC, Original WAM, Calculated RemainingTerm, Purchased Contractual Term, Historical or Estimated Payments.
 Extract from Escrow FileFile Content: Monthly history for each mortgage loan escrow account, that is, Date& Amount of Monthly Escrow Deposits and Payments.
 Extract from Investment Package ReportsFile Content: Monthly data of investment portfolio that is, Premiums, Discounts,Amortization, Interest Earned, Names of Securities, Dates Acquired, Dates Sold,Sales Amounts, and Acquisition Costs.
 The above file contents are examples of what have been agreed upon in prior recordretention agreements by the revenue agent, taxpayer's information systems personnel,and the computer audit specialist.
 It has been found that mortgage and investment data files are usually maintained on aseparate database with numerous data fields. The revenue agent and CAS shouldreview the fields to determine which of them may be needed for adjustmentcalculations. Once these data fields are selected, it is requested they be retained in a flatsequential fixed-length format on magnetic tape reel-to-reel, 3.5" diskette, or 5.25"diskette.
 Bank mergers may require special consideration. It will be important to ensure datafiles from newly acquired companies are accessible and retainable by the acquiringcompany as soon as the acquired company becomes a legal affiliated group member. Record Retention Agreements should be updated to include the computer records of theacquired company.
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EXHIBIT 3-2
 INTERNAL REVENUE SERVICE Department of the Treasury
 Person to Contact:
 Telephone Number:
 Name and Address Refer Reply to:
 Date:
 As I stated on the telephone, ABC Bank's Federal income tax return for the year ended December31, 19XX, has been assigned to me for examination. This letter is to confirm our appointment forJune XX, 19XX, at 8:00 a.m., at your office. I have attached a list of documents that I will need tostart the audit.
 I have also enclosed copies of Publications 1 and 556 which explain the examination process andyour appeal rights. At our initial appointment, I can answer any questions you may have regardingthis.
 The banking industry is part of our industry specialization program. The Internal Revenue Servicehas an industry specialization program to ensure uniform and consistent treatment of issues on anindustry-wide basis throughout the Nation. To better acquaint you with this program, I haveenclosed a copy of our Internal Revenue Manual procedures. Also, enclosed are descriptions of theissues currently being coordinated in the banking industry. I would appreciate it if you wouldreview these issues and provide me with your comments and recommendations. We would alsolike additional suggestions as to other potential issues that may benefit from consideration on anindustry-wide basis. I am available to discuss and answer questions concerning the IndustrySpecialization Program with you.
 Please call me if you have any questions. Otherwise, I will plan to meet with you at the scheduledappointment mentioned above.
 Sincerely,
 Internal Revenue Agent
 Enclosures:
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Chapter 4
 INTEREST ON NONPERFORMING LOANS
 INTRODUCTION
 For financial accounting purposes, banks are required to stop accruing interest incomewhen payments on loans become delinquent. For tax purposes, the requirement is muchmore stringent. The bank cannot stop accruing the interest income on a loan until (1)the bank has been given specific instruction by a regulatory agency that the underlyingloan should be charged off as a bad debt or (2) the interest has been shown to beuncollectible on loans that have not been charged off. If interest was properly accrued,but subsequently becomes uncollectible, it is charged off as a bad debt rather thaneliminated as an accrual. Banks and the IRS often disagree as to when interest accrualshould cease. Since this is a coordinated issue, it needs to be considered during everybank examination.
 Historically, banks will stop accruing interest once a loan is 90 days delinquent. Recently, bank regulators have allowed institutions to exercise more judgment indetermining when accrual should stop. Interest can continue to be accrued if thecollateral for the loan is sufficient, if collection efforts are being made, and if there is areasonable expectation of collecting the delinquent interest. However, for smallaccounts, such as unsecured credit card receivables, most institutions still use a cut-offperiod to stop interest accrual.
 For tax purposes, a bank must generally determine on a loan by loan basis the intereston that loan is collectible. The interest on certain loans in nonperforming status aremore likely to be accruable for income tax purposes than for regulatory purposes; this isespecially true if the interest on the loan is OID. The key distinction between book andtax reporting is that interest must be uncollectible for tax nonaccrual purposes and notmerely delinquent as for regulatory nonaccrual purposes. Some examples of loans thatwould be accruable for tax purposes are listed below:
 1. Loans placed in nonperforming status based upon the lapsing of time, such as, 30,60, or 90 days
 2. Loans with partial write-offs3. Loans with sporadic payments of interest or principal4. Loans to borrowers who are in default on other loans5. Highly leveraged transaction loans.
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EXAMINATION TECHNIQUES
 1. The accrual for tax purposes often continues longer than accrual for book purposes;this is especially true if the interest on the loan is OID. Therefore, review the M-1schedule to determine whether there is an M-1 adjustment on the tax. If not, youwill probably have an issue. If there is an M-1 adjustment, you will still want toanalyze the taxpayer's interest accrual method to ensure it is consistent with the IRSposition.
 2. Review the bank's annual report to see whether it discusses the corporation's policyregarding the accrual of interest on delinquent loans. It will usually list the amountof interest that would have been accrued if the loans were not in default. Thisamount provides an indication of the potential amount of the adjustment. However,nonaccrual of a portion of this interest will probably be allowable for tax purposes. Therefore, you will need to request specific information from the taxpayer todetermine the amount of interest that should be accrued.
 3. Ask the taxpayer to explain the bank's policy for nonaccrual of interest and whetherthe bank stopped the accrual of interest differently for books than for tax reporting. Also, ask what criteria the bank used to determine when accrual should cease.
 4. A sample IDR (see Exhibit 4-1) shows the type of information that can be requestedto develop this issue. Request the account balances for interest on nonperformingloans. Also, request lists of the specific loans that were in nonaccrual status at yearend. Since it is important to know the current status of these loans, request thebank's most current list of loans in nonaccrual status. Each bank maintains itsrecords differently, inquire as to how you can determine whether the loans wereeventually written off or brought current.
 5. You need to evaluate the taxpayer's policy for determining when the accrual ofinterest should stop for tax purposes. Some banks will do a loan by loan analysis todetermine when the accrual of interest should stop. There is less audit potential forthese taxpayers than for banks which have no book/tax difference. If the bank hasanalyzed each loan to determine the collectability of its interest, sample the loans todetermine whether nonaccrual is proper. Banks which do not have any book/taxdifferences will often have significant audit potential.
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6. Your next step will be to review a sample of the files for loans where interestaccrual has stopped. Once payments are delinquent on a loan the bank willestablish a file which may contain these items: correspondence with the borrower,property appraisals, the borrower's financial statements, bank internal memorandaregarding collectability, copies of lawsuits, original loan application, statementsregarding third-party guarantors, prospectus, bankruptcy records, history of thecustomer, statements from regulators, memoranda of meetings with the borrower,etc. The following are some items to consider when you are reviewing the loanfiles:
 a. The appraisals in the loan file should show whether the value of the loancollateral is greater than the outstanding interest and loan balances. If so, thetaxpayer should continue to accrue interest. Sometimes the debt may becollectible, but the accrued interest will not be. Accrual would not be necessaryin those cases. Outside appraisals should be given more credibility thanin-house valuations. Ensure that the taxpayer is using market value, notdistressed value. The latter is the price the property would sell for if the ownerhad to sell it immediately.
 If the loans are small and there is not any collateral, consider whether the bank'spolicy regarding nonaccrual of interest is reasonable. It is not always productiveto do a case by case analysis of these loans.
 b. The loan file should contain information on whether the borrower is continuingto make payments. Even though the borrower may have missed some payments,the loan and interest may be collectible in full. Interest accrual should continueas long as it can be collected.
 c. The bank may have initiated legal action against the borrower. Often the bankwill anticipate being paid in full once the lawsuit is settled. There should bepaperwork in the loan file discussing this activity. Accrual should continue ifthe borrower has assets which can be used to pay off the loan.
 d. The loan file should contain documentation for the restructuring or therenegotiation of loans where the borrower is having difficulty making payments. The bank may stop interest accrual even though the borrower will be able tomake full payment under the new terms. Interest should be accrued for taxpurposes under the terms of the new agreement. Refer to the discussion of IRCsection 1001 later in this guide.
 7. Information on foreign loans should be requested from the taxpayer. If the loan isguaranteed by a foreign government, payment of the interest should be reportedunless an Allocated Transfer Risk Reserve (ATRR) report has been issued. However, banks often stop accrual of interest on foreign loans when they aredelinquent.
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8. The taxpayer for tax purposes must continue to accrue interest on loans not chargedoff until, on a loan by loan basis, the taxpayer substantiates that interest isuncollectible in accordance with Rev. Rul. 80-361, 1980-2 C.B. 164.
 9. A taxpayer for book purposes will not accrue interest on a loan that is past due 90days. In addition, the taxpayer will reverse the unpaid interest that was accruedsince the beginning of the quarter or the year. The taxpayer for tax purposes,however, should not reduce interest by the accrued but unpaid amount. Unpaidinterest that has been accrued as income and becomes uncollectible must be chargedagainst the bad debt reserve or charged off under IRC section 166. As you will readlater, large banks cannot use the reserve method and beginning in 1996 thriftscannot se the IRC section 593 reserve method. However, this issue may affectbanks and thrifts in tax years for which a reserve method was used. Therefore, evenif you agree that the nonaccural of interest is proper, you should determine thatpreviously accrued interest was properly charged off.
 10 GAAP and RAP generally provide that payments are to be applied first to principalif the loan is in nonperforming status. It is common for banks to also apply thepayments on delinquent loans to principal, rather than to interest for tax purposes. However, some banks allocate delinquent payments to interest income for bookreporting, but to principal for tax reporting. A bank may prefer to allocate thesepayments to interest for several reasons. First, it increases the book income that isreported to the shareholders. Second, often the bank charges interest on theprincipal, but not necessarily on the interest. Lastly, in the event the bank has toobtain a judgment against the borrower, the court is less likely to dismiss principalthan interest. Often the tax department is not aware that the payments have beenallocated differently for books than for tax.
 There should be documents in the loan file indicating how the payments have beenapplied. If not, obtain a payment history from the taxpayer. If the loan documentsindicate that the delinquent payments should be applied first to interest, but thetaxpayer has applied them to principal, an adjustment should be made for theunreported interest.
 11. It is important to keep in mind that interest on nonperforming loans is a timingissue. The collectibility of the interest is usually resolved in one of three wayswithin a relatively short period of time:
 a. The borrower may become current in payments. If so, any nonaccrueddelinquent interest would be reported by the taxpayer in the year of payment. Therefore, if you have made an adjustment in the earlier year, the taxpayershould reverse the interest in the subsequent year.
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b. The loan may be charged off. If the loan has become uncollectible, the interestwill also be uncollectible. Therefore, any unpaid interest that was accrued bythe bank will be deductible in the year of the charge-off.
 c. The loan may still be delinquent. The amount of nonaccrued interest for asubsequent year may include the balance from the prior year. Therefore, if youare making this adjustment for 2 years, be sure to include the same interest onlyonce.
 12. You can read the following article for further information on this subject: Koslov,"Tax Consequences of Managing a Bank's Nonperforming Assets," Journal of BankTaxation, 1989.
 LAWThe Coordinated Issue Paper for accrued interest on nonperforming loans discusses thelaw in detail. Revenue Ruling 80-361, 1980-2 C.B. 164, which is discussed therein,provides guidelines as to when interest accrual should stop. Contact your district ISPcoordinator for a copy of the Coordinated Issue Paper.
 After the Coordinated Issue Paper was issued, another court case was decided in favorof the Government regarding the accrual of interest on delinquent loans. In EuropeanAmerican Bank and Trust Co. v. United States, Cl. Ct. No. 135-82T, 92-1 U.S.T.C. C50,026 (Fed. Cir. 1992), aff'g 20 Cl. Ct. 594 (Cl. Ct. 1990), the Federal Circuit decidedthat whether the principal on a loan was likely to be repaid was irrelevant to whether thebank could avoid tax on interest income. The bank had applied delinquent payments toprincipal even though the loan documents provided that the payments were to be firstapplied to interest. The court said that income should be accrued unless there is noreasonable expectation that it will be paid.
 SUMMARY
 This issue is directly related to the bad debt issue that is discussed later in this guide. Often, the examination of the nonaccrual of interest and the charge-off of a loan isconsidered at the same time. When a debt is determined to be worthless, the accruedbut uncollected interest will also be charged off. The facts must be considered for eachloan to determine whether accrual should continue. It is not appropriate to use blanketcriteria, such as a set number of days, to determine when accrual should stop ondelinquent loans.
 This issue should be considered during every bank examination. It is important to putthe taxpayer on the proper method for accruing interest since this is a permanent timingadjustment. Judgment should be used when determining which accounts and howmuch deferred interest will be reviewed.
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EXHIBIT 4-1SAMPLE INFORMATION DOCUMENT REQUEST
 Form 4564Rev. 6/88
 Department of the TreasuryInternal Revenue Service
 INFORMATION DOCUMENT REQUEST
 Request Number
 TO: Name of Taxpayer and Co. Div. or Branch
 Please return Part 2 with listed documentsto requester identified below.
 SubjectInterest on NoperformingLoans______________________SAIN No.|Submitted to:
 ||
 ________|_____________Dates of Previous Requests
 Description of Documents Requested
 1. Please provide a written explanation of the bank's tax policy regarding nonaccrual of interest on delinquent loans. Forxample, is there a particular cut-off period that is used, such as 90 days? Is the policy different for commercial loans than foroncommercial loans? Is the interest that has accrued prior to the cut-off period reversed?
 2. Please provide a complete list of all year end account balances for interest on nonperforming loans. Accounts for foreign,ommercial, and noncommercial loans should be included and broken down by category.
 3. Please furnish a list of the particular foreign and commercial loans in nonaccrual status as of the end of 19XX. Include anyoans on which interest has been suspended while the loans are being restructured. Include information regarding the type of loan,he borrower, the collateral, the balance of the loan, the amount of delinquent interest, etc.
 4. In addition to the examination year reports, please provide a current list of loans in nonaccrual status. (A list from 19XXwould assist me in determining the current status of the nonperforming loans which originated in the audit years.)
 5. Some of the loans will be listed on the earlier year's nonaccrual lists, but will not be on the subsequent year's list. Pleasedocument whether the loans were completely written off, whether the loans became current, or whether the loans wereenegotiated.
 6. Is it company policy to automatically apply payment made on a delinquent loan to a reduction in principal even if theustomer has designated the payment as past due interest? Please provide a written response.
 7. M-1 adjustments were made to increase book income for interest that was accrued for tax, but not for book. Please provideopies of the M-1 workpapers which explain these adjustments.
 Information Due By__________ At Next Appointment [ ] Mail In [ ]
 Name and Title of Requester Date
 FROM:Office Location
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Chapter 5
 CORE DEPOSITS AND COVENANTS NOT TO COMPETE
 CORE DEPOSITS
 An institution that acquires a bank will typically pay more than the excess of thebanks' assets over its liabilities. A portion of this excess amount is attributable to anintangible asset called "core deposits." Core deposits are the deposit base of demandand savings accounts which are generally expected to remain with the bank in thefuture. Since the depositors have done their banking at the acquired institution for aperiod of time, it is expected that they will continue to bank there. The bank pays itsdepositors a lower interest rate than it would pay for borrowed funds. Therefore, thisavailable inexpensive source of funds has value.
 IRC SECTION 197
 IRC section 197 was enacted on August 10, 1993. It provides that the capitalizedcosts of specified intangible assets, now referred to as "IRC section 197 intangibles,"are ratably amortized over a 15-year period beginning in the month of acquisition. The 15-year amortization period applies regardless of the actual useful life of the IRCsection 197 intangible. No other depreciation or amortization deduction may beclaimed on an IRC section 197 intangible that is amortizable under this provision. Proposed Treas. Reg. section 1.197-2 was published in the Federal Register onJanuary 16, 1997.
 Any acquired bank's core deposit base is now defined under the provisions of IRCsection 197, as a "customer-based intangible." A customer-based intangible refers tothe composition of a market, a market share, and any other value resulting from thefuture provision of goods or services resulting from relationships (contractual orotherwise) with customers in the ordinary course of business.
 According to the House Committee Report, typical examples of customer-basedintangibles include: The portion of an acquired trade or business attributable to theexistence of a customer base, circulation base, undeveloped market or market growth,insurance in force, investment management contracts, or other relationships withcustomers that involve the future provision of goods or services.
 The term "customer-based intangible" includes the core deposit base and any similarasset of a financial institution. Such assets include items such as checking accounts,savings accounts, and escrow accounts.
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The amortizable basis is the adjusted basis (for the purpose of determining gain) of anamortizable IRC section 197 intangible. Generally, this is its cost. The adjusted basisof an IRC section 197 intangible acquired from another entity is determined under thepresent-law principles applicable to the acquisition of tangible property. For example,if a portion of the cost of acquiring an amortizable IRC section 197 intangible iscontingent, its adjusted basis is generally increased as of the beginning of the monththat the contingent amount is paid or incurred. This additional amount is amortizedratably over the remaining months in the 15-year amortization period that applies tothe intangible as of the beginning of the month that the contingent amount is paid orincurred.
 If a taxpayer acquires a trade or business in a transaction treated under present law asan asset acquisition under either IRC section 338(b)(5) or IRC section 1060, theHouse Committee Report indicates that the purchase price should be allocated amongthe amortizable IRC section 197 intangibles using the residual method. It isanticipated that the regulations will be modified to treat all amortizable IRC section197 intangibles as Class IV assets for this purpose.
 The new rules are in effect after August 10, 1993. Transitional rules allow taxpayersto elect to apply the new rules to all property acquired after July 25, 1991. Underthis election, the 15-year amortization period applies on a retroactive basis. Theelection is binding on all taxpayers under common control with the electing taxpayerany time between August 2, 1993, and the date of the election.
 Alternatively, taxpayers can elect to apply prior law, rather than the new rules, toproperty acquired under a binding written contract in effect on August 10, 1993, evenif the acquisition date is after August 10, 1993. The law for earlier years is discussedbelow. See Treas. Reg. section 1.197-1T.
 EXAMINATION TECHNIQUES FOR CASES UNDER IRC SECTION 197
 1. Review the amortization schedule to verify that customer based intangibles (aswell as all amortizable IRC section 197 intangibles) are being amortized on astraight line basis over 15 years.
 2. An engineer can review the taxpayer's valuation of the acquired bank to ensurethat the taxpayer did not overvalue assets with shorter depreciable lives. Propervaluation is also necessary to determine the amount of gain or loss in the event thetaxpayer sells a portion of the acquired assets.
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CORE DEPOSITS PRIOR TO IRC SECTION 197
 The Internal Revenue Service recognizes the existence of intangible assets and allowsfor their amortization over their economic useful life. To be an amortizable intangibleasset, it must be separately identifiable and have a reasonably determinable economiclife. If the life is indeterminate, the asset is considered goodwill and no amortizationis allowed.
 Prior to the enactment of IRC section 197, the Code did not specify whethercustomer-based intangibles, such as core deposits, were intangible assets subject to amortization per Treas. Reg. section 1.167(a)-3. The crux of the issue is determiningwhether the customer base (core deposit intangible), existent at the time of theacquisition, is a separable asset from goodwill or going concern value. If it isseparable, a further determination must be made as to whether it has a determinableuseful life and whether its value has been proven.
 In the past, the Government's primary position was that the core deposit intangiblewas non-amortizable as a matter of law. This was explained in both the banking andsavings and loan ISP Coordinated Issue Papers on core deposits. Contact yourDistrict ISP coordinator to determine the current status of these papers due to theSupreme Court's opinion in Newark Morning Ledger.
 Because of the Court's decision, it is now especially important to determine whethercore deposits are properly lifed and valued. Core deposit issues should be referred toengineers or economists for analysis. The engineer will critique the taxpayer'smethodology, the reasonableness of the assumptions and conclusions, etc. Theengineer will revalue the core deposit intangible, or require the taxpayer to recalculatethis intangible based on current and historical data. Cases sent to Appeals without ananalysis of the taxpayer's study will be returned as premature referrals.
 INTANGIBLES SETTLEMENT INITIATIVE - PRE─IRC SECTION 197 CASES
 On February 9, 1994, the Service announced the Intangible Settlement Initiative (ISI)which gives taxpayers a one-time opportunity to resolve intangibles disputes in taxyears not affected by IRC section 197. Under the settlement initiative, a taxpayermust agree to adjust the basis of its amortized intangibles by the greater of a 50percent cost recovery adjustment or a 15 percent minimum concession adjustment. The amount of the required concession depends on the position taken on the return. For further information on the Intangibles Settlement Initiative, consult the ISIHandbook, IRS Document 9233 (2─94), Catalog Number 20566N, or contact yourDistrict's large case program.
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APPLICATION OF PRE-IRC SECTION 197 LAW TO CORE DEPOSIT INTANGIBLES
 If the taxpayer declines the ISI offer, allowance of amortization turns on whether thetaxpayer can establish that it has accurately determined the life and value of theclaimed core deposit intangible. See Newark Morning Ledger Co. v. United States,507 U.S. ___, 113 S.Ct. 1670, 123 L.Ed 2d 288 (1993). The Newark Morning Ledger opinion states that the taxpayer's burden is substantial. Whether a taxpayercan meet this burden depends on the quality and reasonableness of the taxpayer'slifing and valuation methods, and the extent to which they conform to valuationmethods mandated in the decided cases and sound financial analysis.
 The following is a list of pre-IRC section 197 cases which address lifing andvaluation of core deposit intangibles:
 1. Citizens & Southern Corp. v. Commissioner, 91 T.C. 463 (1988), aff'd withoutpublished opinion, 900 F.2d 266 (11th Cir. 1990), aff'd per curiam, 919 F.2d1492 (1990).
 2. IT&S of Iowa, Inc. v. Commissioner, 97 T.C. 496 (1991).
 3. Banc One Corp. v. Commissioner, 84 T.C. 476 (1985), aff'd 815 F.2d 75 (6thCir. 1987).
 4. Colorado National Bankshares, Inc. v. Commissioner, T.C. Memo. 1990─495,aff'd, 984 F.2d 383 (10th Cir. 1993).
 5. Trustmark Corp. v. Commissioner, T.C. Memo. 1994─184.
 6. Peoples Bancorporation v. Commissioner, T.C. Memo. 1992─285.
 7. First Chicago Corp. v. Commissioner, T.C. Memo. 1994─300.
 The Tax Court has generally accepted taxpayer attempts to predict the attrition ratefor the acquisition date deposit funds using historical deposit account attrition rates. The Tax Court seems generally willing to assume that the acquisition date pool ofcore deposits will diminish at the same rate at which the acquired bank's accountsclosed, provided that the projected life is based on pre─acquisition account closing orattrition data. The following factors should be considered in evaluating the reliabilityof the claimed life in a particular case:
 1. Use of the acquired bank's pre─acquisition attrition data is preferable to industryestimates or other potentially non─comparable data.
 2. A pre─acquisition observation period of at least one year.
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3. The taxpayer's methodology must identify and eliminate account closings due totransfers of funds to other accounts maintained by the same depositor.
 4. Historical attrition in high balance accounts should be studied and projectedseparately from smaller accounts since 95 percent of a bank's total deposits aretypically found in less than 5 percent of the accounts and these high balanceaccounts are much longer-lived than smaller accounts.
 The core deposit valuation methodology approach, accepted by the Tax Court, is toquantify the value of core deposits as a low-cost funding source by comparing thebank's projected cost to maintain the core deposits of the acquired bank which existon the acquisition date (interest paid on deposits plus expenses less service fees) tothe estimated cost of the next cheapest alternative source of funds. The value of thecore deposit intangible is the present value of the cost savings generated as the pool ofdeposits diminishes over time.
 1. The Tax Court has rejected the "income" method of valuing core depositintangible and has required taxpayers to present a valuation using the "cost-savings" method described above.
 2. The alternative cost of funds, which must be used under the cost savings method,is the rate offered on CDs by the acquired bank, the taxpayer, or competitor bankson the valuation date.
 3. Core deposits generally consist of business and personal checking accounts andregular savings accounts. Generally, certificates of deposits, money marketdeposit accounts, Super NOW accounts, NOW accounts, or other accountsbearing interest rates which fluctuate in response to market conditions are notconsidered core deposits unless the taxpayer proves that such accounts are notinterest rate sensitive. Such interest rate sensitive accounts must be excluded invaluing the core deposit intangible.
 4. The Service is not bound by contract allocations to core deposit intangible at leastwhere the allocation does not reflect an arm's length bargain between parties withadverse tax interests.
 5. Although the deposit in question may not meet the court's definition of anamortizable core deposit, the deposit may still be amortizable. Thus, if thetaxpayer can meet the Supreme Court test for amortization stated in NewarkMorning Ledger, show with reasonable accuracy that the deposit in question hasan ascertainable value separate and apart from goodwill and going concern valueof the acquired bank and has a limited useful life, the taxpayer may amortize thatdeposit. However, this may be a difficult test to meet if the deposit is sensitive tointerest rates.
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EXAMINATION TECHNIQUES FOR CASES BEFORE IRC SECTION 197
 1. The facts bearing on the life and value of an acquired bank's core depositintangible should be developed by the agent, by IDRs, summons procedures, orinterviews. Internal memoranda, corporate minutes, acquisition studies conductedby outside consultants, all documents relating to the price negotiations, thepurchase agreement, and applications for regulatory approval and relateddocuments should be obtained and reviewed for evidence relating to the acquiredbank's deposits.
 2. To assist the valuation engineer, the following specific items should be requestedfrom the taxpayer:
 a. A copy of the taxpayer's valuation report or, if no formal appraisal wasprepared, a written explanation of the methodology used to arrive at theclaimed value,
 b. Copies of the appraiser's work papers and all documents relied on indetermining life and value of the intangible,
 c. CD rates needed to calculate the cost of alternative funds,
 d. Detailed financial statements,
 e. Historical account closing data, and
 f. List of deposit accounts and balances on the valuation date.
 3. Obtain and review the appraisal of all of the tangible and intangible assets (ClassIII assets) of the acquired bank.
 4. Review all M-1 adjustments and related work papers. Taxpayers often usedifferent values, amortization periods, and amortization methods for bookpurposes than for tax purposes.
 5. A diskette is available to assist agents in redefining the core deposit base andrecalculating the deduction based on the IT&S of Iowa and Peoples Bancorporation cases. This diskette is available on the ISP bulletin board fileunder CD.ssf.
 6. A computer audit specialist can assist you in examining the core deposits issue. Refer to Chapter 3 for additional information.
 5-6

Page 59
                        

COVENANTS NOT TO COMPETE
 A covenant not to compete (also referred to as a noncompetition agreement) is acontract between the buyer and seller of a business, whereby the seller (or officers orkey personnel of the seller) agrees to refrain from operating a competing businesswithin a specified territory for a specified length of time. The covenant not tocompete may also require that the seller (also called a "covenanter") not holdemployment with a competitor. If the terms of the covenant not to compete arereasonable, and if the covenanter is truly being compensated for giving up his or herright to forego business opportunities in a competitive market, then the buyer isentitled to amortize the lump sum payment or installment payments to the seller overthe life of the covenant.
 Amounts received by the seller for a covenant not to compete are considered to begiven as lost earnings and, consequently, are taxable as ordinary income. Conversely,amounts received by the seller constitute capital gains to the extent they are receivedas consideration for the goodwill or going concern value of the business, or for thesale of stock.
 Prior to 1987, the buyer and seller had competing and conflicting tax interests in theallocation of the purchase price of the business to a covenant not to compete. Due tothe differential in tax rates between capital gains and ordinary income, the sellerbenefited with respect to his or her taxes by allocating as little as possible to thecovenant not to compete, and allocating as much as possible to the purchase of thebusiness or its goodwill. Similarly, consideration received in payment for stock waspreferable to a seller because such payments represent capital gain to the seller to theextent that the consideration exceeds the seller's basis in the stock. The buyer, on theother hand, preferred to allocate as much as possible to the covenant not to competebecause that amount is amortizable, Ullman v. Commissioner, 264 F.2d 305 (2d Cir.1959), allowing him or her a deduction against ordinary income, Sonnleitner v.Commissioner, 598 F.2d 464, 466 (5th Cir. 1979), whereas an allocation to goodwillor going concern value represents a nondepreciable capital investment.
 The Tax Reform Act of 1986, generally, eliminated the preferential tax rate for capitalgains. Thus, for transactions occurring after 1986, the tax interests of the buyer andthe seller with respect to a covenant not to compete are not adverse. With theelimination of the preferential rate, the seller of a business no longer suffers anysignificant tax disadvantage if more of the purchase price is allocated to the covenantnot to compete. Consequently, the seller will be more inclined to agree to a covenantnot to compete and to a greater allocation of the purchase price to the covenant. Thebuyer benefits because he or she can amortize a greater portion of the total purchaseprice of the acquired business.
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In tax years in which there is rough parity between marginal ordinary income andcapital gains tax rates, the Service is concerned that excessive amounts are beingallocated to the covenants not to compete. In the case of a stock purchase, an amountpaid for a covenant not to compete may actually be disguised stock purchase price. Consequently, we can expect to encounter overstated amortization deductions bybuyers. Additionally, buyers may attempt to allocate a portion of the purchase priceof the business to covenants not to compete because such assets are amortizable, eventhough the formal agreements between the buyers and sellers contain no allocation tothe covenant. Thus, covenants not to compete must be closely scrutinized in order toascertain whether the allocation lacks economic reality.
 Effective for tax years beginning after 1992, the Revenue Reconciliation Act of 1993increased the maximum ordinary income tax rate to 39.6 percent, while the net capitalgains rate continued at 28 percent. However, the enactment of IRC section 197causes this difference in rates to be important only to the seller. Under IRC section197, it does not generally matter to the buyer whether an amount is allocated togoodwill or to a covenant not to compete because the buyer can amortize that amountover 15 years. In fact, it may be beneficial to the buyer to have the purchase contractnot state an amount allocable to a covenant not to compete so that the buyer canattempt to allocate that portion of the purchase price to a tangible asset that has ashorter useful life. For years after 1992, it may also be beneficial to the seller to havethe purchase contract not state an allocation to a covenant not to compete so that theseller does not flag the transaction for the Service, which would require the seller toreport the amount paid for the covenant not to compete as ordinary income rather thanas capital gain from the sale of the business or asset.
 The focus generally is upon the genuineness and the value of the covenant. To theextent that the value of a covenant not to compete is overstated, this amountrepresents, in substance, what the buyer paid for the seller's goodwill. The courtshave developed several tests for determining the validity and value of covenants notto compete.
 THE ECONOMIC REALITY TEST
 The economic reality test is primarily concerned with whether a covenant not tocompete is genuine, that is, whether it has independent business or economicsignificance. This test was enunciated in Schulz v. Commissioner, 294 F.2d 52, 54(9th Cir. 1961), in which the court stated that "the covenant must have someindependent basis in fact or some arguable relationship with business reality such thatreasonable men, genuinely concerned with their economic future, might bargain forsuch an
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agreement." Where the seller is, objectively, likely to pose a threat of competition,courts will probably sustain some allocation to the covenant. Some of the factors thatshould be considered include:
 1. Did the seller have the ability to compete with the buyer?
 This question actually embraces a number of considerations:
 a. Seller's customer network and experience.
 Compare Sonnleitner v. Commissioner, supra (seller had business contactsand demonstrated selling ability) with General Insurance Agency, Inc. v.Commissioner, 401 F.2d 324 (4th Cir. 1968) (seller, widow of agency owner,was not considered serious competition because of her inability to successfullymanage the company) and Schulz v. Commissioner, supra (seller did not havethe business contacts and background necessary to compete, and economicconditions were such that it was unlikely that he could successfully compete).
 b. Seller's financial ability to compete.
 Compare Illinois Cereal Mills, Inc. v. Commissioner, T.C. Memo. 1983-469,aff'd, 789 F.2d 1234 (7th Cir.), cert. denied, 479 U.S. 995 (1986) (Seller hadeconomic resources to compete with purchaser.) with Krug v. Commissioner,T.C. Memo. 1981-522 (Seller was ill and lacked the financial resources tocompete.).
 c. Seller's physical ability to compete, that is, age and state of health.
 See, for example, Major v. Commissioner, 76 T.C. 239 (1981) (Covenant hadminimal value where the seller was of advanced age and had health problems).
 d. Non-contractual restrictions that would have prohibited the seller fromcompeting in absence of the covenant not to compete, such as limited marketentry.
 This factor may be important where a covenant is granted in conjunction withthe transfer of a franchise, license, or operating authority where market entryis limited. See, for example, Forward Communications Corp. v. UnitedStates, 608 F.2d 485 (Ct. Cl. 1979) (Seller would need an FCC license tocompete, which it was unlikely to obtain.); Major v. Commissioner, supra(Seller of freight firm would have to acquire interstate operating authorities,which were difficult to obtain from ICC.).
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e. Seller's intention to compete, either by acquiring or by starting a new businessin the same market, or by seeking employment with an existing competitor.
 A covenant not to compete is not meaningful if the grantor of the covenant hasstated his intention to retire or to leave the geographic area covered by thecovenant, and thus, poses no real threat of competition. If the grantor has theability to change plans and re-enter the market, the covenant is more likely tomeet the economic reality test. See, for example, Ansan Tool andManufacturing Co., Inc. v. Commissioner, T.C. Memo. 1992-121 (Courtagreed that taxpayer's management had reason to be concerned that departingshareholder-manager might accept employment from a rival firm and takeclients away, and thus it was of paramount importance that a covenant not tocompete be included in the final buy-sell agreement.) Illinois Cereal Mills,Inc. v. Commissioner, T.C. Memo. 1983-469, aff'd, 789 F.2d 1243 (7th Cir.),cert. denied, 479 U.S. 995 (1986) (Covenant not to compete negotiated inconjunction with taxpayer's purchase of another corporation's cereal binderoperations was of considerable value to the taxpayer because other corporationwould continue to sell resin-coated sand in the foundry market in competitionwith cereal binders; Tax Court found that covenant was valid where othercorporation possessed the resources to re-enter the cereal binder market.).
 2. Was the payment intended as compensation to the seller in lieu of his employmentin a competing venture?
 This issue goes to whether the amount purportedly paid for the covenant notcompete was actually paid as an inducement for the seller to refrain fromcompetition. It embraces such questions as:
 1. Does the payment for the covenant realistically compensate the seller for hisloss of earnings by not competing?
 2. If the payment for the covenant is to be made in installments, are the paymentsto the seller conditioned on his or her survival, or is the remaining balance ofpayments payable to the estate?
 In Ackerman v. Commissioner, T.C. Memo 1983─469, aff'd, 789 F.2d 1243(7th Cir.), cert. denied, 479 U.S. 995 (1986), one of the factors whichinfluenced the Tax Court to find that a portion of the purchase price wasmutually intended as consideration for the taxpayer's covenant not to competewas the fact that the payments due with respect to the covenant during theterm of the covenant terminated in the event of the seller's death.
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3. Are there any other factors that reflect the economic reality of the covenant?
 Numerous additional factors have been considered by courts in reaching adetermination concerning the economic reality of a covenant not to compete. They include:
 a. Formalities of the covenant
 b. Enforceability of the covenant
 c. Scope of the covenant
 See, for example, Dixie Finance Co., Inc. v. United States, 474 F.2d 501 (5thCir. 1973) (Court found covenants lacked economic reality where payments toshareholders were based upon percentage of stockholding, including paymentsto two shareholders who refused to sign the noncompetition agreement, andpurchaser did not police the agreement to ensure that sellers abided by itsterms.); Montesi v. Commissioner, 40 T.C. 511 (1963), aff'd, 340 F.2d 97 (6th
 Cir. 1965) (Court found covenants bona fide where noncompetitionagreements were entered into with only some shareholders, and each covenantwas for the same amount irrespective of the shareholder's stock ownership.);Howard Construction, Inc. v. Commissioner, 43 T.C. 343 (1964), acq.,1965-2 C.B. 5 (Court found that purchaser lacked concern about competitionwhere covenant prohibited sellers from managing a similar business, but didnot prohibit them from purchasing a similar business.).
 THE MUTUAL INTENT TEST
 The mutual intent test looks at whether the parties to the buy-sell agreement mutuallyagreed that some portion of the total consideration paid for the going concern wasintended for the covenant not to compete. This test is applied where the agreementcontains a covenant not to compete, but the purchase price is stated as a lump sum forthe entire transaction, that is, there is no express allocation of a specific amount to thecovenant. While the failure to allocate a portion of the purchase price appears to begood evidence that the parties did not intend one, Major v. Commissioner, supra, 76T.C. at 250, the mere absence of an allocation to the covenant does not give rise to aninference that the parties affirmatively intended to make no allocation (or a zeroallocation). Better Beverages, Inc. v. United States, 619 F.2d 424 (5th Cir. 1980). Therefore, courts have tended to look at actual contract negotiations to determinewhether the parties intended the covenant to have any value. Patterson v.Commissioner, 810 F.2d 562 (6th Cir. 1987); Better Beverages, supra. Mutual intent
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is usually found where the parties bargained over the inclusion of the covenant not tocompete, or where it was understood that the covenant was an essential part of theagreement. The "economic reality test" plays a role in this inquiry: The covenant notto compete must also have some independent basis in fact such that the parties mightbargain for it. Mutual intent may also be found where:
 1. Other language in the agreement evidences the parties' intent that theconsideration includes an unspecified amount for the covenant. See IllinoisCereal Mills, supra; Peterson Machine Tool, Inc. v. Commissioner, 79 T.C. 72(1982), aff'd, 54 A.F.T.R. 2d 84─5407 (10th Cir. 1984).
 2. There is uncontroverted testimony regarding the parties' intent. See Kreider v.Commissioner, 762 F.2d 580 (7th Cir. 1985).
 Mutual intent will usually be found where the covenant was an essential part of thesales agreement or was separately bargained for. See Ansan Tool andManufacturing Co. v. Commissioner, supra; Peterson Machine Tool, Inc. v.Commissioner, supra. Under such circumstances, the covenant has some value, butan ambiguity exists in the buy-sell agreement -- the ambiguity being just how much ofthe lump sum consideration was exchanged for the covenant. The court will thenproceed to resolve the ambiguity -- that is, it will assess the covenant's independenteconomic value. Patterson, supra. For example, in Ansan Tool and ManufacturingCo., supra, the buyer insisted upon a covenant not to compete due to the seller'sprominent role in the business. The seller was capable of competing in a new orexisting business, and so the economic reality test was met. However, the stockpurchase agreement made no allocation of a part of the purchase price to thecovenant. The court held that the buyer had met its burden of establishing that theparties required a covenant, and therefore some allocation was called for. Similarly,in Wilson Athletic Goods Manufacturing Co. v. Commissioner, 222 F.2d 355 (7thCir. 1955), the parties did not, in their agreement, allocate a portion of the purchaseprice to a covenant not to compete which clearly possessed some value. In that case, amajor sporting goods manufacturer purchased a shoe factory which produced athleticshoes marketed under the "Wilson" name. The Tax Court found that anunapportioned amount of the purchase price was allocable between goodwill and theseller's covenant. The Seventh Circuit reversed, finding that the taxpayer haddemonstrated that all of the unapportioned amount was paid only for the covenant,since Wilson would market the shoes through its own channels and, thus, the seller'sgoodwill was not of value to it. See also Kinney v. Commissioner, 58 T.C. 1038(1972). (Both parties had attached considerable value to the covenant not thecompete, but were unable to agree upon a precise allocation.)
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It may be, however, that while the parties engaged in negotiations over a covenant notto compete, no mutual agreement was ever reached concerning the allocation of priceto the covenant. For example, if the parties discussed a price for the covenant, but aspecific allocation to the covenant was not included in the final agreement, this maybe evidence that the parties could not reach an agreement.
 See, for example, Patterson v. Commissioner, supra, 810 F.2d at 573; AnnabelleCandy Co. v. Commissioner, 314 F.2d 1, 4 (9th Cir. 1963). In Theophelis v.Commissioner, 751 F.2d 165 (6th Cir. 1984), aff'g 571 F. Supp. 516 (E.D. Mich.1983), the seller and buyer never discussed a possible allocation to the covenant not tocompete until their final meeting, when they agreed in effect not to allocate anyspecific part of the purchase price to the covenant, but rather, they would allow theInternal Revenue Service to determine its value when the first of the parties to the salewas audited. See also Forward Communications Corp. v. Commissioner, supra(Covenant not to compete found to have no value or minimal value where partiesagreed to pay a sum certain for the assets of the seller and the purchase price was notaltered when the covenant was later added.).
 In contrast, where the parties never even discussed the covenant, the courts havefound mutual intent to allocate nothing to it. The court will not go further to examinethe economic reality of the covenant. See, for example, Lazisky v. Commissioner, 72T.C. 495 (1975); Better Beverages, Inc., supra. If nothing was paid for the covenant,there is nothing for the buyer to deduct. Theophelis, supra, 751 F.2d at 167.
 THE STRONG PROOF DOCTRINE AND THE DANIELSON RULE
 These tests are applied only when one of the parties to the buy-sell agreement seeks toestablish a different value for the covenant than the one specifically stated in thecontract. Although the Service is not bound by the allocation, the courts are likely togive effect to the agreed allocation where the parties have tax adversity.
 Between the parties, the allocation in their written agreement is generally binding. Where the parties clearly and unequivocally allocated a portion of the totalconsideration to the covenant, some courts have refused to allow one of the parties tosubsequently alter the tax consequences of the expressed amount unless he or she canovercome the contract terms by strong proof that the agreement does not reflect theparties' true intentions. This is known as the "strong proof" doctrine. See, forexample, Meredith Corp. v. Commissioner, 102 T.C. No. 15 (March 14, 1994), as anexample of the Tax Court's use of the strong proof doctrine.
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The Commissioner prefers the approach of other appellate courts1 which, relying onCommissioner v. Danielson, 378 F.2d 771 (3d Cir.), cert. denied, 389 U.S. 858(1967), require an even stronger degree of proof before one party will be permitted toalter the allocation for tax purposes. Under the "Danielson rule," a party maycontradict an unambiguous contractual term, for tax purposes, only by offering proofwhich would be admissible in an action between the parties to alter that constructionor to show its unenforceability because of mistake, undue influence, fraud, or duress. 378 F.2d at 778─779.
 VALUATION OF A COVENANT NOT TO COMPETE
 The taxpayer has the burden of proving that he is entitled to a deduction. Welch v.Helvering, 290 U.S. 111 (1933). Because the amount paid for a covenant not tocompete represents compensation to the covenanter, the taxpayer bears the burden ofproof for establishing the proper amount attributable to the covenant. The valueallocated to the covenant must reflect economic reality. This is a second, separate testfrom the economic reality test described above. It is possible for a covenant not tocompete to possess economic reality, while the amount allocated to its value may notreflect economic reality. The same factors as those listed above have been consideredfor this purpose.
 The purchaser's basis derives from the cost that he or she was actually required to payto obtain the covenant. Evidence of value is material only if probative of actual costor as to what portion, if any, of the lump sum price was required to obtain thecovenant. In Better Beverages, supra, the court recognized that there is not asufficient correlation between the value of a covenant to the purchaser and its value tothe covenanter, such that the purchaser's evidence of value to him or her is inadequateto prove actual cost. The interest relinquished by the seller is not parallel to thatsought or received by the purchaser:
 The value of such a covenant to a purchaser * * * derives from the projecteddegree of increased profitability and likelihood of survival of its new enterpriseattributable to the insulation of that enterprise, afforded by the covenant, fromthe deleterious competitive force that the seller could present. Value to theseller, on the other hand, is the measure of his foregoing the opportunity tore─enter a particular market for a given period. Consequently, because they arefunctions of totally independent sets of considerations, the respective values ofthe covenant to the buyer and seller are simply unrelated.
 1 The Danielson rule has been adopted by the Third, Fifth, Sixth and Eleventh Circuits. See Danielson, infra;Spector v. Commissioner, 641 F.2d 376 (5th Cir. 1981); Schatten v. United States, 746 F.2d 319 (6th Cir. 1984); andBradley v. United States, 730 f.2d 718 (11th Cir. 1984). The Eighth Circuit, in a case decided prior to Danielson,adopted a similar rule. Sullivan v. United States, 363 F. 2d 727 (8th Cir. 1966). Although the Tax Court hasrejected the Danielson rule, preferring the less stringent strong proof rule, under the doctrine of Golsen v.Commissioner, 54 T.C. 742 (1970), the Tax Court will follow a United States Court of Appeals decision which issquarely on point where appeal of Tax Court decision would lie in a particular circuit.
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See Better Beverages, Inc. v. United States, 619 F.2d at 430.
 One reasonable method to value a covenant is the compensation-based approach. Under this method, the covenanter's (seller's) average compensation (including salary,bonuses, and benefits) is calculated, this amount is projected over the life of thecovenant, and a discount rate is applied to adjust the figure to present value. Thismethod measures the loss of earnings anticipated by the seller as a result of hisforbearance from competing in the specified market.
 In some complex buy-sell agreements, however, a court may find the compensation-based approach too simplistic. Valuation texts, in discussing covenants not tocompete, refer to a second method which values what the buyer acquired: Protectionof the continued profitability of the business from the seller's hostile use of his or hercontacts in the market. This method calculates the present value of the economic lossto the buyer on the assumption that the seller re-entered the market. Such anapproach was sanctioned by the Tax Court in Ansan Tool and Manufacturing Co. v.Commissioner, T.C. Memo. 1992-121, where the compensation-based method wasdetermined inadequate for the unique arrangement between the taxpayer and the sellerin a stock buy-out.
 Courts will also look to the value claimed for the covenant relative to the values ofthe other assets acquired. See, for example, Patterson v. Commissioner, supra;Peterson Machine Tool, Inc. v. United States, supra. For example, in DixieFinance Co. v. United States, 474 F.2d 501 (5th Cir. 1973), where the amount thatthe taxpayer allocated to the stock purchase was less than its fair market value, thecourt refused to allocate any of the purchase price to a covenant not to compete. InWilson Athletic Goods Manufacturing Co. v. Commissioner, supra, on the otherhand, the court found that the excess purchase price paid for the assets of a shoemanufacturer was allocable to a covenant where the buyer was not interested inacquiring the goodwill of the seller.
 Finally, there are situations where the same parties execute both a covenant not tocompete and an employment contract. Both agreements need to be evaluatedcarefully because their provisions may overlap, and thus, so may their values. Anemployment agreement may convey similar benefits and cover the same time periodas a covenant not to compete, and arguably its value is not separate and distinct fromthe value of the covenant.
 5-15

Page 68
                        

EFFECT OF IRC SECTION 197
 For transactions occurring after the effective date (including the election-back date) ofthe Omnibus Budget Reconciliation Act of 1993, a covenant not to compete which isentered into in connection with the direct or indirect acquisition of an interest in atrade or business is an IRC section 197 intangible. Amounts paid or incurred for acovenant not to compete are ratably amortized over 15 years, even if the duration ofthe covenant is less than 15 years.
 An arrangement similar to a covenant not to compete is also treated as an IRC section197 intangible. For example, excessive compensation or rental paid to former ownerof a business for continuing to perform services or to provide the use of property isconsidered an amount paid for a covenant not to compete. Under the legislativehistory for IRC section 197, whether compensation is excessive is determined bycomparing the compensation under the covenant to the services actually rendered.
 An amount paid under a covenant not to compete which actually represents additionalconsideration paid for stock in a corporation is not an IRC section 197 intangible, andmust (as under pre─1993 case law) be added to the basis of the acquired stock. Proposed Treas. Reg. section 1.197-2 was published in the Federal Register onJanuary 16, 1997. See also, Treas. Reg. section 1.197-1T.
 EXAMINATION TECHNIQUES
 1. Agents are advised to review Form 8594 Asset Acquisition Statement Part II forthe allocation of the purchase price to the appropriate asset class. If there are anyquestions regarding the allocation, your inquiries should be directed to thetaxpayer for an explanation.
 2. In Part III of Form 8594, special attention should be paid to the column headed"Useful Life." If the amortizable intangible asset is an IRC section 197 intangible,the useful life should be 15 years or more. If it is not, an adjustment should bemade to the amortization of the acquired asset.
 3. Agents are also advised to request all appraisals relating to tangible assets whichwere transferred in the acquisition. Under the new law, it will be attractive fortaxpayers to allocate more of the purchase to tangible assets than to intangibleassets due to the fact that shorter depreciable lives are available under MACRS.
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4. The examiner may obtain information relative to the conditions of payment,formalities, enforceability, and scope of the agreement by examining the covenantdocument itself. However, this usually is inadequate to evaluate the covenant foreconomic reality and mutual intent. Therefore, the examiner is stronglyencouraged to interview both the buyer and the seller to gather facts, rather thanrely on opinions. Further, after each interview, the examiner should have theinterviewee (especially the buyer) sign an affidavit as part of the factualdevelopment since this will improve the chances of the issue being sustained byAppeals.
 5. See the sample IDRs in Exhibit 5-1. This may need to be modified depending onwhether IRC section 197 applies to the covenant.
 6. For covenants not to compete executed in years prior to the enactment date of IRCsection 197 (or the election back date available for transactions between July 25,1991, and August 10, 1993), three tests should generally be applied to determinewhether the covenant is amortizable.
 a. Economic Reality:
 1) Is it genuine? Would or could the seller compete if the covenant did notexist?
 2) What is the covenanter's ability to compete? Are there restrictions such asage or health, market entry restrictions, financial limitations?
 3) Does the covenanter have business contacts in the industry? What is his orher reputation, both in the firm and the industry?
 4) What are the covenanter's intentions? Does he or she have plans forpresent or future endeavors? Has he or she entered into an employmentagreement with the buyer or with another firm? Does he or shecontemplate a move away from the area?
 5) Are there market factors that affect the covenanter's ability to engage incompetition, such as type, size, territory of the market; barriers to marketentry; market saturation; or general economic conditions?
 b. Mutual Intent:
 1) Is the consideration paid for the covenant not to compete separately statedin the acquisition agreement or in the covenant, or is it included in a lumpsum purchase price?
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2) Did the parties to the agreement bargain over inclusion of the covenant? Did the buyer make the acquisition conditional upon inclusion of acovenant not to compete? Was the covenant a last-minute addition to theacquisition agreement?
 3) Is there other language in the agreement that evidences the parties' intentthat the consideration includes an unapportioned amount for the covenant?
 4) Do both parties agree that the covenant not to compete has value?
 b. Value of the Covenant:
 1) Does the taxpayer's claimed basis in the covenant match the allocation inthe agreement? Does the apportionment of the purchase price claimed bythe buyer match the amount reported by the seller?
 2) Does the amount allocated to the covenant not to compete reflecteconomic reality? If the covenant was given in conjunction with the sale ofstock, was the consideration paid for the stock reasonable or excessive? Ifthe covenant was given in conjunction with an asset acquisition, does itreflect the value of the covenanter's opportunities foregone?
 3) If the seller has an agreement to render post-acquisition services to thebuyer or rent property to the buyer, is the consideration for such servicesor rental excessive?
 4) Is there also an employment agreement between the buyer and seller? Doits terms overlap with the covenant not to compete?
 5) What is the value of the covenant in relation to the other assets acquired?
 SUMMARY
 A bank may be amortizing a number of intangible assets for tax purposes. Two of themost common are core deposits and covenants not to compete. If a bank you areexamining is amortizing these assets, you may need to request the assistance of anengineer to help determine whether the taxpayer has assigned reasonable values and isusing the correct amortization period and method.
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EXHIBIT 5-1 (1 of 2)
 SAMPLE INFORMATION DOCUMENT REQUEST
 Form 4564Rev. 6/88
 Department of the TreasuryInternal Revenue Service
 INFORMATION DOCUMENT REQUEST
 Request Number
 TO: Name of Taxpayer and Co. Div. or Branch
 Please return Part 2 with listed documentsto requester identified below.
 SubjectAmortization of Intangibles______________________SAIN No.|Submitted to: | | ________|_____________Dates of Previous Requests
 Description of Documents Requested Provide the following documents regarding each acquisition which occurred during this audit cycle:
 1. The Quarterly Reports, Annual Financial Statements, SEC filings,etc. for each acquired company for the prior twoyears.
 2. A list of the fixed assets received from each acquired company.
 3. A copy of the purchase agreements for each acquired company.
 4. A copy of the appraisal of each acquired company.
 5. A copy of the lifing studies, valuation studies, etc. for any acquired core deposits, servicing rights, or other intangible.
 6. A copy of the schedule showing the amount amortized for core deposits, servicing rights, and other intangibles. Thisshould include the total amount subject to amortization, the method of amortization being used, the period over which itis being amortized, the current years' amortization amount, etc.
 7. Is the amount of amortization computed differently for book purposes than for tax purposes? If so, please explain thedifferences
 8. Copies of M-1 adjustments and work papers for core deposits, purchased servicing rights, and all other intangibles thatwere acquired.
 Information Due By__________ At Next Appointment [ ] Mail In [ ]
 Name and Title of Requester Date
 FROM:Office Location
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EXHIBIT 5-1 (2 of 2)
 SAMPLE INFORMATION DOCUMENT REQUEST
 Form 4564Rev. 6/88
 Department of the TreasuryInternal Revenue Service
 INFORMATION DOCUMENT REQUEST
 Request Number
 TO: Name of Taxpayer and Co. Div. or Branch
 Please return Part 2 with listed documentsto requester identified below.
 SubjectCovenant Not to Compete______________________SAIN No.|Submitted to: | | ________|_____________Dates of Previous Requests
 Description of Documents Requested
 With respect to the acquisition of the covenant not to compete, please provide the following information and documents:
 1. A copy of the covenant(s) not to compete entered into by the various individuals or entities involved.
 2. Identify who these individuals are and if there are any non-owners among this group.
 3. A complete copy of the purchase agreement including all applicable schedules and exhibits.
 4. A copy of any appraisals performed as a result of this acquisition including all supporting schedules and exhibits.
 5. The current address and phone number of each of the principle sellers of this business.
 6. A copy of the financial statements or tax returns for this business for five years before the acquisition.
 7. Copies of M-1 adjustments and work papers for covenant not to compete.
 Information Due By__________ At Next Appointment [ ] Mail In [ ]
 Name and Title of Requester Date
 FROM:Office Location
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Chapter 6
 GAIN/LOSS ON FORECLOSED PROPERTY
 INTRODUCTION 1
 Banks typically refer to foreclosed property as OREO property. This is an acronymfor other real estate owned. OREO property typically is property obtained by the bankdue to the inability of the debtor to pay off a loan.
 OREO property can be acquired by the bank in either of two ways:
 1. Voluntary conveyance of the property in settlement of the obligation to the bank. This process is known as deed in lieu of foreclosure. This is accomplished whenthe mortgagee and the mortgagor agree to convey the property in settlement of the debt to avoid the costs, delays, the unfavorable publicity, and other problemsassociated with a foreclosure sale.
 2. The property can also be acquired through a formal foreclosure of the property bythe bank. This method is normally handled through the court system.
 In both of the above two situations, the bank will literally take title and possession tothe property. The tax consequences to the bank are exactly the same in both avoluntary deed in lieu of foreclosure and in the formal foreclosure proceedings wherethe deed is transferred under a court order.
 A loan renegotiation should not be confused with a foreclosure. A modification ofthe original loan terms usually results in a continuation of the debtor-creditorrelationship. The examiner should consider the effects, if any, of Cottage Savingsand the final Treas. Reg. section 1.1001-3 and determine whether the modification ofthe loan document is significant. For a more complete discussion of the CottageSavings case and the regulations, refer to the chapter titled Loan Swaps.
 Essentially, there are four potential areas for the examiner to consider when reviewingOREO property:
 1. Computation of the gain/loss upon foreclosure or repossession, involving,a. Fair Market Value of the property received, andb. Basis of the loan used for determining gain/loss.
 1 The tax treatment of foreclosed property acquired by thrifts is governed by IRC section 595 which will notbe discussed in this section. IRC section 595 was repealed for property acquired after December 31, 1995, bysection 1616(b)(8) of P.L. 104-188, signed August 20, 1996. The discussion which follows concerns only thetreatment of foreclosed property acquired by commercial banks.
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2. Capitalization of costs during and after foreclosure or repossession.3. Character of the gain or loss reported by the bank.
 4. Covered sales.
 Each of these areas are discussed in this section of the guide.
 The receipt of foreclosed property by a bank is considered to be a payment for theoutstanding obligation. The bank must recognize a gain or loss on transaction for taxpurposes. The amount of the gain or loss is the difference between the basis of theloan and the fair market value of the property received. The starting point fordetermining the gain or loss in both a foreclosure sale and a transfer of the deed inlieu of foreclosure is the debt's adjusted basis.
 COMPUTING THE BASIS OF THE LOAN FOR TAX PURPOSES
 1. The starting point is the unpaid balance of the loan remaining at the time thecollateral is repossessed by the bank. This amount is reduced by any charge-offstaken for tax purposes during the year, or in prior years. For example, if the bankoriginally provided a loan for $100,000, received $10,000 in principal payments,and subsequently wrote off $20,000 as being uncollectible, the basis of the loanfor tax purposes would be $70,000. This amount does not necessarily tie into thebook or legal balance of the obligation remaining for financial reporting purposes.
 2. The basis of the loan is increased by any interest income which was accrued bythe bank and previously reported as taxable income. This assumes that theinterest remains uncollected by the bank at the time the property is transferred toOREO property.
 3. The basis of the loan is further increased by other costs, such as back taxes,insurance, legal expenses, and similar items paid by the bank for protecting thevalue of the property prior to the transfer of ownership to the bank. Legal costsand other similar expenses incurred in connection with the foreclosureproceedings increase the basis of the OREO property.
 This chapter on foreclosed property should be read in conjunction with the chapter onbad debt deductions, which is included later in this guide. A loss realized uponforeclosure is normally deducted as part of the bank's overall bad debt deduction,while a gain is recognized as ordinary income. See Revenue Ruling 74-159, 1974-1C.B. 232.
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EXAMINATION TECHNIQUES
 1. One of the most common issues in the foreclosure area involves the valuation ofthe OREO property when ownership is transferred to the bank. The fair marketvalue of the property must be determined to establish and document the amount ofthe bank's deductible gain or loss. Generally, the burden of proving the fairmarket value rests with the bank. Estimates of the value of the OREO propertyshould not be accepted. However, for purposes of determining gain or loss (otherthan with respect to the bad debt deduction) on the transaction, the FMV of theproperty is rebuttably presumed to be the amount bid-in by the taxpayer. Theburden, of proving that FMV is not the bid-in price, rests with the party rebuttingthe presumption. See Community Bank v. Commissioner, 62 T.C. 50 (1974).
 The easiest and most accurate method for determining the fair market value of theOREO property is to request that the bank provide a written appraisal from aprofessional independent appraiser. This request is not as unreasonable as it maysound. The bank will normally have already secured a complete appraisal formost, if not all, major property acquired through foreclosure. If the bank does nothave an appraisal of the property, secondary evidence should be used. This wouldinclude property tax valuations, past appraisals, third party purchase offers for theproperty, and anything else in the loan file which indicates the value of the OREO. Remember, for purposes of computing its bad debt deduction, it is the taxpayer'sresponsibility to substantiate the fair market value. Failure to properly documentthe value of the property at the time of foreclosure can result in the disallowanceof the bad debt deduction taken for that OREO property.
 2. When reviewing the computation of the gain or loss reported for tax purposes,look very closely at the numbers. The full appraisal amount should be used whencomputing the taxable gain or loss upon foreclosure. It is common practice for thebank to reduce the fair market value of the property by the projected sellingexpenses, the estimated costs to hold the property until sold, the estimated costs ofany improvements, plus other related expenses. If the taxpayer uses this netrealizable value, the result will be an overstatement of the loss, or anunderstatement of the gain on the transaction. While this reduction for other costsis required for book purposes, it is not acceptable for tax purposes.
 3. One of the most common issues to consider in this area deals with the expenseswhich are deducted by the bank during the period of time the repossessed propertyis held for sale.
 In many cases the bank will deduct as current expenses such items as prior yearproperty taxes, selling expenses, substantial repairs and improvements, and thelegal expenses of acquiring the property. These expenses are of a capital natureand are not currently deductible. These amounts are considered to be part of thecost of the property until sold.
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After the bank takes possession of the property, no portion of the expenses iscurrently deductible if the bank is holding the property for resale or sale tocustomers. The OREO property is similar to inventory, and therefore, allexpenses are considered to be part of the basis of the property. If, however, thebank is holding the property out for rent, normal maintenance expenses, includingdepreciation, are deductible by the bank when incurred.
 Foreclosure expenses can usually be found on the return under classifications suchas ORE expenses, (other real estate expenses), legal expenses, or repossessionexpenses. These accounts should be thoroughly reviewed for these types ofdeductions. The bank's policy for these type of expenses should also be reviewedto determine how they are being handled for tax purposes.
 4. Another issue which can have significant tax consequences involves the sale ofOREO property which is financed by the selling bank. Industry regulators refer tothese property sales as covered sales. This consists of foreclosed property whichis sold by the bank but financed with over 90 percent of funds provided by theselling bank, or the financing offered by the bank is on terms more favorable thancustomarily offered to its customers.
 These transactions are not considered sales for regulatory purposes unless thepurchaser contributes over 10 percent of the purchase price. No gain isrecognized by the bank since the majority of the funds used to finance thetransaction were bank funds. For tax purposes, the property is generallyconsidered sold when title passes. Therefore, it is subject to the gain/lossprocedures. A significant amount of deferred gains could exist if the bankfinances its foreclosure sales, especially for community banks.
 If the bank offers this type of financing, request a statement of the bank's policyconcerning these transactions along with a complete list of OREO propertyfinanced by the bank. This list should be reviewed to determine if the sale wasproperly reported for tax purposes.
 Schedule M-1 should reflect any book/tax difference on the recognition of thesecovered transactions.
 5. Once a bank has converted a loan to OREO property, no additional bad debtwrite-downs or charge-off's are permitted for tax purposes with respect to the oldloan or the OREO property. If the bank also finances a new buyer's acquisition ofthe OREO property, that loan should be reflected on the bank's books for taxpurposes.
 Review the expense accounts for any write-downs the bank may have deducted. In some cases, the bank will have an account titled "OREO write-downs," whichwill allow you to easily identify any deductions claimed.
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It should be noted that the above positions in connection with mortgage foreclosuresassume that the bank does not actively sell foreclosed property within the ordinarycourse of the bank's business. A bank that actively and regularly sells foreclosedproperty may be classified as a dealer in real estate, in which case the tax implicationsmay be different.
 All of the above issues are timing adjustments. Before a lot of time is spent in thisarea, consideration should be given to the period of time it takes the bank to sell orotherwise dispose of the foreclosed property. This is the turnover rate. If it is thebank's policy to dispose of the property almost immediately, any disagreements overan appraisal or costs to be capitalized are of no consequence. The bank would beentitled to these deductions at the time the property is sold.
 COORDINATED ISSUE PAPER
 The coordinated issue paper dealing with foreclosed property (which involved thecharacter of the gain or loss reportable by a bank on the sale of foreclosed property orsecurities received as part of a debt restructuring) relied on the "Corn Products"doctrine which was substantially modified by the Supreme Court in the ArkansasBest case. Therefore, the issue paper as originally written is no longer technicallycorrect. If you have this issue, please contact the Industry Specialist for CommercialBanking for an update of the current IRS position.
 It is presumed for both regulatory and financial accounting purposes that OREOproperty is property held for sale to customers. Although this presumption is notcontrolling for tax purposes, if such property is held for sale to customers in theordinary course of the bank's trade or business, then under IRC section 1221(1) gainsor losses are ordinary deductions.
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Chapter 7
 GROSS-UP NET LOANS
 INTRODUCTION
 The fourth and final coordinated issue in the commercial banking area deals withbanks involved in foreign or international operations. Normally, the smallercommunity banks, and even most of the mid-size banks, do not have any internationaloperations and seldom get involved in foreign transactions. Accordingly, thiscoordinated issue will have no effect on those cases. However, most of the largerbanks have significant international operations. These cases will have "internationalissue" stamped on the front of the tax return and will include various internationalforms within the return. The revenue agent usually will not examine the internationalissues. Rather, they will rely on the expertise of a trained international agent. Chapter 3 of this guide includes a section on the involvement of specialists. If yourcase has any potential international issues, refer to that section for information onrequesting the assistance of an international agent.
 COORDINATED ISSUE PAPER
 The coordinated issue involves the gross-up of net loans.1 Specifically, whether anamount equal to the foreign withholding taxes due to be paid by borrowers pursuantto "net" loan agreements must be included in the gross income of the lender in the taxable year in which the obligation of the borrower to pay such taxes arose.
 If the foreign withholding tax is creditable and included in the income of the lender,whether such taxes recognized for purposes of inclusion in the lender's gross incomeare also considered documented for purposes of the foreign tax credit, in accordancewith IRC section 905.
 This issue is not as important as it was in the late 70's and early 80's. The bankingindustry has attempted to comply for the most part with the coordinated issue paper. The real issue is that many banks have grossed-up taxable loans only where theyobtain tax receipts.
 Part of the problem lies with the substantiation of the foreign tax credits. Taxpayersinsist that because they do not have a tax receipt, they can use secondary evidence toverify their foreign tax credits. The secondary evidence provision of Treas. Reg.section 1.905-2(b)(1) has limited application. This section specifically cites whensecondary evidence can be used, and also what type of evidence is acceptable.
 1 This issue has also been referred to as the "Foreign Withholding Tax" Issue.
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As part of the audit process, examiners should strictly enforce the requirements ofIRC section 905 and the applicable regulations. The work papers should clearlydocument the tax receipts along with any secondary evidence that the tax was actuallypaid. It is important to identify all evidence provided by the taxpayer into separatecategories such as tax letters from borrowers, missing or no exchange rates, etc. Such detail summarized by categories assists in the settlement of the issue at a laterdate.
 The opinion in Continental Illinois Corp. v. Commissioner, 998 F.2d 513 (7th Cir.1993) held that borrower letters are not deemed secondary evidence within theprovisions of Treas. Reg. section 1.905-2(a)(2) and 2(b)(1). This opinion alsorejected the concept of a net loan gross-up without a corresponding tax credit.
 See Exhibit 7-1 for a sample IDR detailing information to be requested for the netloan issue.
 INTERNATIONAL TAX ISSUES
 Other foreign issues which have potential tax implications are as follows:
 1. Computation and verification of all foreign tax credits claimed on the return.
 2. Level of substantiation required for a foreign tax credit to be allowed for taxpurposes, and can the taxpayer use borrower letters as proof of payment to supportthe tax credit.
 3. Is the Brazilian tax credit a creditable foreign tax credit for U.S. tax purposes, andif it is, is the Brazilian Central Bank exempt from tax? (See item on Brazilian taxcredits, discussed below.)
 4. The existence of subsidies, refunds, or rebates, which signifies that the foreign taxwas not paid for foreign tax credit purposes.
 5. Tax implications of foreign transactions, such as sales of foreign debt to thirdparties, debt-for-debt loan swaps, etc.
 6. Non-accrual of interest income on foreign debt.
 7. Foreign loan charge-offs, some of which are guaranteed by the foreign country. This is an area which can easily be abused by the taxpayer.
 8. Foreign hedging transactions and other financial product transactions.
 9. Proper application of the Allocated Transfer Risk Reserves (ATRR) charge-off's.
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10. Proper application of the Source and Withholding rules.
 11. The above list should be used by the international examiner to determine thescope of the examination. The list is not all inclusive, and is simply a starting point. The agent should also contact the Industry Specialist for CommercialBanking for a copy of the Coordinated Issue Paper and any updates on the issue.
 BRAZILIAN FOREIGN TAX CREDITS
 One of the issues that continues to come up in the larger cases involves the BrazilianForeign Tax credit. The IRS has taken the position that the Brazilian tax is not acreditable foreign tax. See Rev. Rul. 89-119, 1989-2 C.B. 132, as modified byAnnouncement 89-152, 1989-48 I.R.B. 21. A complete breakdown of the foreign taxcredits should be secured from the taxpayer as soon as possible to determine whetherany Brazilian credits were claimed. This information should be included in theinternational referral to assist the reviewing agent.
 In Continental Illinois, the Seventh Circuit affirmed the Tax Court and ruled that theBrazilian tax is potentially creditable, but second or third party rebates must bereduced from the total credit claimed. In Continental Illinois, the Court held thatthese rebates constituted indirect subsidies to the taxpayer, and disallowed foreign taxcredits to the extent of the subsidy. See also, Norwest v. Commissioner, 69 F.3d1404 (8th Cir. 1995). This information should be included in the international referralto assist the reviewing agent.
 Regarding the Brazilian Central Bank, the Tax Court held that the Central Bank wasnot required to pay taxes on its net loan interest remittances on restructured debtbecause the Central Bank had tax immunity. The Tax Court disallowed the lender'sforeign tax credits even though the lender had tax receipts. Riggs NationalCorporation v. Commissioner, 107 T.C. No. 18 (Dec, 10, 1996).
 MEXICAN FOREIGN TAX CREDITS
 The major issue involving Mexican Foreign Tax Credits centers around thesubstantiation of the credit. One of the main problems that we have come acrossinvolves the receipts, and other documentation from the Mexican oil companyPetroleos Mexicanos, more commonly known as PEMEX. It is the position of theIRS that as PEMEX is a government agency that has never paid any tax, it is, ineffect, tax exempt. This would make any credit being claimed by taxpayers withrespect to PEMEX loans, highly questionable. The IRS position was adopted by theTax Court in Continental Illinois v. Commissioner, T.C. Memo. 1991-66. The sameis true for receipts from Commission Federal de Electricidad.
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Because PEMEX is the largest single Mexican borrower of U.S. source loans, there isa strong possibility that a large number of taxpayers, (banks in particular), may beusing incorrect and inaccurate documents to substantiate the foreign tax credits whicharise from loans to PEMEX.
 ARTICLES
 Fuller & Kornblatt, "Foreign Tax Credit and Net Loans: A Creditable Attack," 5 J.Bank Taxation, No. 1, 5 (1991).
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EXHIBIT 7-1 (1 of 2)
 SAMPLE INFORMATION DOCUMENT REQUEST
 Form 4564Rev. 6/88
 Department of the TreasuryInternal Revenue Service
 INFORMATION DOCUMENT REQUEST
 Request Number
 TO: Name of Taxpayer and Co. Div. or Branch
 Please return Part 2 with listed documentsto requester identified below.
 SubjectNet Loan Issue______________________SAIN No.|Submitted to: | | ________|_____________Dates of Previous Requests
 Description of Documents Requested
 This information request relates to interest income reported from all foreign loans as detailed in the bank’s annual report and asreported on the tax return.
 1. Provide a complete copy of all foreign loan files. The loan file should contain at least the following information:
 1. Complete loan agreement2. Name and address of the borrower3. Amount of the loan and interest rate being charged4. Due dates and actual dates of amount of all payments of principal and interest5. Whether the loan agreement required the borrower to pay foreign taxes due on the interest payments.
 2. With respect to each foreign loan, provide the following information for each year under examination:
 1. The amount of interest received for each year2. The foreign tax due on the interest received for each year3. The amount of foreign tax paid with respect to the interest reported.
 3. Produce all tax receipts issued by foreign governments for tax payments during the examination years which wereattributable to the foreign loan interest.
 Information Due By__________ At Next Appointment [ ] Mail In [ ]
 Name and Title of Requester Date
 FROM:Office Location
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EXHIBIT 7-1 (2 of 2)
 SAMPLE INFORMATION DOCUMENT
 Form 4564Rev. 6/88
 Department of the TreasuryInternal Revenue Service
 INFORMATION DOCUMENT REQUEST
 Request Number
 TO: Name of Taxpayer and Co. Div. or Branch
 Please return Part 2 with listed documentsto requester identified below.
 Subject Net Loan Issue______________________SAIN No.|Submitted to: | | ________|_____________Dates of Previous Requests
 Description of Documents Requested
 4. Provide all worksheets and other documentation utilizing any foreign exchange rates along with verification of that rate.
 5. Produce all tax returns filed by or on behalf of the bank with respect to foreign taxes due or paid during the examinationears and attributable to the foreign loan interest.
 6. Produce transcripts, statements of account, or other documents and records maintained by foreign governments with respecto taxes due or paid on the foreign loan interest.
 7. With respect to each foreign loan, produce all correspondence with the borrower and all books and records of the borrowereflecting payments of foreign taxes on behalf of the bank during the examination years.
 8. With respect to each foreign tax payment, foreign tax claimed as a credit on the bank's tax return and for which a foreignax receipt is not produced, explain why a tax receipt is not available and describe all efforts to obtain the receipt.
 9. Identify any foreign loans which are exempt from foreign taxation and state the reason for the exemption, and produce alldocuments and records identifying such loan as exempt from foreign tax.
 The documents produced in response to this request should be the original documents. If the original documents areunavailable, copies should be produced and your response to this request should include an explanation of why originaldocuments are unavailable and a description of all taxpayer's efforts to obtain these documents.
 In the event any of the documents are in a foreign language, a translation of the information contained in the documents shouldbe provided. In addition, a source person should be made available if and when any other translation questions or problemsarise.
 Information Due By__________ At Next Appointment [ ] Mail In [ ]
 Name and Title of Requester Date
 FROM:Office Location
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Chapter 8
 MORTGAGE SERVICING RIGHTS
 INTRODUCTION
 The mortgage servicing area has received a lot of attention in the media over the lastcouple of years. It involves an issue which has significant tax implications for banks,savings and loan associations, and mortgage bankers. Specifically, the issue dealswith the coupon stripping rules of IRC section 1286 which require the allocation of abasis to the servicing rights retained by the bank when the corresponding mortgage issold in the marketplace.
 When a bank sells a mortgage, it simultaneously enters into a contract to service themortgage for a fee which is based on a percentage of the outstanding principal balanceof the loan. This contract is called the servicing right.
 Servicing a mortgage involves collecting the homeowner's monthly payment,remitting the principal and interest to the investor, accumulating an escrow accountfor payment of insurance and taxes, disbursing the escrow funds as payments comedue, maintaining all records relating to the loan, and handling all delinquencyproblems. The loan servicer is paid amounts from interest for performing theseservices.
 These amounts are the heart of the issue. If the financial institution receives amountsfrom interest which are in excess of reasonable compensation, basis must be allocatedto the servicing right in accordance with the coupon stripping rules of IRC section1286. The allocation of a portion of the basis to the servicing right will reduce the taxbasis of the mortgage instrument and effectively increase the gain or reduce the lossreportable for tax purposes in the year the mortgage is sold.
 This issue can be compared to the situation in which interest coupons are strippedfrom a bond. The real value of the coupons is equivalent to the present value of theincome stream of the future payments to be received. This valuation is the basisallocated to the coupons and will proportionally reduce the cost basis of the bond. This allocation directly affects the gain or loss reportable for tax purposes.
 The additional amount of income that the taxpayer reports due to the basis allocatedto the servicing right is approximately equal to the present value of the excessservicing income that the taxpayer will receive in future years.
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The value of the excess portion of the servicing right retained by the taxpayer is basedon the facts and circumstances of each case. The taxpayer can elect to use the safeharbor provisions of Revenue Procedure 91-50, 1991-2 C.B. 778. This revenueprocedure provides guidelines for determining what constitutes "reasonablecompensation" for mortgage servicing contracts. The election available to thetaxpayer is discussed in detail later in this section of the guide.
 EXAMINATION AREAS
 Consider several different examination areas when reviewing mortgage servicing.
 1. Determine if the taxpayer is properly following all of the requirements of Rev.Rul. 91-46, 1991-2 C.B. 358, and has made the appropriate election under Rev.Proc. 91-50, 1991-2 C.B. 778.
 2. Many variables are used when computing the value of the servicing right, all ofwhich can significantly affect the amount reported for tax purposes. Thecomputation of the value of the excess portion of the servicing right must bereviewed and verified.
 BACKGROUND INFORMATION
 To obtain a better overall understanding of the issue, it is best to provide some basicinformation on the subject of mortgage servicing.
 The general steps in a typical mortgage process are as follows:
 1. A consumer will secure a mortgage loan at a commercial bank, mortgage banker,or savings and loan. The financial institution then has a loan in the place of thecash which it used to pay the seller.
 2. The lender then packages the mortgage loans into groups with similar interestrates and terms. The lender then sells the loans. This sale by the lender is ataxable event and is often completed within a few months of the time the loan wasoriginated.
 3. Instead of selling the mortgage loans, the lender may choose to exchange them formortgage backed securities (MBS). The bank may retain the MBS in their owninvestment portfolio. Alternatively, the bank may sell or exchange the MBS in ataxable event.
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4. The purchaser of the mortgages will bundle the loans together and use them as thebasis for issuing a mortgage backed security. Security firms on Wall Street willthen sell the MBS to investors. This investment carries a low risk because itgenerally is guaranteed by the Government National Mortgage Association(GNMA), the Federal National Mortgage Association (FNMA), and the FederalHome Loan Mortgage Corporation (FHLMC), or some other governmentguarantor. With the profits from the sale of the mortgage backed security, thepurchaser will then buy additional mortgage loans from a lender and continue thecycle.
 Servicing rights are extremely valuable assets. They provide the owner with apredictable cash flow. The mortgage department of a bank, savings and loan, ormortgage company, derives its income almost exclusively from servicing fees,origination fees, and interest income earned on money held in escrow accounts. Theservicing portion of the mortgage banking business can be extremely profitable whendone in volume.
 Some financial institutions purchase individual mortgage loans from other lenders tosecure the underlying servicing rights. Then the mortgage will usually be sold alongwith the mortgages the bank originated. The financial institution which decides tosell the servicing right with the mortgage will do so for various reasons. The bankmay not specialize in mortgage servicing or it may not service mortgages for a certainarea of the country. When mortgage loans are sold, the seller will always receivemore for a mortgage with the servicing right included than for a similar mortgagewithout the servicing right. For accounting purposes, the difference is called aservicing release premium.
 The primary reason for the sale of the mortgage is to eliminate the risk of fluctuationsin interest rates. Years ago, many institutions retained the mortgages they originatedin the banks' own portfolios. However, when interest rates rose significantly in theearly 1980's, the banks were holding fixed rate mortgages paying relatively lowinterest rates, while they were forced to pay higher rates on funds deposited with thebanks. To eliminate this risk, banks sell the mortgages to outside investors. Mortgages are also sold to secure additional funds to lend to future customers. Sincethe bank has a limited amount of money to lend, it sells the loans and turns the moneyover indefinitely.
 SALE OF MORTGAGE LOANS & MORTGAGE BACKED SECURITIES
 The majority of the loans originated by the taxpayers we examined were guaranteedby GNMA and FNMA. These entities along with FHLMC also known as FreddieMac, dominate the secondary mortgage market. They buy loans from lenders andpackage them into mortgage backed securities for sale to investors. Their basicpurpose is to create a secondary home loan market by buying home loans from
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financial institutions and selling securities backed by the mortgages to investors. GNMA is a federal agency and FNMA and FHLMC are government sponsored,publicly traded companies.
 When the mortgage loans are sold, the servicing of the mortgages is normally requiredto be retained by the seller. All of the governmental agencies which purchasemortgage loans such as FNMA, GNMA, and FHLMC, will not accept the mortgageswith the servicing included. A comparison of pass-through mortgage-backedsecurities can be obtained from Tax Management Inc., a subsidiary of The Bureau ofNational Affairs, Inc., Washington, D.C.
 EXCESS SERVICING FEE
 The fee actually earned by the servicer of the loans will vary depending on the salesprice of the loan package. For accounting purposes, servicing fees can be subdividedinto two types, normal servicing and excess servicing. Revenue Ruling 91-46requires a basis allocation for amounts which exceed reasonable compensation forservices to be performed. In Rev. Proc. 91-46, basis was required to be allocated to aportion of normal servicing as well as to excess servicing. Revenue procedure 91-50provides safe harbor rates that the taxpayer can elect to compute reasonablecompensation for servicing one to four family mortgages.
 If a taxpayer so elects, the amounts considered to be reasonable compensation in Rev.Rul. 91-46 for purposes of the safe harbor provisions of Rev. Proc. 91-50 are asfollow:
 1. 25 basis points for conventional fixed rate mortgages with an original principalbalance greater than $50,000,
 2. 44 basis points for loans sold to GNMA and mortgages with an original principalbalance of $50,000 or less, or
 3. 37.5 basis points for all other types of residential mortgages, such as adjustablerate mortgages, sold to parties other than GNMA.
 Those amounts are in addition to the guarantee fees charged by GNMA, FNMA, orFHLMC. Thus, it is not uncommon for the spread between mortgage rates and therelated MBS to be 50 basis points and result in no basis allocation under IRC section1286.
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The servicer of the loan will remit the homeowner's interest and principal payment,less the servicing fee, to the holder of the mortgage. The fee paid to the servicer is apercentage of the principal balance of the loan remaining at the time of the payment. As the principal balance of the loan is reduced, the fee earned by the servicer of theloan is reduced accordingly.
 It should be pointed out that these safe harbor rates apply only to one to four unitresidential mortgages. There is no guidance on commercial or other mortgage typeloans.
 COMPUTATION OF THE EXCESS SERVICING FEE
 The servicing amounts received are determined by multiplying the remainingprincipal balance of the mortgage by the difference between the rate collected fromthe homeowner and the rate that is to be sent to the purchaser of the mortgage. Sincethese amounts are annual percentage rates, the amount computed is divided by 12 toget the monthly amount. The monthly amounts are used since as each payment ismade, the remaining principal balance of the mortgage will be reduced. It is thisremaining balance that is used to compute the corresponding amount or fee earned bythe servicer of the mortgage.
 The total servicing amount, both normal and excess, will be reported by the financialinstitution as it receives the fees. The taxpayer, however, also is entitled to recoverbasis allocated to stripped coupons under the OID rules.
 Currently, there is a computer program created by IRS personnel which takes intoconsideration all of the requirements of the new Revenue Procedures and the OIDrules. This disk will value the various mortgage pools and compute the correctamount of the excess servicing fee that should be reported as taxable income by thetaxpayer. It will also compute the annual deductions allowed to the taxpayer based onvariables existing in your case.
 Many taxpayers also have programs which compute the present value of excessservicing. The accuracy of their computations can be verified by using the IRSprogram.
 PREPAYMENT OF MORTGAGES
 If the mortgage is paid off due to a refinancing or a sale of the residence, then theservicing fee being earned by the servicer of the loan will end. The servicer will nolonger be collecting any payments and therefore that individual servicing right will beworthless. The rate of prepayment varies depending on interest rates.
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Prepayments, payoffs, and refinancing were fully considered in determining theaverage life of a mortgage. For every mortgage that is paid off early, there are othermortgages that will go beyond the mortgages average life. In fact, some of themortgages will not be paid off until the entire 30 years has elapsed. The financialinstitution will continue to collect the servicing fee on these mortgages to maturity. As anyone with a mortgage knows, the principal balance does not go down very muchuntil the last several years. Therefore, even though the servicing fee may be reduced,it does not go down very much until the very end of the mortgage, which is far beyondthe average mortgage life.
 The life expectancy of a mortgage is very important. The computation of the value ofthe excess servicing right uses the present value of the future income stream the bankwill receive. This future income stream takes into consideration the length of time thetaxpayer will be receiving this income. Secondly, the amount reported as excessservicing fee income is allowed as an amortization deduction in later years. Theamortization rate is based on the life expectancy of the servicing right. A reasonableprepayment model, such as the PSA model, should be used to determine the value ofretained servicing rights.
 LAW
 IRC section 1286 discusses the tax treatment of stripped bonds and allocates a taxbasis to the coupons when they are stripped from the related coupons. Basis isallocated between the portion of the bond sold and the portion retained.
 IRC section 1286 treats the purchaser of a stripped bond as having acquired anoriginal issue discount (OID) instrument with the OID equal to any excess of thestated redemption price at maturity over the bond's purchase price. The seller of thestripped bond is treated as having retained a portion of the bond for an amount equalto the allocated basis under the stripping provisions.
 The IRS issued Rev. Rul. 91-46, which ruled that the coupon stripping rules in IRCsection 1286 apply to the sale of mortgage loans if the seller retains the right toreceive amounts from interest other than as reasonable compensation.
 Taking into consideration IRC section 1286, some gain or a reduced amount of lossmay be recognized for tax purposes at the date of sale. The basis is allocated betweenthe mortgage instrument and the servicing right based on the fair market value of theitems at the date of sale.
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SFAS 65
 The Financial Accounting Standards Board published SFAS 65 which requires thesales price of mortgages to be adjusted whenever there is excess servicing involved. It attempts to correct the inequities in the recording of the sale of mortgages whichinvolve excess servicing. SFAS 65 requires that the amount of the present value ofthe excess servicing fees to be received versus the normal servicing fee, is to beincluded into income for financial reporting. The inclusion of the value of theservicing fees has the effect of increasing the selling price and makes the salecomparable to a normal servicing fee sale in a regular market. If the mortgage hadbeen sold without the retention of the right to future mortgage service income, themortgage would have been sold at a greater selling price. The increase wouldapproximate the value of the servicing rights. The amount includible into income atthe time of the sale of the mortgage is the present value of total fees receivable inexcess of normal servicing fees.
 SFAS 65 was modified by SFAS 122.
 EXAMINATION LIMITS AND RESTRICTIONS
 Mortgage servicing involves one of the rare instances where the IRS has moved veryquickly to formalize a position on a new issue being developed in the field. TheNational Office released one Revenue Ruling and three Revenue Procedures dealingdirectly with mortgage servicing rights on August 8, 1991. These rulings arediscussed in detail later in this section of the guide.
 It is important to note that the opportunity to pursue this issue is somewhat limited fortaxable years ending before August 8, 1991. Revenue Procedure 91-51 provides thatthe examining agent cannot make adjustments for the value of servicing rights totaxable years prior to publication of the ruling if:
 1. The taxpayer was not under examination at the time the ruling was issued or
 2. The taxpayer was under examination and the servicing rights issue was not yetraised by the agent.
 3. For these exemptions to apply, the taxpayer must have timely filed Form 3115 tochange their method of accounting for servicing rights in accordance withRevenue Procedure 91-51 and actually implemented the method change. Thismethod change is subject to verification upon examination.
 If the taxpayer elects to change its method of accounting, they do not have to reporttaxable income for the value of the servicing rights until years ending after August 8,1991. For calendar year taxpayers, the Revenue Ruling would first apply to the 1991year. The provisions apply to mortgages which are sold on or after the first day of thetaxable year of change.
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Subject to the rules applicable to changes in accounting methods, the examining agentcan adjust all open years for the full value of the servicing rights retained if the issuewas raised during the examination before the taxpayer filed Form 3115.
 It should be emphasized that even if you are examining a taxable year ending afterAugust 8, 1991, and the taxpayer has changed its accounting method, potential stillexists for an adjustment in this area. Adjustments in the taxpayer's computationsvaluing the servicing rights may be possible in several areas, including the discountrate used in the present value computations and the retirement rate of the loans forprojecting future receipts. Each of these variables can have a significant impact onthe computation of the gain reportable for tax purposes and can result in considerableadjustments. These variables are discussed later in this section of the guide.
 EXAMINATION TECHNIQUES
 1. Review the tax return for elections made by the taxpayer involving a change in themethod of accounting for servicing rights, an election for the safe harborprovisions per Revenue Procedure 91-50, or changes in the computation of thegain on the sale of the mortgage. These elections will affect how you proceed onthis issue.
 2. Review the Schedule M-1 for book to tax differences and analyze thecomputations by the taxpayer. Most taxpayers have excess servicing for financialreporting purposes. This amount will not necessarily be the same for taxpurposes. It should be remembered that the Schedule M-1 adjustment is notindicative of the amount of excess servicing in any one year. Most taxpayers willnet the excess servicing with the amortization deduction allowable from pastyear's servicing. These computations should be reviewed by the examining agentand understood in order to know what the taxpayer did and why.
 3. Determine the proper amount of gain or loss on the sale of mortgages to bereported for tax purposes. This examination technique is probably the mostimportant suggestion in this chapter. It involves an area where most of theadjustments will exist in future years, assuming the taxpayer has elected the safeharbor rates of Revenue Procedure 91-50.
 This computation includes the following areas:
 a. If the taxpayer elected the safe harbor provisions of Revenue Procedure 91-50,make sure that the taxpayer used the correct safe harbor rates and applied themproperly.
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b. The present value of the servicing rights and the OID valuations can varysignificantly depending upon the assumptions and other factors used in thecomputation. These variables can significantly change the amount of gain orloss reportable for tax purposes.
 The variables include:
 1) Coupon rate of the mortgage2) Pass-thru rate3) Normal servicing rate4) Discount rate5) Prepayment speed6) Method of determining the prepayment:
 a) Constantb) Accelerated
 The age and remaining term of the mortgages can have an effect on all of theabove variables.
 c. Changes in the above variables can significantly alter the amount of income tobe reported by the taxpayer. They should be reviewed thoroughly and verifiedas to their accuracy. But most importantly, determine whether theassumptions are reasonable. Be alert to differences between assumptionsmade for book purposes and those made for tax. Consider using the computerprogram discussed under the caption "Excess Servicing Fee" to determine theamount of servicing that should be included into income for tax purposesbased on IRS assumptions.
 4. If the taxpayer did not elect the safe harbor provisions, the fair market value of thestripped coupons is determined based on all the relevant facts and circumstancesin your particular case. Due to the technical aspects of the issue, considerrequesting the assistance of an engineer or in some districts, a financial productsspecialist, to properly value the servicing rights in this situation.
 Also, keep in mind that if your taxpayer did not elect to change their method ofaccounting or include the value of the rights in its return, then an adjustment canbe made to all years open under the statute of limitations. Proper considerationmust be given to the rules governing changes in accounting method.
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ANALYSIS OF RULINGS
 The National Office has issued guidelines on the servicing rights issue. One RevenueRuling, plus three Revenue Procedures were issued. A brief summary of these rulingsare as follows:
 1. Revenue Ruling 91-46 (1991-2 C.B. 358)
 IRC section 1286 is applied to certain sales of mortgages where the ownersimultaneously enters into an agreement with the purchaser to service thosemortgages. Revenue Ruling 66─314 was determined to be obsolete.
 2. Revenue Procedure 91-49 (1991-2 C.B. 777)
 Provides simplified OID procedures for certain mortgage loans that aredetermined to be stripped bonds under IRC section 1286. Provides guidance onde minimis rule contained in the OID provisions.
 3. Revenue Procedure 91-50 (1991-2 C.B. 778)
 Provides a "safe harbor" that taxpayers may elect for purposes of determiningwhat constitutes reasonable compensation in applying IRC section 1286 to certainmortgage servicing contracts.
 The elective safe harbor rules of Revenue Procedure 91-50 are applicable to:
 a. One to four unit residential mortgages,
 b. Where the servicer provides substantially all of the following services:
 1) Collects periodic mortgage payments from the mortgagor and remits thosepayments to the owner of the mortgage,
 2) Accumulates escrows, if any, for the payment of insurance and taxes anddisburses these funds as payments come due,
 3) Maintains records relating to the mortgage,
 4) Handles delinquency problems.
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If the safe harbor provisions are elected, reasonable compensation will becomputed as follows:
 a. Safe harbor rate, not to exceed contract, plus
 b. Income, other than servicing fees, received in the normal course of servicingmortgages.
 Safe harbor rates are as follows:
 a. 25 basis points for conventional fixed rate mortgages with original mortgagebalances exceeding $50,000.
 b. 44 basis points for mortgages which are less than one year old and insured orguaranteed by the FHA, VA, or FMHA.
 c. 37.5 basis points for any other one to four unit residential mortgage with anoriginal mortgage balance exceeding $50,000.
 d. 44 basis points for all mortgages with an original principal balance of $50,000or less.
 These rates are in addition to the amounts paid to GNMA, FNMA, or FHLMC asguarantee fees.
 The use of the safe harbor provisions in Rev. Proc. 91-50 is revocable by thetaxpayer at any time by filing a statement with the tax return.
 4. Revenue Procedure 91-51 (1991-2 C.B. 779)
 This Revenue Procedure provides guidance to the taxpayer by explaining how toobtain a consent to change their method of accounting for certain sales ofmortgage loans from a method that does not comply with IRC section 1286.
 a. Provides for automatic change procedures for taxpayers not currently underexamination.
 b. Provides special procedures for taxpayers under examination, in appeals, orcurrently before a court.
 8-11

Page 99
                        

ARTICLES
 Conlon, Butch & Mac Donald, "IRS's New Position on Excess Mortgage ServicingAffects Both Lenders and Investors," 76 J. Taxation 38 (1992).
 8-12

Page 100
                        

Chapter 9
 LOAN ORIGINATION COSTS
 INTRODUCTION
 One of the primary business activities of every bank is the origination of loans. Aloan is originated when a bank lends money to a customer. The bank incurssubstantial costs which are directly related to making the loan. Some of these costsare: Employee wages, commissions, office supplies, telephone expenses, andpostage. Typically, the bank will capitalize some of the expenditures for bookpurposes, but expense them for tax purposes. Analyze the bank's loan originationcosts to determine whether they should be treated as capital expenditures or currentlydeducted for tax purposes.
 BOOK REPORTING OF LOAN ORIGINATION COSTS
 It is important to understand how loan origination costs are treated for financialreporting to determine how they should be treated for tax purposes. Most largefinancial institutions changed their method of reporting loan fee income and expensesin 1988 as a result of the issuance of Statement of Financial Accounting StandardsNo. 91. SFAS 91 establishes the rules for accounting for nonrefundable fees and costsassociated with lending, committing to lend, or purchasing a loan or a group of loans.
 SFAS 91 applies to loans that are purchased from a third party and to loans that areoriginated by the financial institution. It also applies to leasing transactions. Thestatement generally relates to transactions entered into in fiscal years beginning afterDecember 15, 1987.
 SFAS 91 requires lenders to capitalize fee income and costs from loan originations. Fee income and loan costs are netted. The net amount is amortized using the interestmethod, which is explained in Statement 91. The net amount is considered to be anadjustment to the amount of interest paid by the borrower.
 Statement 91 states direct loan origination costs of a completed loan shall includeonly:
 1. Incremental direct costs of loan origination incurred in transactions withindependent third parties for that loan and
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2. Certain costs directly related to specified activities performed by the lender forthat loan. Those activities are: Evaluating the prospective borrower's financialcondition; evaluating and recording guarantees, collateral, and other securityarrangements; negotiating loan terms, preparing and processing loan documents,and closing the transaction. The costs directly related to those activities shallinclude only that portion of the employees' total compensation and payroll-relatedfringe benefits directly related to time spent performing those activities for thatloan and other costs related to those activities that would not have been incurredbut for that loan.
 The Statement requires the lender's indirect costs to be expensed, rather thancapitalized. These expenditures include costs for advertising, solicitation, servicing,administrative overhead, rent, and equipment. Costs related to unsuccessful loanorigination attempts are also expensed.
 When adopting Statement 91, many financial institutions established new accounts ontheir books to record the fee income they received for various loans such as FHA orVA mortgages, adjustable rate mortgages, conventional fixed mortgages, etc.
 The institutions also may have established new expense accounts such as, loanorigination compensation expense contra, loan origination office supplies expensecontra, loan origination telephone expense contra, etc. This reflects amounts thatwere capitalized for book purposes.
 Often, a bank will compute an average cost per loan origination for a given timeperiod, such as a month. That cost figure is multiplied by the number of loans closedduring the period to determine the total amount to be allocated to the previouslymentioned accounts.
 Typically, the loan fees and costs are tracked on a loan-by-loan basis. If the loan issold or paid-off, the unamortized portion is included in income or expensed at thattime. The net fee income or expense for refinanced loans may also be recognizedwhen the new loan is granted.
 TAX REPORTING OF LOAN ORIGINATION COSTS
 Historically taxpayers have expensed the costs related to the origination of loans fortax reporting. Banks included these costs in the regular expense accounts for wages,office expenses, etc. Since the release of SFAS 91, most banks make M-1adjustments to reverse the amount of expenses that were capitalized for books. Thisresults in all costs associated with loan originations continuing to be expensed for taxpurposes.
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Most agents examining banks are taking the position that these costs should becapitalized for tax purposes, as well as for book reporting, because they result in thecreation of an asset with a life extending beyond the tax year. This issue has beendesignated a "significant issue" by the IRS Banking Industry Specialist. The Savingsand Loan Industry Specialist is also recommending that agents pursue this issue.
 The Service issued Announcement 93-60, 1993-16 I.R.B. 9, to suspend all rulingrequests for method changes with respect to this issue while it is under study. Thisannouncement is discussed later in this chapter.
 Generally, IRC section 263(a) and case laws provide support for the capitalization ofloan origination costs. However, there are a number of unresolved issues presentedupon a determination that loan origination costs should be properly capitalized,including issues involving the proper treatment of specific types of costs and theproper computation of basis and the applicable amortization period.
 This area is under active consideration in the National Office.
 Discussed below are some of the approaches which have been taken by revenueagents:
 1. Capitalize all costs that are directly related to originating all loans. SFAS 91 costsare used as a starting point, but there may be costs that should be treateddifferently for tax than for book purposes. Some examples of direct loanorigination costs are: Credit report costs, filing and recording fees, and attorneyfees.
 2. Capitalize the same items for tax that were capitalized for books. Under thisapproach, however, anomalies may result because of the netting approachpermitted by SFAS 91 and the immateriality standard available for book purposes.
 3. Net specific fee income against the related costs with the excess of the loanorigination costs over certain related fee income being capitalized.
 Note, certain amounts received from borrowers that are paid to third parties forspecific charges or services have, generally, been excluded from income or nettedagainst the related costs.
 Examiners raising this issue will also need to determine what amortization methodsand periods are allowable. The burden is on the taxpayer to establish the life of theloans. Theoretically, if a useful life cannot be established, no amortization would beallowable. (The taxpayer would receive a deduction for the costs in the year the loanis terminated.) Practically speaking, there are usually industry standards for theaverage lives of the various types of loans. For example, historically 30 yearmortgages have lasted 12 years and 15 year mortgages have lasted 8 years. However,
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these averages have been affected in recent years by lower interest rates, refinancings,etc. The taxpayer may have studies showing how long other types of loans, such ascar loans or commercial loans, last. It should also be noted that some home equityloans have an indefinite life since they are open-ended.
 For book purposes, the bank may track the net of the fee income and the loan costs ona loan-by-loan basis. Some banks have set up their computer systems to separate thefee income and the loan costs. They can then determine whether the loans have beenpaid off prematurely, the amount being amortized for books, etc. Book amortizationfigures may be used as a starting point for tax amortization.
 LAW
 The law supporting the IRS' position that loan origination costs should be capitalizedis found in part in IRC section 263(a), Treas. Reg. section 1.461-1(a), IRC section446(a), IRS rulings, and several court cases, including Indopco, Inc. v. Commissioner, 503 U.S. 79 (1992). These are discussed below.
 IRC section 263(a) states that no deduction shall be allowed for any amount paid outfor new buildings or for permanent improvements or betterments made to increase thevalue of any property or estate and any amount expended in restoring property or inmaking good the exhaustion thereof for which an allowance is or has been made.
 Treas. Reg. section 1.461-1(a) provides the general rule for the taxable year ofdeduction. Any expenditure, that results in the creation of an asset having a usefullife that extends substantially beyond the close of the taxable year, may not bedeductible, or may be deductible only in part, for the taxable year in which incurred.
 IRC section 446(a) states that taxable income shall be computed under the method ofaccounting on the basis of which the taxpayer regularly computes his income inkeeping his books. Treas. Reg. section 1.446-1 further provides that the term"method of accounting" includes not only the over-all method of accounting of thetaxpayer but also the accounting treatment of any item. It further states that a methodof accounting which reflects the consistent application of generally acceptedaccounting principles in a particular trade or business in accordance with acceptedconditions or practices in that trade or business will ordinarily be regarded as clearlyreflecting income, provided all items of gross income and expense are treatedconsistently from year to year.
 Rules and regulations prescribed by state and federal regulatory authorities mayrequire taxpayers to record transactions in a manner inconsistent with the InternalRevenue Code specifications. In the event of such a conflict, the Commissioner is notbound by the regulatory authorities' methods and may require the taxpayer to
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recompute its taxable income under different methods as required by the Code. SeeOld Colony Railroad Co. v. Commissioner, 284 U.S. 552 (1932) and RevenueRuling 68-220, 1968-1 C.B. 194.1
 In Commissioner v. Lincoln Savings & Loan Assoc., 403 U.S. 345 (1971), the courtheld that an expenditure should be capitalized if it creates or enhances a separate anddistinct asset for which a value can be ascertained.
 Consider, for example, home equity lines of credit ("HELOCs"). These credit linesoften generate fees for credit reports, filing and recording fees, attorney fees, andrelated closing costs. As with credit cards and revolving credit lines, the banktypically does not pass these costs to the customer (unlike in a purchase moneymortgage loan situation). The Service has treated HELOCs as separate assets havinguseful lives beyond the present tax year. As such, the costs incurred to create oracquire them are subject to the capitalization principles discussed above. Further, thequestion of capitalization does not turn on whether such costs are paid to employees("in-house" expenses) or third parties ("out-house" expenses). See Rev. Rul. 57-400,1957-2 C.B. 520; Rev. Rul. 69-331, 1969-1 C.B. 87. Rather, the principle focusshould be on whether the incurred cost directly and significantly contributed to thecreation or acquisition of the loan.
 Rev. Rul. 57-400, 1957-2 C.B. 520, held that "'Finders fees' (buying commissions)paid by mutual savings banks, building and loan associations, cooperative banks andother classes of banks, to brokers, title companies, and other third parties for theirintroduction of acceptable applicants for mortgage loans, constitute a part of theacquisition cost of the loans which must be capitalized and amortized over the lives ofthe mortgage loans made to such applicants."
 Rev. Rul. 69-331, 1969-1 C.B. 87, held that where a taxpayer has paid commissionsto its own employees, and the commissions played a direct and significant part in theacquisition of capital assets, the commissions must be capitalized.
 In Indopco, Inc. v. Commissioner, 112 S.Ct. 1039 (1992), aff'g National Starchand Chemical Corp. v. Commissioner, 918 F.2d 426 (1990), aff'g 93 T.C. 67 (1989),the Supreme Court discussed the deductibility of expenses incurred during a friendlytakeover. It held that the expenses were not deductible because they created benefitsthat extended beyond the current year. The creation or enhancement of a separateasset was not a necessary condition to require expenses to be capitalized. The courtstated, "Deductions are exceptions to the norm of capitalization and are allowed onlyif there is clear provision for them in the Code and the taxpayer has met the burden ofshowing a right to the deduction."
 1 The argument for book-tax conformity per IRC section 446 for loan origination costs supports thecapitalization theory only if the bank is following SFAS 91. Some banks did not adopt the statement. In those casesother code sections, regulations, rulings, and court cases should be cited as authority.
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Indopco was significant because it held that the creation of a separate asset was notnecessary for capitalization of the related expenditures. Indopco strengthens theGovernment's position that loan origination costs must be capitalized, because it clarifies that expenditures are capitalized when future benefits are created. Some ofthe future benefits created by originating a loan are the right to receive interest, theright to service the loans, the opportunity to solicit the borrowers for additionalbusiness, etc.
 The uniform capitalization rules of IRC section 263A were enacted by the TaxReform Act of 1986. UNICAP requires the capitalization of certain expendituresincurred (1) for real or tangible personal property produced by a taxpayer and (2) forreal or personal property (tangible or intangible) acquired for resale. Treas. Reg.section 1.263A-1(b)(13) states:
 EXTRACT
 Treas. Reg. section 1.263A─1(b)(13)
 * * * the origination of loans is not considered the acquisition of intangible property for resale. (But IRC section 263A(b)(2)(A) does include the acquisition by a taxpayer of pre-existingloans from other persons for resale.)
 Therefore, per the regulation, IRC section 263A does not apply to originated loans,but does apply to loans purchased for resale. Thus, IRC section 263A requirescapitalization of certain costs allocable to loans purchased for resale. The regulationapplies to costs incurred in taxable years beginning after December 31, 1993. IRSNotice 88-86, 1988-2 C.B. 401, was applicable for years beginning before January 1,1994. The Notice said that the origination of a loan is considered the production ofintangible property, rather than the acquisition of intangible property for resale. Therefore, IRC section 263A does not apply to originated loans. However, IRCsection 263A may apply to the purchase of pre-existing loans from other parties forresale. The applicable portion of Notice 88-86 is reprinted below:
 Commentators have inquired as to whether a taxpayer that originates loans (thatis, loans money to other persons in return for promissory notes or otherdocuments evidencing a promise to repay) would be treated as acquiringintangible property for resale under IRC section 263A.
 In response to these inquiries, forthcoming regulations shall provide that theorigination of a loan shall be treated under IRC section 263A as the productionof intangible property for resale. Thus, the capitalization rules of IRC section263A shall not apply to such activity, because IRC section 263A only applies tothe production of tangible personal property. IRC section 263A, however,applies to taxpayers purchasing pre-existing loans from other parties for resale. Such taxpayers are treated as acquiring intangible property for resale, and henceare subject to the uniform capitalization rules. The provisions of this paragraphapply only for purposes of IRC section 263A and no inference relating to thetreatment of such property for other purposes of the Code is intended (see forexample, Rev. Rul. 72-523, 1972-2 C.B. 242).
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Therefore, under both the regulations and the Notice, IRC section 263A applies onlyto loans purchased for resale, not to loans originated by the taxpayer.
 IRC section 263A requires the capitalization of indirect costs that would otherwise bedeductible. Since IRC section 263A does not apply to originated loans, IRC section263 should instead be referenced to determine which expenditures are capital innature. The applicability of IRC section 263 was discussed above. Fewer expensesare capitalizable under IRC section 263 than would be capitalized under IRC section263A.
 IRC section 263A, however, applies only to IRC section 1221(1) property. See IRSsection 263A(b)(2)(A). For loans subject to IRC section 475, IRC section 263A will generally not apply. See IRC section 475(d)(1). Thus, IRC section 263A will rarelyhave application even with respect to purchased loans in tax years after the effectivedate of IRC section 475.
 CHANGE IN ACCOUNTING METHOD
 The taxpayer's method of accounting must be changed when it is determined that loanorigination costs should be capitalized. Announcement 93-60, 1993-16 I.R.B. 9, wasreleased in March 1993 to temporarily suspend the filing of accounting methodchange requests for loan origination costs. Any Forms 3115 that had been filed werereturned to the taxpayers, unless they involved a pending issue before examination orappeals. The following excerpt from the ruling is particularly relevant for revenueagents:
 If a taxpayer is currently under examination or subsequently comes under examination, thetaxpayer may give the examining agent a copy of the returned Form 3115 and cover letter, orrequest a change in accounting method (with respect to loan origination costs) by filing aForm 3115 with the examining agent during the first 90 days of the examination or during anyof the window periods available under Rev. Proc. 92-20. For taxpayers who file their Form3115 with the examining agent, any change in method of accounting for loan origination costswill be made under terms no less favorable than those available to taxpayers not underexamination. Thus, taxpayers will not be adversely affected by this proscription on filing amethod change request regarding this matter with National Office.
 Therefore, first determine whether your taxpayer has previously filed Form 3115 or isstill within one of the window periods provided by Rev. Proc. 92-20, 1992-1 C.B.685. If so, the year of change would be later than the year you are examining and youwould not want to spend time developing the issue. However, if the bank did not filea request for a change and is no longer within one of the window periods, the issuecan be raised.
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EXAMINATION TECHNIQUES
 1. Review the tax return. Taxpayers sometimes attach disclosure statements whichdiscuss their treatment of loan origination costs. Often there will be a line item onthe Other Deduction schedule for loan origination costs.
 2. Review the Schedule M-1 to determine if there is an adjustment to expense coststhat were capitalized for book purposes. (This adjustment is often identical to theamount on the Other Deduction schedule.) Also, see whether there is an itemadjusting fee income that was amortized for book purposes. Taxpayers may havetwo separate M-1 adjustments for these items, one to decrease book income forthe expenses and another to increase book income for the fees. However, theymay net these two items and have only one M-1 adjustment. Since the fee incomeis usually larger than the related expenses, the net M-1 often will increase bookincome. Therefore, you may have an issue even if book income is not beingdecreased. Look at the M-1 work papers to determine how loan origination costshave been handled.
 3. Determine whether the bank has filed a Form 3115 regarding the tax treatment ofloan origination costs. As mentioned earlier, refer to Announcement 93-60 if thetaxpayer previously filed a Form 3115 or files one within 90 days of the start ofthe examination. You would not want to pursue this issue if the taxpayer is stillwithin one of the window periods for filing a Form 3115.
 4. Interview the tax manager extensively regarding the bank's book and tax treatmentof loan origination costs. He or she should be able to explain the method ofcapitalizing costs, whether M-1 adjustments were made, the types of costs thatmay have been capitalized, etc. If not, interview another bank employee who isknowledgeable in this area.
 5. Determine early in the examination the types of loans the bank makes and whichof these they retain. If the bank sells a particular type of loan shortly after it isoriginated, you will need to decide whether the related costs are significantenough to warrant capitalization. For example, if the bank sells all of itsmortgages within one month of origination they would get a deduction for thecosts one month after they were capitalized. Your time may be better spentreviewing the expenditures for loans that the bank retains.
 6. Some banks prepare a report for their executive boards to provide them withinformation regarding loan closings and costs. The report generally will list thenumber of loans closed during the month, the number of loans in the process ofbeing closed (in the "pipeline"), the fees received on the loans, the per loan costs,the types of loans closed, etc. Inquire whether the bank you are examiningprepares this type of report and request copies of them.
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7. Request that the bank provide a listing of sample journal entries used to recordSFAS 91 transactions. This should include entries that are made from the time theborrower applies for the loan through the time fee income and loan expenses areamortized. This will help you develop a better understanding of the bank'spractices and may assist in developing the issue. See Exhibit 9-1 for a sampleIDR.
 8. Review the general ledger to see whether particular accounts have been set up torecord SFAS 91 expenses. Also, use the account stratification that was preparedby the CAS to identify balance sheet accounts which relate to SFAS 91 costs. Once the accounts are identified, review account selections and identify specificentries for further analysis. The detail will probably consist of a number ofjournal entries. Request the back up documents for a sample of the entries.
 9. Determine whether the bank pays handling fees or commissions to automobiledealerships for processing loans for customers who purchase vehicles. Thedealerships' employees prepare the loan documents on behalf of the bank. Thebank pays the dealer a fee, usually a percentage of the loan amount, forperforming this service. Banks will normally capitalize this cost for books, butexpense it for tax purposes. This fee is no different from other loan originationcosts and should be capitalized for tax reporting also.
 10. Read the applicable portions of the taxpayer's accounting manual which provideexplanations for the types of transactions that are recorded in the accounts.
 11. The costs that have been included for SFAS 91 purposes may not be the same asthose that should be capitalized for tax purposes. Analyze the taxpayer's expensesto determine if additional costs should be capitalized.
 12. If the bank did not capitalize any loan origination costs under SFAS 91, you willneed to reconstruct the amounts. Determine which bank personnel are directlyinvolved in the origination of loans and allocate a portion of their salaries. Also,take into consideration office supplies, telephone costs, travel expenditures, andother directly related costs. If the bank used SFAS 91 in subsequent years, youmay be able to use those cost figures as a guideline. The bank should haverecords regarding the number of loans closed each year. If you calculate theaverage costs per loan, this amount can be multiplied by the number of loans thatwere closed to estimate the amount that should be capitalized.
 13. Since this issue involves the change of an accounting method, an IRC section 481adjustment may need to be computed. This can be very difficult since thetaxpayer is unlikely to have computed its SFAS 91 costs for years prior to 1988. You may want to use costs from the years you are examining and project thembackwards, allowing for inflation. The taxpayer may be able to assist you indetermining what the prior years' costs would be.
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The taxpayer may request that you make adjustments in the current years only andallow the bank to continue to report prior year loans under the old method. Thetaxpayer has the burden of proof as to the proper IRC section 481(a) adjustment. Hitachi Sales Corporation of America v. Commissioner, T.C. Memo. 1994-159.The use of the cut-off method has not been approved for loan origination costs.
 14. If the useful life of the loans can be determined with reasonable accuracy,calculate the allowable amortization. The amount capitalized is usually amortizedon a straight line basis over the life of the related loans. If the bank tracks its loanorigination costs on a loan by loan basis, you may consider doing the same for taxpurposes.
 15. Several articles have been written on this topic. Keep in mind that these articlesexpress the point of view of the banking industry, not the IRS. However, you canreview these for further information on this issue:
 a. Alexander and Conjura, "IRS haunts banks by applying FAS 91 at tax audits,"ABA Bankers Weekly, August 18, 1992.
 b. Goeller, "Will Accounting Rules Bar Deductibility of Loan OriginationCosts?", Journal of Bank Taxation, Vol 6/No 2, Winter 1993, p.3.
 c. Andaloro and Alexander, "IRS Fails to Consider Loan Origination Costs inOverall Business Context," Journal of Bank Taxation, Vol 6/No 2, Winter1993, p.7.
 d. Ruempler and Salfi, "Tax Treatment of Loan Origination Costs and Fees,"September 27, 1993, Tax Notes 1745.
 SUMMARY
 The capitalization of loan origination costs should be reviewed during the examinationof every financial institution. This issue has been identified as a significant issue bythe banking industry specialist and the National Office is working on the topic. Determine whether a position has been announced and whether the taxpayer has filedForm 3115 prior to spending a lot of time in this area.
 You must use a considerable amount of judgment in developing this issue. You needto determine which costs to capitalize, their amounts, which loans to consider, theiramortization periods, etc. SFAS 91 costs can be used as a starting point, but additionalcosts may be capitalizable for tax purposes.
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EXHIBIT 9-1 (1 of 2)
 SAMPLE INFORMATION DOCUMENT REQUEST
 Form 4564Rev. 6/88
 Department of the TreasuryInternal Revenue Service
 INFORMATION DOCUMENT REQUEST
 Request Number
 TO: Name of Taxpayer and Co. Div. or Branch
 Please return Part 2 with listed documentsto requester identified below.
 SubjectLoan Origination Costs______________________SAIN No.|Submitted to: | | ________|_____________Dates of Previous Requests
 Description of Documents Requested
 Please provide the following information regarding costs associated with the origination of loans by the bank.
 1. Has the bank filed any Forms 3115 regarding the treatment of loan origination costs? If so, please provide copies of theequests for the change in accounting method. Also, provide copies of any correspondence to or from the IRS regarding the
 Forms 3115.
 2. Schedule M-1 shows an adjustment for SFAS 91 of $XXX,XXX. Please furnish copies of the work papers computing andxplaining all of the book and tax differences. If the M-1 adjustment is a net amount, provide a complete breakdown between thencome and the expenses that are being deferred. This should include a breakdown by accounts.
 3. Please provide a list of all accounts and their amounts that are used in the SFAS 91 computation, for both fee income andhe related expenses.
 4. Please furnish a statement as to the specific directly related loan expenses that were capitalized for book purposes, such aswages, supplies, commissions, etc.
 5. How was the amount to be capitalized determined? For example, were particular items identified or was a percentage takenf an entire expense account?
 6. Are the expenses that are capitalized separated by the type of loan to which they relate, such as construction loans, caroans, etc.? If so, please provide a breakdown of the expenses for each category of loan.
 Continued on the next page
 Information Due By__________ At Next Appointment [ ] Mail In [ ]
 Name and Title of Requester Date
 FROM:Office Location
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EXHIBIT 9-1 (2 of 2)
 SAMPLE INFORMATION DOCUMENT REQUEST
 Form 4564Rev. 6/88
 Department of the TreasuryInternal Revenue Service
 INFORMATION DOCUMENT REQUEST
 Request Number
 TO: Name of Taxpayer and Co. Div. or Branch
 Please return Part 2 with listed documentsto requester identified below.
 SubjectLoan Origination Costs______________________SAIN No.|Submitted to: | | ________|_____________Dates of Previous Requests
 Description of Documents Requested
 7. Please provide a list of the sample journal entries that are used to record SFAS 91 transactions. Include entries beginningwith the time the borrower applies for the loan through the time fee income and expenses are amortized.
 8. Does the bank prepare any reports on a periodic basis for the Board of Directors, the Executive Committee, the ChiefFinancial Officer, or for anyone else which discuss the number of loans originated, the fee income, the loan origination costs, etc.?Please provide copies of all of these reports for the year.
 9. In what accounts are the loan fees and costs being amortized? Are the expenses netted against fees and the net amountmortized or are the income and expenses being amortized separately?
 10. How are these amounts being amortized for book purposes? What method and lives are being used?
 11. How were the lives of the loans determined? Please provide any studies or industry standards you used to determine theseful lives.
 Information Due By__________ At Next Appointment [ ] Mail In [ ]
 Name and Title of Requester Date
 FROM:Office Location
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Chapter 10
 BAD DEBTS
 INTRODUCTION
 The primary business of a bank is to lend money to its customers. A bank will claima bad debt deduction for losses resulting from loans that are not fully repaid,therefore, the amount deducted for bad debts can be significant. The bad debtdeduction is an area for potential adjustments since the determination ofworthlessness requires a facts and circumstances analysis. Therefore, a fair amount oftime should be spent ascertaining the allowable tax deduction.
 Prior to the Tax Reform Act of 1986, all banks could elect to deduct their bad debtsusing either of two methods:
 1. Reserve Method
 Under the reserve method a bank is allowed to take a deduction for debts that areexpected to become worthless in the future. This method permits the bank toestablish a reserve for these future worthless debts. The amount deducted isnormally based on a 6 year moving average of prior experience. IRC section 585is the authority for banks to use the reserve method for deducting loan losses. Thereserve method authorized by IRC section 593 is available only to thrifts. Notethat the reserve method of IRC section 593 was repealed for tax years beginningafter December 31, 1995, by section 1616(a) of P.L. 104-188 signed August 20,1996.
 2. Specific Charge-Off Method
 Under this method, a bad debt deduction is allowed only in the year a loan isdetermined to be wholly or partially worthless. IRC section 166 allows thededuction for the portion of the debt that becomes worthless during the year.
 The Tax Reform Act of 1986 repealed the use of the reserve method for all taxpayersexcept for commercial banks with $500 million or less in assets and thriftinstitutions.1 Large banks are allowed to use only the specific charge-off method forcomputing their bad debt deductions for years beginning after 1986. In addition,these large banks must recapture their entire loan loss reserve balance for tax purposesbeginning with the 1987 year. The specific requirements of the reserve recapture arediscussed later in this chapter.
 1 Insurance reserves are governed by subchapter L of the Code and were not directly affected by the repeal offormer IRC section 166(c).
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DEFINITION OF A "LARGE" BANK
 A bank is considered to be a large bank if for any taxable year beginning afterDecember 31, 1986, the sum of the average adjusted tax basis of all assets of suchbank exceeds $500 million. If the bank is a member of a controlled group, the test ismet if the sum of the average adjusted basis of all assets of such group, includingbank and nonbank members exceeds $500 million. If you are examining a case whichhas an asset base close to the $500 million amount, refer to Treas. Reg. section 1.585-5(c) which provides additional guidance to assist you in determining whether thisthreshold has been exceeded. Final regulations were issued December 29, 1993,covering section 1.585-5 through 1.585-8. See 58 Fed. Reg. 68753 as corrected by59 Fed. Reg. 4583 (Feb. 1, 1994).
 Once a bank is formally classified as a large bank, it will always be considered to be alarge bank, even if the asset base drops below $500 million in a later year.
 RESERVE METHOD
 For banks which are still permitted to use the reserve method, the issue is morecomputational than technical. The reserve method permits a bad debt deduction forthe amount which is determined to be a reasonable addition to the reserve. IRCsection 585(b)(1) provides that the reasonable addition to the reserve for bad debts ofa financial institution is determined by the experience method.
 IRC section 585(b)(2) provides that the amount determined under the experiencemethod shall be the amount necessary to increase the balance of the reserve for losseson loans to the greater of:
 EXTRACT
 IRC section 585(b)(2)(A)
 (A) the amount which bears the same ratio to loans outstanding at the close of thetaxable year as (i) the total bad debts sustained during the taxable year and the five precedingtaxable years * * * adjusted for recoveries of bad debts during such period, bears to (ii) thesum of the loans outstanding at the close of such six or fewer taxable years, or
 (B) the lower of --
 (i) the balance of the reserve at the close of the base year, or
 (ii) if the amount of loans outstanding at the close of the taxable year is less thanthe amount of loans outstanding at the close of the base year, the amount which bearsthe same ratio to loans outstanding at the close of the taxable year as the balance of thereserve at the close of the base year bears to the amount of loans outstanding at theclose of the base year.
 * * * * * * * 10-2
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To put it very simply, the experience method permits a deduction in the amountnecessary to increase the reserve for loan losses to the level determined using a 6-yearmoving average, or the amount required to increase the loan loss reserve to thebalance existing in the base year. The base year is the last taxable year before themost recent adoption of the experience method except that for taxable years beginningafter 1987, the base year is the last taxable year beginning before 1988. While thismay seem confusing, these computations are usually included with the tax return andsimply must be reviewed for accuracy by the examining agent.
 If the reserve method is being used, verify that the taxpayer includes only permissibleloans in computing the addition to the reserve for bad debts. Permissible loans refersto those loans acquired (including originated) in the normal course of business. Additional information on the reserve method for bad debts can be found by referringto one of the publications listed in the Resource and Reference Materials chapter inthis guide.
 SPECIFIC CHARGE-OFF METHOD
 Under the specific charge-off method, a bad debt deduction is allowed only in the yearin which the loan is determined to be wholly or partially worthless. Treas. Reg.section 1.166-2(a) provides that in determining whether a debt is worthless, allpertinent evidence including the value of the collateral and the financial condition ofthe debtor will be considered.
 An examiner should consider the following factors in determining the deductibility ofa bad debt:
 1. A true debtor-creditor relationship must exist:
 a. There must be a valid and enforceable obligation to pay a fixed anddeterminable sum of money.
 b. If a creditor has a disputed claim for which the amount due cannot beaccurately determined, the disputed amount is not allowable as a bad debtdeduction since the existence of a bona-fide debt has not been established.
 2. Debt's worthlessness must be considered:
 a. The determination of whether a particular loan is worthless, either in whole orin part, is primarily a question of fact. The value of the underlying collateral,the financial condition of the debtor, along with any other factors affecting thepossibility of collection must be considered. The burden of proof as to theworthlessness of the debt is on the taxpayer, not the IRS.
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b. Bankruptcy of a debtor is not in and of itself a valid indication as to theworthlessness of a debt. Take into consideration other factors such as thevalue of the collateral supporting the debt and the reason the debtor filed forbankruptcy.
 c. The taxpayer must exhaust all reasonable means of collection beforeworthlessness can be established. The taxpayer must retain documentationshowing the attempts made to collect the debt. The mere fact that a debt isdifficult to collect does not make it worthless for tax purposes. However, acreditor does not have to pursue legal action if in all probability this actionwill not result in the collection of the debt.
 d. Taxpayer must have a charge-off, that is, the taxpayer must take some actionto remove the worthless portion of the asset from its books. See Brandtjen &Kluge, Inc. v. Commissioner, 34 T.C. 416 (1960), acq., 1960-2 C.B. 4. Thisissue is also illustrated in PLR 9338044.
 e. The interaction between debt modification under IRC section 1001 andpartially worthless debt is addressed by temporary regulation 1.166-3T, T.D.8676, 1996-30 IRB 4 (July 22, 1996) and Fl-59-94 1996-30 IRB 24 (July 22,1996).
 CHARGE─OFF MANDATED BY REGULATORS
 Special provisions in Treas. Reg. section 1.166-2(d) apply to a bank which is subjectto Federal or State supervision and which charges off a debt in whole or in part. Inthese cases, the debt is conclusively presumed to be worthless in whole or in part ifthe charge-off is made:
 1. In obedience to the specific orders of such authorities or
 2. In accordance with established policies of such authorities, and upon their firstaudit of the bank after the charge-off, such authorities confirm in writing that thecharge-off would have been subject to such specific orders if the audit had beenmade on the date of the charge-off.
 Simply stated, a debt charged off by the bank per written instructions of a regulatoryagency is conclusively presumed to be worthless. The charge-off must be in the losscategory described below. Loans designated as substandard or doubtful are not deductible for tax purposes.
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Practically speaking, we do not see charge-off letters very often because we arereviewing loan files which were written off by the bank prior to supervisoryexamination. The regulators take a conservative approach and usually will not reviewloans already determined to be uncollectible by the bank. The bank examiner is muchmore concerned with loans remaining on the books. Therefore, no written opinion bythe regulators on charged-off loans will exist. As to the second item listed above, it isunusual to have the banking examiners give a charge-off letter to the bank after thefact.
 For an example in which a bank was not entitled to a presumption of worthlessness ona participation loan which it charged off prior to receiving the Shared National CreditReview, refer to PLR 9253003.
 BREAKDOWN OF LOAN CLASSIFICATIONS USED BY BANKING REGULATORS
 Regulatory examiners categorize a loan (or some portion of a loan) according to thedegree of risk associated with a particular loan and its potential for future losses. Thebanks use similar criteria in their internal loan review process.
 The various loan loss classifications are as follows:
 Loss Loans
 Loans classified as loss are considered to be uncollectible. This classification doesnot mean that the loan has no recovery or salvage value. However, the amount of anypotential recovery would be small. The amount of the loan classified as "loss" shouldbe completely charged off for both book and tax purposes. This is the only loanclassification which permits a deduction for tax purposes.
 Doubtful Loans
 Doubtful loans have all the weaknesses of substandard loans but are one step closer tobeing uncollectible. Based on all the facts existing at the time and considering thevaluation of the assets involved, the possibility of full collection of the loan is highlyunlikely. Even though the probability of a portion of the loan being uncollected isvery high, the classification of this loan to the "loss" category is deferred due to areasonable expectation of a full recovery. Potential factors which may influence theclassification are a potential merger, additional collateral, an injection of new capital,or a new financing source.
 10-5

Page 117
                        

Substandard Loans
 The substandard category is applied to those loans which are inadequately protectedfrom future losses. This may be due to a lack of security pledged as collateral for theloan, due to the current financial condition of the obligor, or other reasons. Theseloans have the potential for a portion of the loan to be uncollectible if additionalcollateral is not secured or the financial condition of the obligor does not improve.
 Special Mention Loans
 This category involves potentially weak loans but which are currently fully protectedby the value of the collateral pledged, or the paying capacity of the obligor. The loansare mentioned by the banking examiner since they constitute a credit risk due to thedeteriorating financial condition of the obligor, but would not justify any furtherdowngrade in the rating of the loan at this time.
 Unclassified Loans
 Unclassified loans do not have any greater than normal risk. The obligation isexpected to be fully repaid and no loss is anticipated.
 The following table lists the various classifications of loans used by the regulators andthe applicable deduction of the amount of the loan so designated for book and taxpurposes. The amount written off for book purposes for both substandard anddoubtful loans are based upon each bank's history of loan losses as determined by theregulators. The percentages used below for these classifications are the normalamounts by an average bank.
 Loan Classification Book Purposes Tax Purposes
 Loss 100% deduction required 100% deduction allowed
 Doubtful 50% deduction required 0% deduction allowed
 Substandard 30% deduction required 0% deduction allowed
 Special Mention 0% deduction required 0% deduction allowed
 Unclassified 0% deduction required 0% deduction allowed
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CONFORMITY ELECTION FOR BAD DEBT CHARGE-OFFS
 New regulations finalized in February 1992 allow banks to elect to account for baddebts in a manner corresponding more closely to bank regulatory classifications. These regulations allow a regulated financial institution a conclusive presumption thatdebts which are properly charged-off for regulatory purposes are also worthless fortax purposes, if certain conditions are met. This presumption applies to loansclassified under regulatory standards as "loss" assets. These provisions provideconformity with the regulatory standards on loan review and loss classification.
 Treasury Decision 8492, 1993-2 C.B. 73, states that:
 Treas. Reg. section 1.166-2(d)(3) permits supervised banks to elect amethod of accounting under which their debts generally are conclusivelypresumed to be worthless for Federal income tax purposes when the debts arecharged off for regulatory purposes. One of the requirements for this "conformitypresumption" is that the bank obtain an express determination letter from its[Federal] supervisory authority in connection with the most recent examinationinvolving the bank's loan review process.
 * * * * * * *
 * * * The final regulations in this document amend Treas. Reg. [section] 1.166-2(d)(3) to require that a bank's supervisory authority expressly determine that the bankmaintains and applies "loan loss classification standards"* * * that are consistent withregulatory standards. * * * In addition, the transition rules in Treas. Reg. [section]1.166-2(d)(3) allow a bank to make the conformity election without an express determinationletter until its first examination (involving the loan review process) that is after October 1,1992, * * *
 Certain important facts to consider in this area are:
 1. The conformity presumption is limited to debts that are classified "loss".
 2. The conformity presumption applies only to tax years ending on or after December 31, 1991.
 3. A bank need not obtain an express determination letter until the completion of its firstFederal examination that is after October 1, 1992. The key here is the date the examinationreport was issued, not the period being examined.
 4. Under Notice 93-50, 1993-2 C.B. 336, a bank can, under certain circumstances, elect thisaccounting method via an amended return for tax years ending on or after December 31,1991.
 5. Rev. Proc. 92-84, 1992-2 C.B. 489 (modifying and superseding Rev. Proc. 92-18, 1992-1C.B. 684), discusses requirements for obtaining an express determination letter anddescribes the contents of the letter.
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6. The Comptroller of the Currency Examining Circular 216 Supplement 1 issued October 2,1992 discusses the process for National Banks.
 BAD DEBT RECOVERIES
 The tax treatment for recoveries of debts which were previously deducted for taxpurposes depends upon the method used by the bank to deduct its bad debts.
 Specific charge-off method:
 Recoveries are included in income and fully taxable to the extent a tax benefit wasderived by the bank at the time of the deduction.
 Reserve Method:
 Recovery of a debt which was previously charged against the reserve is credited to thereserve, rather than included in income. This affects the computation of the reservededuction in future years. No deduction is allowed for the amount of the recoverycredited to the reserve.
 BAD DEBT RESERVE RECAPTURE
 The Tax Reform Act of 1986 required that large banks recapture their entire loan lossreserve balance beginning in 1987. If the bank does not meet the criteria for being alarge bank at that time, then the loan loss reserve balance will be recaptured beginning in the first taxable year in which the total assets of the bank exceeds the $500 millionlimit.
 The switch to the specific charge-off method by the bank is considered to be a changein a method of accounting. This change in method of accounting is treated as beingmade with the Commissioner's consent.
 The 1986 Tax Reform Act stipulated that the loan loss reserve balance is to berecaptured by using one of the following elective methods:
 1. Fixed Percentage Recapture - General Method
 This method requires the reserve balance to be recaptured over a 4-year periodusing the following percentages:
 a. 10 percent of the reserve balance starting in the disqualification year, 1987, orthe year the bank becomes a large bank, whichever is later
 b. 20 percent in the second succeeding year
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c. 30 percent in the third year
 d. 40 percent in the fourth year.
 2. Variable Percentage Recapture - Alternative Method
 The bank can recapture any amount of the reserve up to 100 percent, in thedisqualification year, with a minimum recapture of 10 percent. The balance of thereserve is recaptured in the subsequent 3 years using the following ratios:
 -- 2/9s, 3/9s, and 4/9s.
 3. Cut-Off Method Recapture
 Under this method, all charge-offs and other losses and recoveries on loans in thebank's portfolio as of the end of the taxable year preceding the disqualificationyear would be accounted for as adjustments to the reserve account, and not asseparate items of income and expense.
 4. Troubled Bank Exception
 The loan loss reserve recapture is not required during any year in which the bankis formally classified as being "financially troubled." However, a troubled bankmay elect to report the recapture amount for the first year of the recapture period. This is usually done by a bank with expiring NOLs or tax credits that mightotherwise not be used.
 A financially troubled bank is defined in IRC section 585(c)(3)(B) as any bank inwhich the nonperforming loan percentage exceeds 75 percent. This percentage iscomputed as follows:
 The sum of the outstanding balance of nonperforming loans as of the close of each quarter.The sum of the equity capital balance of the bank as of the close of each quarter.
 See Example 3 in Treas. Reg. section 1.585-6(d)(5).
 The amount of nonperforming loans and equity capital are determined by thebanking regulators in accordance with federal regulatory guidelines.
 Recently, finalized regulations under IRC section 585(c) provide that large banks maynot use the reserve method of IRC section 585 for taxable years beginning afterDecember 31, 1986. Treas. Reg. section 1.585-8 provides rules for making andrevoking elections regarding the recapture of the reserve and the use of the cut-offmethod. These rules do not authorize the opening of closed years to make or revokeelections or to file amended returns.
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EXAMINATION TECHNIQUES
 1. Review the tax return to determine whether the taxpayer has elected the newregulatory/tax conformity presumption of worthlessness accounting method whichis effective for taxable years ending on or after December 31, 1991. If so, thefollowing procedures should be followed:
 a. The examiner should request a copy of the "Express Determination Letter"which confirms that the taxpayer maintains classification standards inconformity with the regulators. Refer to Rev. Proc. 92-84, 1992-2 C.B. 489.
 b. Review the bad debts claimed for book purposes to verify that the bankdeducts only amounts actually categorized under the loss classification. Whatever is claimed on the books automatically becomes a bad debtdeduction for tax purposes, but only for the loss classification. The taxpayermust have total book/tax conformity in this classification.
 c. This election does not provide relief for taxable years prior to 1991. Make surethat the taxpayer does not attempt to apply these rules retroactively. Theburden is on the taxpayer to support all deductions claimed.
 2. If the taxpayer is using the reserve method, which is available only for banks with$500 million or less in assets, verify the computation of the deduction claimed fortax purposes. Ask the taxpayer to adequately explain any large or unusual itemsincluded in the computation.
 3. If the reserve method is being used for tax purposes, make sure that the taxpayerdoes not deduct loan loss amounts elsewhere on the return. It is possible that baddebt deductions could be buried in Schedule D, Form 4797, or in OtherDeductions. All bad debt losses should be run through the reserve account,including charge-off's of previously accrued interest income.
 A loan restructure should be deemed a sale or exchange of property within themeaning of IRC section 1001 and the loss, if any, should be deductible under IRCsection 165 rather than a bad debt deduction.
 4. If the taxpayer is on the specific charge-off method, request a complete listing ofall loans deducted for tax purposes. This amount should tie exactly into theamount claimed on the tax return. Any discrepancies in these amounts should beexplained by the taxpayer.
 Usually, we do not request specific verification for loan charge-offs under acertain dollar amount. This amount would depend on the size of the bank beingexamined and upon the discretion of the examiner.
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5. Request a meeting with someone from the bank who handles loans currently indefault.
 Discuss with him or her the procedures used by the bank to determine when a loanshould be charged off, and the bank's loan classification policies. In most of ourcases, the tax department was unaware of these procedures and simply deductedfor tax purposes whatever the loan control department instructed them to deductfor book purposes. Book accounting and tax requirements are different. That iswhy it is important to talk to someone familiar with the bank's policies andprocedures in this area.
 6. Check for any book to tax differences on schedule M-1 dealing with the bad debtdeductions. Is the bank taking a deduction for tax purposes but not for book? Analyze any differences. It should be emphasized that the taxpayer cannot deducta bad debt for tax purposes unless and until there is a book charge off. Forpartially worthless debts, a book deduction should always be taken before a taxdeduction.
 7. From the listing of loans charged-off for tax purposes, selectively request thecomplete loan files for all large, unusual, or interesting loans. In multiple yearexaminations, emphasis should be placed on the most recent charge-offs sincesubsequent collections on earlier loans will have already been reported as arecovery.
 8. When reviewing the loan file, make sure the taxpayer has provided you with theentire file. Look for recent notes indicating that the file is up-to-date andcomplete. An outdated loan file is of no value. In order to make a properdetermination, you must have the most current information available for each andevery loan file requested.
 9. Review the loan files for comments and notes by the loan officer on the possibilityof subsequent events that could affect the collectibility or recoveries in futureyears.
 10. Request the current status reports for several of the larger loans. Analyze the baddebt recoveries in subsequent years. A large recovery and consistent futurepayments on a particular loan may indicate that the loan should not have beenwritten off during the examination year.
 An analysis of the loan file can help put the bad debt issue in perspective. However, it should be noted that the taxpayer is not bound by subsequent events,such as recoveries or future events to determine a charge-off. Also, the IRS doesnot have to accept subsequent events to determine if a debt is bad in the currentyear.
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11. An aggressive position can be taken on the charge-offs. It is the bank'sresponsibility to establish the worthlessness of the debt. Failure to properlydocument the reduced value of the debt precludes the taxpayer from taking adeduction.
 a. The taxpayer must document the worthlessness of each loan. Thedocumentation for one loan does not permit the deduction for any other loan.Each loan stands on its own merits and substantiation, or lack thereof.
 b. Failure by the taxpayer to provide a loan file can give rise to a completedisallowance of any deduction taken for that particular loan. Unusual factsand circumstances should be considered that would affect the availability ofthe loan file.
 c. It should be remembered that a loan officer's determination as to the collectionpotential for a particular loan is self serving. In fact, in some cases the loanofficer is probably arguing that the loan will be collected in as much as theloan officer was responsible for making the loan in the first place. His or hercomments should not automatically be accepted without other substantiatingevidence supporting their opinion. The facts contained in the loan file shouldspeak for themselves.
 d. In our cases, many of the adjustments we made were based on the taxpayer'sfailure to provide sufficient proof of worthlessness. The taxpayer was alsounable to show that sufficient attempts were made to collect the debt at thepoint in time of the charge-off.
 MISCELLANEOUS ITEMS/TERMS
 PARTICIPATION LOAN
 A loan made by a bank or financial institution to a borrower, if the lender thereaftersells, assigns, or otherwise transfers a portion of the loan to one or more institutions.
 SYNDICATION LOAN
 A multi-financial institution loan in which all of the lenders are named as parties tothe loan and have privity of contract with the borrower.
 SHARED NATIONAL CREDIT EXAM
 An examination of a large participation loan shared by more than one federallyinsured bank.
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SHARED NATIONAL CREDIT REVIEW
 A list of ratings of large participation loans. The list is compiled annually.
 SUMMARY
 With the elimination of the reserve method for large banks, the timing andsubstantiation requirements for charge-offs take on even greater significance. Large banks have less flexibility in managing their tax position with respect to their bad debtdeduction. Therefore, the examining agent should take the time to closely scrutinizeall bad debt deductions claimed by the taxpayer.
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Chapter 11
 FSLIC ASSISTANCE
 BACKGROUND
 To encourage investors to acquire troubled savings and loan or thrift institutions, thenow defunct Federal Savings and Loan Insurance Corporation (FSLIC) often providedvarious forms of financial assistance or incentives to acquiring institutions. Theseacquisitions normally included some or all of the following types of assistance:
 1. Issuance of a note receivable to the purchaser
 The purpose of a note receivable is to compensate the acquiring institution for theinsolvency of the thrift. The amount of the note usually equaled the negative networth of the thrift. In other words, the amount by which the S&L's liabilitiesexceeded the value of the underlying assets.
 2. Yield maintenance subsidies on loans or other assets
 This type of assistance involved the guarantee of additional interest, or providedfor a minimum amount of interest, to be received by the purchaser on certainspecified interest bearing assets.
 3. Reimbursement of losses on disposition of certain assets
 These payments reimbursed the acquiring institution for all assets specificallycovered in the agreement which were sold for amounts less than a specifiedamount or became worthless.
 4. Indemnification against undisclosed liabilities and litigation resulting from theacquisition
 5. Various tax attributes
 Under the terms of the agreement, the acquiring institution may be entitled to usevarious tax benefits of the thrift, such as net operating loss or credit carryovers. However, the agreement may stipulate that FSLIC is entitled to share in theutilization of these tax benefits.
 The majority of the assistance payments from the Government were made to coverlosses incurred from the sale of the assets of the troubled institution. That's becausefor the most part, the thrifts which were taken over were insolvent. Prior to therevision of IRC section 597, these assistance payments were excluded from income.
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The issue which is discussed in this chapter of the guide involves those cases in whicha bank has acquired an insolvent thrift from the FSLIC and receives assistancepayments to reimburse losses from the sale of the thrift's assets or their subsequentworthlessness.
 For tax purposes, our concern centers around these non-taxable reimbursements. Thetaxpayer will claim a deduction for the loss on the sale of the assets acquired from thethrift, even though the amount of the loss is fully reimbursed. Since these reimbursedlosses account for the majority of the tax benefits, the emphasis is on thoseacquisitions structured during the period of time when assistance payments wereexcluded from income and a corresponding loss deduction was taken for tax purposes.
 ENACTMENT OF FIRREA
 IRC section 597 was amended by the Financial Institutions Reform, Recovery, andEnforcement Act of 1989 (FIRREA) to rectify the above situation and eliminate thispreferential treatment for subsequent acquisitions of troubled thrifts. This act wassigned by the President on August 9, 1989, and is part of Public Law No. 10-73.
 The purpose of FIRREA was to restore the public's confidence in the savings and loanindustry. The Act grew out of the massive financial crisis in the thrift industry causedby a regional economic collapse, fraud, and insider abuse that ultimately cost thetaxpayers hundreds of millions of dollars.
 The Act abolished the Federal Home Loan Bank Board (FHLBB) and created theOffice of Thrift Supervision (OTS) which is part of the Department of the Treasury. OTS assumed the role of thrift regulator, and is responsible for the examination andsupervision of all savings institutions. FIRREA also abolished the Federal Savingsand Loan Insurance Corporation (FSLIC) and gave the Federal Deposit InsuranceCorporation (FDIC) the duty of insuring the deposits of savings associations as wellas banks. The insurance funds are kept separate with thrift funds in the SavingsAssociation Insurance Fund (SAIF) and the bank funds in the Bank Insurance Fund(BIF). Both SAIF and BIF are administered by the FDIC.
 FIRREA also established the Resolution Trust Corporation (RTC), whose purposewas to resolve failed thrifts. The RTC went out of existence on December 31, 1995. IRC section 501(b)(11)(B)(i) of FIRREA, which added new IRC section 21A to theFederal Home Loan Bank Act (12 U.S.C. section 1421, et seq.), provided that one ofthe RTC's responsibilities was to:
 Review and analyze all insolvent institution cases resolved by the Federal Savings and LoanInsurance Corporation between January 1, 1988, and the date of enactment of the FinancialInstitutions Reform, Recovery, and Enforcement Act of 1989, and actively review all means bywhich it can reduce costs under existing Federal Savings and Loan Insurance Corporationagreements relating to such cases, including restructuring such agreements * * *
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Taxpayers who acquired a thrift institution may have renegotiated the originalpurchase agreements with the RTC or FDIC.
 This chapter does not deal directly with those cases in which the Resolution TrustCorporation or the Federal Deposit Insurance Corporation has taken over theinstitution and continues to operate the business under their control. However, thesetypes of cases are discussed in the next chapter to provide a better overallunderstanding of the issue.
 S&L's ACQUIRED PRIOR TO FIRREA
 Prior to the revision of IRC section 597 by FIRREA, all money or propertycontributed by the Federal Savings and Loan Insurance Corporation under theFSLIC's financial assistance program was generally excluded from the institution'sincome. In addition, the receipt of this assistance did not require a reduction in thebasis of the thrift's assets. Approximately 100 thrift institutions were acquired duringthe years 1988 and 1989 which involved federal assistance prior to the revisions toIRC section 597.
 The Tax Reform Act of 1986 had scheduled for repeal old IRC section 597 along withthe special treatment for FSLIC payments for amounts received after December 31,1988, unless these payments were made pursuant to an acquisition or mergeroccurring before that date. The Technical and Miscellaneous Revenue Act of 1988,also known as TAMRA, initially extended these provisions through December 31,1989, with certain modifications and reductions in tax attributes. However, the enact-ment of FIRREA subsequently changed IRC section 597 for those amounts receivedor accrued on or after May 10, 1989.
 Specifically, the new law provided that financial assistance from federal insurers totroubled financial institutions generally is taxable income to the institutions. Thechanges to the Code effectively eliminated the generous tax break that initially luredother banks and investors into buying sick thrifts from the Government prior to 1989.
 ANALYSIS OF THE ISSUE
 The major tax issue involves pre-FIRREA assisted transactions. Specifically, itinvolves those acquisitions of troubled institutions which were entered into prior tothe changes in the law. During this period of time, the law permitted the acquiringcorporation to exclude from income the payments received from the Government tocover losses or expenses on the sale or disposition of covered assets. The problem isthat the bank then claims a deduction for the losses or expenses associated with thesale of the assets, even though fully reimbursed.
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This practice, commonly called double dipping, also gave the bank an incentive to sellthe thrift's assets at the lowest price. The lower the price, the larger the tax deduction. Keep in mind that the entire amount of the loss is reimbursed by the Government, sothe acquiring entity simply received a larger tax benefit.
 For example, if the acquired thrift sells a covered asset for $70 which was originallycarried on the books at $100, the Government would reimburse the acquiringinstitution for the total amount of the loss, or in this case $30. The thrift thendeducted that $30 from its taxable income while receiving a tax free reimbursementof the loss from the Government.
 The March 1991 Report on Tax Issues Relating to the 1988/89 Federal Savings andLoan Insurance Corporation Assisted Transactions concluded that "assisted institu-tions should not be allowed to deduct losses and expenses that are reimbursed by theFDIC."
 On January 20, 1992, the Office of Chief Counsel issued Notice N (35)000-98 whichstated that they will consider litigating the deductibility of covered asset losses in appropriate cases. More recently, as part of the Omnibus Budget Reconciliation Actof 1993, Congress provided that taxpayers could not obtain tax deductions under IRCsections 165, 166, 585, or 593 for losses reimbursed by tax exempt assistance. Theprovision is effective for tax years ending on or after March 4, 1991. With respect tolosses or reimbursements that occurred prior to March 4, 1991, contact the ISP (S&L)Industry Specialist.
 YEARS ENDING ON OR AFTER MARCH 4, 1991
 IRC section 13224 of the Omnibus Budget Reconciliation Act of 1993 (Pub. L. No.103-66) provides a legislative solution to the FSLIC double dip issue for tax years ending on or after March 4, 1991. FSLIC Assistance with respect to any loss ofprincipal, capital, or similar amount upon the disposition of any asset shall be takeninto account as compensation for such loss for purposes of IRC section 165. See Actsection 13224(a)(1).
 Any FSLIC Assistance with respect to any debt shall be taken into account forpurposes of IRC sections 166, 585, or 593 in determining whether such debt is worthless or the extent to which such debt is worthless and in determining the amountof any addition to a reserve for bad debts arising from the worthlessness or partialworthlessness of such debts. See Act section13224(a)(2).
 As a result of this new legislation, agents should carefully examine any losses or baddebts being claimed in years ending after March 4, 1991, which were the subject ofFSLIC assistance.
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EXAMINATION TECHNIQUES
 1. Prior to devoting any significant audit time to this issue, make sure that theposition in this guide is current. At a minimum, contact the S&L IndustrySpecialist for an update on how the issue should be handled and find out whatyour options are as an examiner in the field.
 2. Transactions involving these types of acquisitions are extremely complex andusually involve agreements of several hundred pages. If your institution isinvolved in the acquisition of a thrift institution, ask them to provide any letterrulings or other agreements with the IRS concerning the transaction. This willallow you to determine exactly what the primary provisions and stipulations of theacquisition are before you begin to read the multitude of pages in the agreement.
 3. There is a considerable emphasis to renegotiate agreements issued by the FSLICprior to 1989, specifically, those agreements in which the acquiring institutionreceived an overly generous tax break. In the event that your taxpayer wasinvolved in a pre-1989 acquisition, request any renegotiated agreement or closingagreements signed by the taxpayer.
 4. Review the schedule M-1 adjustments for any book to tax differences in this area. Normally the taxpayer will handle the acquisition differently for book purposesand a review of the accounts and computations which make up the book numbersmay give you a better understanding of the transaction and lead you to otherpotential areas.
 5. Keep in mind that even though this issue primarily affects earlier yearacquisitions, restrictions in the acquisition agreement may limit the use of thelosses on the disposition of the assets to future years. Therefore, the issue can alsocome up when examining a bank with an NOL carryforward.
 POST FIRREA FEDERAL ASSISTANCE PAYMENTS
 Thrift and bank acquisitions which occur after May 9, 1989, fall under IRC section597 as amended by FIRREA. In these cases, assistance payments paid to troubledfinancial institutions generally are taxable income to the institution.
 The final regulations under IRC section 597 were published in the Internal RevenueBulletin (1996-6 IRB 4 (February 5, 1996)) and outline the tax treatment ofpost-FIRREA Federal assistance. The following is a summary of the major provisionsof the regulations:
 1. Federal Financial Assistance (FFA) is ordinary income.
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2. The financial institution receiving assistance for its losses must recognize income. The income generally should match the institution's losses less any acquisitionpremium paid by the acquirer. Provisions permit the institution to deferrecognition of FFA income to the extent that the use of current expenses andNOLs have not completely exhausted shareholders' equity.
 3. The IRS will not collect tax due to Federal assistance if a government agencywould bear the burden of tax.
 4. All tax attributes of the failed institution are eliminated.
 5. The Agency making the assistance payments can not use IRC section 7507 exceptin direct payout situations.
 6. The final regulations allow a retroactive election to deconsolidate uponcomputation of a "toll charge." We don't expect an actual "toll charge" to be paidunless there is a negative capital account for the subsididiary. The potentialtherefore exists that some audit adjustments could be nullified by this election.
 The Service issued Notice 89-102, 1989-2 C.B. 436, on September 7, 1989, whichprovides preliminary guidance when dealing with taxable acquisitions of troubledfinancial institutions and which involve the receipt of assistance payments. Thisnotice covers post FIRREA acquisitions prior to the effective date of the proposedIRC section 597. It does not deal with FSLIC assisted "tax-free" reimbursements.
 Post FIRREA acquisitions by banking institutions should not involve the coveredasset loss issue discussed earlier in this chapter. However, these acquisitions couldinvolve audit issues in other areas, such as claims for refund, tentative allowances,consolidated return restrictions, etc.
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Chapter 12
 FAILED THRIFT INSTITUTIONS OPERATED BY THE RTC
 INTRODUCTION
 Savings and loan institutions which failed between May 10, 1989, and December 31,1995, were placed under the control of the Resolution Trust Corporation (RTC) untilan acquirer could be found or the deposits could be transferred to another institution. The RTC went out of existence on December 31, 1995, and institutions still underRTC control on that date were transferred to a special unit of the Federal DepositInsurance Corporation (FDIC) in Dallas, Texas.
 The examination of a failed savings and loan (thrift) under the control of the RTCprovided an unusual dilemma for the IRS in light of the Congressionally fundedclean-up effort. Questions arose as to whether to pursue audits or collection of taxesif the amounts would ultimately be paid by the U.S. Treasury.
 After more than 2 years of intense study and negotiation, the Internal Revenue Serviceand Resolution Trust Corporation Inter-Agency Agreement was signed on December10, 1992. This Agreement was entered into in order to facilitate the disposition ofcases involving failed thrifts under the control of the RTC in an orderly and costefficient manner. Without this Agreement, both Agencies were destined to spendsubstantial resources challenging and defending tax issues which would only producea circular flow of cash from one Treasury pocket (RTC through increased Treasuryfunding) to another Treasury pocket (IRS). A summary of the major provisions of theAgreement and examination processing procedures follows.
 For those institutions previously under RTC control, the FDIC has ratified theInter-Agency Agreement. As a result, the provisions of the agreement continue toapply to those former RTC cases. The Agreement does not, however, apply toinstitutions which were always under FDIC control. To avoid confusion and make itclear that the special procedures discussed in this chapter apply only to institutionspreviously under RTC control, these cases will continue to be referred to as RTCcases even though the RTC no longer exists.
 WHO IS COVERED BY THE AGREEMENT
 Not all failed financial institutions are covered by the Agreement. Coveredinstitutions, (referred to in the Agreement as thrifts), include any federal or statechartered savings institution for which the RTC was appointed conservator orreceiver, regardless of whether or not the institution meets the requirements of IRCsection 7701(A)(19).
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The Agreement does not cover commercial banks or institutions alwaysunder the control of the FDIC
 This is an important distinction since savings institutions which failed in 1988 orearly 1989 (often called '88 deal cases) were placed under the control of the FederalSavings & Loan Insurance Corporation (FSLIC). When FSLIC was abolished byFIRREA in 1989, these institutions were transferred to the control of the FDIC. While it may appear on the surface that these cases also involve Treasury funds, thesituation is not the same and they are not covered by this Agreement since they arenot under the control of the RTC. The Bank Insurance Fund (BIF) which insurescommercial banks is funded by the industry, not by Treasury.
 In examinations involving a parent corporation not controlled by the RTC, the Inter-Agency Agreement does not apply, and it is business as usual although the RTC-controlled subsidiary may be protected by the noncollection provision of the Inter-Agency Agreement.
 Please refer to Exhibit 12-1, a flow chart, to assist you in determining whether theIRS/RTC Inter-Agency Agreement applies to your case.
 A video user guide entitled "Failed S&L's" (Document 9073 (3-93)) was mailed toeach District and outlines the procedures to be followed by examination personnel inthe processing of these cases.
 FAILED THRIFT RECEIVERSHIPS
 It may be helpful at this point to briefly explain the typical life cycle of a failed thrift. In dealing with an insolvent savings and loan, the RTC typically used tworeceiverships. When a savings and loan institution was determined to be insolvent (orotherwise in jeopardy due to unsafe and unsound business practices by priormanagement or liquidity problems encountered by the thrift) the RTC was appointedits receiver. This first receivership is often referred to as a pass-through receivershipbecause substantially all the deposits and assets are transferred to an interim or"bridge" savings and loan under the RTC's control in conservatorship.
 The RTC conservatorship continued to operate the historic business of the old savingsand loan by accepting deposits and making or purchasing loans. To the public theremay have been little indication that the institution was under RTC control. If theinstitution was originally known as ABC Savings and Loan, it may now be known asABC Federal Savings and Loan. For tax purposes, we treat the bridge institution andthe original institution as the same taxpayer. The tax year should not end and the EINshould remain the same. It is, however, important to use both names when preparing
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statute extensions, closing agreements, or audit reports. The bridge institution willremain in operation for as long as necessary to find an acquirer or, in rare instances, tofully liquidate the institution. This can span several tax years.
 At the time of the second receivership, the RTC generally stops the operation of thebridge institution. In many instances, the second receiver transfers substantially allthe deposits and assets to an acquirer. In some cases a substantial amount of assets(usually "bad" assets) may remain in the receivership for ultimate liquidation. TheRTC often referred to this receivership as a liquidating receivership or finalreceivership.
 The RTC may contribute federal financial assistance to the original insolventinstitution, the bridge institution or the acquirer. The tax consequences of thisassistance are governed by IRC section 597, Notice 89-102 (1989-2 C.B. 436) andfinal regulations under IRC section 597 (T.D. 8641, 1996-6 I.R.B. 4 (February 5, 1996)).
 RTC CERTIFICATION
 Once you have determined that the RTC controlled your thrift, request the requiredwritten certification from the FDIC. Previously, this certification was provided by theRTC. FDIC has delegated signature authority for these certifications to severalpeople. The FDIC names you will see most often are Jonnie Wells, David Jones, Richard Cywinski, Sharon Kelley, and Sharon Shroder. If you see other names,contact your local FDIC office and obtain a copy of the delegation order authorizingthat person to sign. This written certification provides information specific to thethrift and will state that:
 1. The assets of such thrift are insufficient to satisfy the claims of the thrift'sdepositors;
 2. If the IRS were to collect taxes before all depositors were paid in full, additionalTreasury funds would be used to satisfy depositor claims;
 3. The Federal Income Tax Liability will not be borne by the thrift on account of atax sharing agreement.
 The FDIC is required to provide the certification for each thrift that meets thecertification criteria, they cannot selectively certify. The certification will follow oneof two formats:
 1. Federal Deposit Insurance CorporationFDIC AS SUCCESSOR RECEIVER TO RESOLUTION TRUST CORPORATION
 CERTIFICATION OF TREASURY FUNDS USAGE
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This certification, also known as FDIC 4360/88, indicates that the RTC controlleda thrift that was either a stand-alone corporation or was the parent of aconsolidated group. These are institutions to which all the provisions of theAgreement apply since these are the situations which would produce a circularflow of cash from one Treasury pocket to another.
 2. Federal Deposit Insurance CorporationFDIC AS SUCCESSOR RECEIVER TO RESOLUTION TRUST CORPORATION
 NON-COLLECTION STATEMENT
 This certification, also known as FDIC 4360/89, indicates that the RTC controlleda thrift which was itself a part of a consolidated group for which the RTC did notcontrol the parent. For these institutions only the special non-collectionprovisions of the Agreement apply. Those provisions only protect the RTC fromcollection of the tax liability. Collection of the liability from the non-controlledparent of the group will occur under normal procedures.
 If the certification criteria cannot be met, the Agreement does not apply and the casewill be processed in the normal manner. Although we know of no case to date forwhich the certification cannot be made, it is possible that in the future, as the newregulatory capital requirements take effect, marginally solvent institutions will beplaced in receivership. In those cases, federal taxes may be assessed and collectedwithout affecting the payment of depositors. If you believe you have such a case,immediately contact either the Industry Specialist for Savings and Loans in LosAngeles, or the Industry Counsel for Savings and Loans in Denver.
 TAXES COVERED BY THE AGREEMENT
 The Agreement covers federal income tax matters. The essence of the Agreement isthat the Service will continue to assess all taxes, interest, and penalties againstinsolvent institutions in RTC receiverships.
 The "assess but not collect" rule does not apply to:
 1. Employment or trust fund taxes
 2. Refunds pursuant to IRC section 6402(i)
 3. Certain separate income tax liabilities of a subsidiary of an insolvent institution
 4. Cases in which the certification of the use of Treasury funds is erroneous
 5. Liabilities arising from tax-sharing agreements.
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CASE PROCESSING
 Once you have determined that the Agreement applies in its entirety (that is, the RTCcontrolled thrift is either a stand alone entity or the parent of a group) to your case,special handling rules apply. To avoid transferring money between Treasury pockets,the IRS has agreed not to collect income tax from the RTC on behalf of failed thriftsif Treasury funds are needed to pay depositors. In exchange for our agreement not tocollect income taxes, the RTC has agreed not to challenge the amount of taxdetermined by the IRS. This means the RTC will not be exercising their normalappeal rights.
 EXAMINATION CONSIDERATIONS
 In determining whether to conduct an examination, or how involved the examinationshould be, consideration should be given to the spirit of the Inter-Agency Agreementwhich is to reduce the burden and administrative cost to both the IRS and the RTCwhile still determining the proper tax. It was decided, nonetheless, that resourcesshould continue to be used for limited audits to ensure that an insolvent institution'stax liabilities are properly determined and assessed. These assessments can reducepotential refunds or eliminate the carry-forward of beneficial tax attributes. Moreover, these assessments will permit an accounting of foregone tax revenue thatcan be used by the Treasury Department to determine the aggregate cost of federalassistance to insolvent financial institutions. Resource expenditures should becarefully weighed both in light of this Agreement and in light of the emphasis theService is placing upon collectibility in general.
 REPORT PREPARATION
 Upon completion of the examination, prepare a Revenue Agent Report (RAR) and aclosing agreement. After coordinating the proposed closing agreement with IndustryCounsel in Denver, solicit agreement from the RTC. Meritorious issues should beincluded on the RAR. Include all years examined in the report, particularly wherethere are adjustments which would offset other adjustments or would eliminate netoperating losses or claims already filed. Include both the deficiency years and theoverassessment years. If the net result is an overassessment, RTC will waive its rightto the refund. If the net result is a deficiency, IRS will not collect this amount underthe Agreement.
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In CEP cases, prepare Forms 4549-A, 870, and a closing agreement. For non-CEPcases, prepare Form 4549 and a closing agreement. Closing agreement examples forboth consolidated and non-consolidated returns are available. Authority to sign theseclosing agreements is covered by Delegation Order 245.
 JOINT COMMITTEE CONSIDERATIONS
 The normal Joint Committee jurisdictional rules (IRC section 6405) apply to taxreturns for insolvent thrifts under RTC control. Therefore, if refunds or tentativeallowances have already been paid in excess of the $1 million threshold, a report tothe Joint Committee on Taxation must be prepared. The closing agreement shouldnot be countersigned on behalf of the IRS until Joint Committee approval has beenreceived. Since under the agreement the IRS will no longer be paying refunds and theRTC will no longer be filing claims for refunds or tentative allowances for casesgoverned by the Agreement, it is anticipated that Joint Committee volume willdecrease significantly.
 CASE CLOSING
 Attach a copy of Form 3198 "Special Handling Notice" to the case file. Check the"other" box and insert the following instructions:
 This taxpayer is covered by the Internal RevenueService and Resolution Trust CorporationInter-Agency Agreement. Please assess the tax, additions to tax, penalties, and interest. Inprocessing the assessment input TC 530, closing code 15.
 This closing code will alert other Service personnel that Collection efforts beyond theinitial notice and filing of the proofs of claim are not warranted. In addition, this codecauses notices to be frozen and separates these cases in the Accounts ReceivableDollar Inventory (ARDI). It provides information on the tax costs of the savings andloan bailout.
 UNAGREED CASES
 The Agreement curtails litigation activity (with some limited exceptions concerningappellate litigation) and provides that all tax disputes be resolved administrativelybetween the IRS and the RTC at whatever stage the case may be when the S&Lcomes under RTC control. This means that the RTC will agree to IRS assessmentswithout litigation or challenge. Cases in Examination will be settled at theExamination level and cases docketed in Tax Court will be settled without trial byDistrict Counsel. The expeditious resolution of issues at the lowest possible levelconserves resources and promotes consistency of position and result.
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For those situations in which the RTC does not agree with the revenue agent'sdetermination of tax, interest, penalties, and additions to tax, normal appealprocedures will not apply. Do not issue either a 30-day letter or a statutory notice ofdeficiency. Contact the S&L ISP Industry Specialist or Industry Counsel to reviewyour adjustments. If an agreement cannot be reached, the RTC National Officerepresentative will be afforded an opportunity to either instruct their field personnel toagree with the proposed adjustments or present the unagreed issues to the IRSNational Office for a final determination. This procedure will function primarily toresolve questions of tax policy and to ensure consistent treatment of tax issues. TheNational Office should sustain the agent's reasonable adjustments.
 REFUNDS
 For those cases to which the entire Agreement applies, the IRS will no longer makeany payments to an insolvent thrift or to the RTC as a result of income tax claims forrefund, tentative allowances, or refund suits. This prohibition on payment of refundsincludes income tax returns filed which show an overpayment of estimated taxes andcases already approved by the Joint Committee where the refund has not yet beenissued. Before any payment is authorized to such an insolvent thrift or the RTC,please contact the S&L ISP Industry Specialist, or Industry Counsel. For any claimswhich have not yet been paid by IRS, RTC will agree in writing to withdraw theclaim. The RTC will not file or pursue any further income tax related refund claimsfor thrifts under its jurisdiction except as specifically provided in the separateIRS/RTC 6402(i) agreement dated September 27, 1991.
 SERVICE CENTER OVERVIEW
 Special return screening procedures are in place to identify returns to which theAgreement may apply. A classification specialist in each Service Center reviewsthese returns to determine whether the Agreement applies and whether additionalinformation is necessary to process the return. If you have questions on how thesereturns are processed at the Service Center, contact the Program Analyst, CoordinatedExamination Program, in the National Office.
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Chapter 13
 ACQUISITION COSTS AND OTHER CAPITAL EXPENSES
 INTRODUCTION
 If you are examining a bank that merged with another bank, acquired a bank, or wasacquired by another entity, consider the appropriate tax treatment of the expenseswhich were incurred. Generally, merger and acquisition expenditures should becapitalized, rather than deducted currently. They usually are not amortizable. Theapplicable law for this treatment is discussed later in this chapter.
 In recent years there have been numerous mergers and acquisitions of large nationalbanks as well as smaller local banks. Banks may decide to merge to reduce operatingexpenses through elimination of extra personnel and branches, to expandgeographically, cheaply, and quickly, or to discourage an acquisition by anundesirable bank.
 Acquisitions of banks are also common. A bank may seek a buyer, such as when theowners of a closely held bank wish to retire and receive cash for their investments. Bank acquisitions are "unfriendly" or "hostile" when they are opposed by the targetbank. Publicly held banks, whose stocks are undervalued in relationship the value oftheir assets, are potential takeover targets. Also, troubled institutions may be takenover by the Federal Deposit Insurance Corporation or the Resolution TrustCorporation. These organizations may then sell the assets to healthy financialinstitutions.
 There are various types of expenses that a bank can incur when it undergoes a changein structure. A number of these expenses are discussed below:
 1. Legal Expenses - A substantial amount is paid to attorneys for draftingagreements, negotiating prices, resolving Community Reinvestment Act protests,fighting lawsuits, etc. Normally the bank will hire a particular law firm whichspecializes in mergers and acquisitions. Ask the taxpayer which firm they usedand review those specific invoices. Allocation of the bank's in-house attorneys'salaries should also be considered.
 2. Investment Banker Expenses - Investment bankers perform several services inrelation to merger and acquisition activities. They often render a fairness opinionas to whether the consideration offered is reasonable. They also may market acompany that is interested in being purchased.
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3. Appraisal Costs - Accountants and engineers may be hired to value certaintangible and intangible assets. As discussed in an earlier chapter, a bank may paya premium for an existing deposit base. There are companies that specialize in thevaluation of these core deposits. In a tax free stock merger, appraisers may still behired to value assets for book purposes.
 4. Regulatory Fees - Banks are required to receive regulatory approval before amerger or acquisition can be finalized. The regulatory agencies may charge a feefor the work that they do in processing and approving the merger or acquisition. For example, the fee charged by the Financial Institutions Bureau in Michigan asof June 1992 was $10,000. Fees are also paid to the Security and ExchangeCommission.
 5. Accounting Fees - ccountants may be hired to perform various functions. Theymay provide tax advice to the different parties. An analysis of the banks' differentcomputer and accounting systems may be made in order to efficiently combinethem. Also, they may do studies to determine the value of assets. The banks mayalso incur in-house costs for this type of work, which may be subject tocapitalization.
 6. Payment for Due Diligence Study - The Board of Directors will often hire anaccounting or investment firm to study all aspects of the proposed transaction. They will render an opinion as to whether the merger or acquisition is in the bestinterests of the company. This protects the directors from shareholders who maynot be pleased with the change.
 7. Shareholder Costs - The bank is required to receive shareholder approval for anychanges in business structure. The bank will incur costs for notices innewspapers, printing of prospectuses, mailings to shareholders, etc.
 8. Salaries and Wages - As mentioned above, bank employees, such as attorneys andaccountants may spend considerable time working on the merger or acquisition. The key officers of the bank will also be involved in negotiations, decisionmaking, traveling, etc. A portion of their salaries should also be considered forcapitalization.
 There are a number of issues related to merger and acquisition activity. Some ofthem, such as core deposits, recapture of bad debt reserves, and FSLIC assistancepayments are discussed elsewhere in this guide. Other merger and acquisition issuessuch as the type of reorganization, the gain/loss that should be recognized, recaptureprovisions, etc. are complex and are beyond the scope of this guide. In this chapter,we will limit our discussion to the examination techniques and tax treatment foracquisition and merger expenses. Several other types of capital expenditures byfinancial institutions will also be discussed.
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EXAMINATION TECHNIQUES
 1. First review the tax return. Since many of these expenses are capitalized for bookpurposes, the taxpayer may have made an M-1 adjustment to expense them for taxpurposes. Sometimes the taxpayer will attach a disclosure statement to the taxreturn to disclose that merger or acquisition costs were expensed. Also, the detailschedule for "other deductions" may include these expenses as a separate lineitem.
 2. Read the portion of the bank's annual report that discusses past, present, andpending business combinations. It will provide general information as to yourbank's merger and acquisition activity.
 3. The corporate minute book should be reviewed to obtain more detailedinformation. It may disclose activity that was considered, but neverconsummated. The minute book may also discuss some of the costs associatedwith mergers and acquisitions.
 4. Once you have determined that a bank incurred expenses related to merger oracquisition activity, an IDR should be issued requesting specific cost information. A sample IDR is included (See Exhibit 13-1.) which shows the type ofinformation that can be requested. Most banks keep detailed records of their costsbecause they need to report this information to their regulatory authorities. Also,they use the information for internal planning purposes. However, the taxdepartment often is not aware that merger and acquisition cost information isreadily available. They may need to check with the legal department to find outwhat records were maintained.
 5. Request a copy of the Notification and Report Form for Certain Mergers andAcquisitions that the bank files under the Hart-Scott-Rodino AntitrustImprovement Act of 1976. This form is provided to the Federal TradeCommission and the Antitrust Division of the Department of Justice to allowthem to consider the anti-competitive effects of the proposed merger oracquisition.
 6. If the bank has not kept detailed records, you may need to review the specifictransactions which were recorded in accounts titled "Legal Expenses,""Accounting Fees," "Consulting Fees," etc. A computer audit specialist canperform stratifications and account selections to assist you in selecting a sample.
 7. Interview employees that were involved with the mergers or acquisitions todetermine what types of expenses were incurred, especially if in-house legal orother work was performed. An allocation can be made for the salaries of bankemployees who assisted in the merger or acquisition.
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LAW AND DISCUSSION
 The tax treatment of merger and acquisition expenses may vary depending on whetherthe expenses are paid to defend against a takeover attempt, whether the proposedmerger or acquisition is abandoned, or whether the institution you are examining isthe acquiring or the target bank. Each of these items is discussed below.
 General Information
 The most important court opinion in this area is Indopco, Inc. v. Commissioner, 503U.S. 79 (1992), aff'g National Starch and Chemical Corp. v. Commissioner, 918F.2d 426 (3d Cir. 1990), aff'g 93 T.C. 67 (1989). The Supreme Court held that theinvestment banking fees and expenses incurred during a friendly takeover were notdeductible under IRC section 162. The Court stated in Indopco at p. 1040:
 Petitioner's expenses do not qualify for deduction under IRC section 162(a). Deductions are exceptions to the norm of capitalization and are allowed only if thereis clear provision for them in the Code and the taxpayer has met the burden ofshowing a right to the deduction. Commissioner v. Lincoln Savings & Loan Assn.,403 U.S. 345, 354, holds simply that the creation of a separate and distinct asset maybe a sufficient condition for classification as a capital expenditure, not that it is aprerequisite to such classification. Nor does Lincoln Savings prohibit reliance onfuture benefit as means of distinguishing an ordinary business expense from a capitalexpenditure. Although the presence of an incidental future benefit may not warrantcapitalization, a taxpayer's realization of benefits beyond the year in which theexpenditure is incurred is important in determining whether the appropriate taxtreatment is immediate deduction or capitalization. The record in the instant caseamply supports the lower courts' findings that the transaction produced significantbenefits to petitioner extending beyond the tax year in question.
 This case was significant because the Supreme Court said that the creation orenhancement of a separate asset was not a necessary condition for capitalization. Instead, the creation of a long term benefit was sufficient to require the expenses to becapitalized. Some of the benefits that resulted from this merger were (1) additionaltechnological resources, (2) synergy, (3) a reduction in shareholder expenses, and (4)administrative advantages from the reduction in shares. The court determined that thetaxpayer, National Starch, believed that the shift in ownership was in its best interestand would benefit the company for many future years.
 IRC section 197 was added by the Revenue Reconciliation Act of 1993. The new lawprovides for the amortization of certain purchased intangible assets. However, thereare a number of intangible assets which are specifically excluded from the applicationof IRC section 197. IRCsection 197(e)(8) provides that any fees for professionalservices or other transaction costs with respect to transactions in which gain or loss isnot recognized under IRC sections 351-368 cannot be amortized under IRC section197. Therefore, most merger and acquisition costs are specifically excluded.
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The Conference Committee's report indicates that it was not Congress' intent tooverturn Indopco by enacting IRC section 197. Since these transaction costs arespecifically excluded from IRC section 197, they should be treated as they were priorto the section's enactment. Therefore, continue to look to Indopco to determine thenature of these expenditures. If merger or acquisition costs create a long term benefit,they should be capitalized and not amortized.
 Revenue Ruling 73-580, 1973-2 C.B. 86, states "compensation paid for servicesperformed by employees relating to the acquisition of other corporations is notdistinguishable from fees paid for similar services performed by outsiders." Thus, acorporation must capitalize the portion of the compensation paid to its employees thatis reasonably attributable to services performed in connection with corporate mergersand acquisitions.
 Takeover Attempts
 Whether a proposed corporate takeover is friendly or hostile is not determinative ofthe proper tax treatment with respect to professional fees. A.E. Staley Mfg. Co. v.Commissioner, 105 T.C. 166 (1995). But see United States v. FederatedDepartment Stores, 171 Bankr. 603 (S.D. Ohio 1994), appeal pending (6th Cir. No.94-4676). The focus should be on whether the target corporation obtained a long-term benefit as a result of making the expenditures. The taxpayer must demonstratethat it did not obtain a long-term benefit. Expenditures for professional fees incurredin a takeover attempt, labeled hostile or friendly, may be classified as either currentlydeductible under IRC section 162 or capitalizable under IRC section 263, dependingon the specific facts and circumstances of each case.
 Costs incurred by the target company in repurchasing its stock from the corporateraider should also be considered. Assume that a target company makes a lump sumpayment to the corporate raider for reimbursement of the raider's fees and forexpenses which were incurred as a result of the unsuccessful takeover attempt. Bothof these expenses are treated as nondeductible capital expenditures since they relate tothe repurchase of stock where the repurchase was not essential to the corporation'scontinued existence.
 In summary, some of the expenses incurred in defending a takeover may bedeductible. The primary factor in determining deductibility is whether theexpenditure resulted in a long term benefit. If so, the expense should be capitalized. If not, the cost can be expensed. For a more detailed discussion of loan fees inconnection with a redemption of stock, see the Mergers & Acquisitions ISPCoordinated Position Paper on this issue. [The "Loan Commitment Fee In a StockRedemption" paper was originally issued as a LBO Industry Coordinated Issue Paper;however, the LBO ISP has been redesignated as the Mergers & Acquisitions ISP.]
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Abandoned Mergers
 Merger and acquisition costs, otherwise capitalizable, are generally deductible lossesunder IRC section 165 when the transaction is abandoned. See Rev. Rul. 73-580,1973-2 C.B. 86. However, if an expense is incurred for an item used subsequently,the costs would generally not be deductible. Each cost should be analyzed todetermine whether it created a long term benefit. For example, a target company mayreject several takeover bids prior to accepting a final offer. If the taxpayer canestablish through careful documentation that particular expenses relate only to theabandoned proposals, those expenses may be deductible. However, any expenses thatrelate to both the abandoned and the adopted merger should be capitalized. Forexample, valuations of stock or appraisals of property could be used to evaluate morethan one offer.
 There have been several court cases and revenue rulings which discuss thedeductibility of expenses related to abandoned projects. In Sibley, Lindsay & CurrCo. v. Commissioner, 15 T.C. 106 (1950), the court held that the taxpayer wasentitled to deduct as ordinary and necessary expenses the costs attributable to an aban-doned merger. The merger was one of three proposals that were not alternatives andthe taxpayer could have accepted any or all of them. It cited Doernbecher Manufacturing Co. v. Commissioner, 30 BTA 973 (1934), which determined thatthe amount paid by the taxpayer as its share of expenses of investigating thepossibilities of forming a merger were deductible in the year in which the plan to formthe merger was abandoned. Doernbecher was also mentioned in Rev. Rul. 67-125, 1967-1 C.B. 31. This revenue ruling discusses the treatment of legal expenses forsecuring advice on the tax consequences prior to the consummation of a merger, stocksplit, and partial redemption. The ruling states that these expenditures are capital innature, but could be deducted in the year of abandonment if the proposed redemptionof stock is subsequently abandoned.
 Rev. Rul. 73-580, which was discussed above, held that amounts paid to employeeswith respect to abandoned plans for mergers or acquisitions are deductible as lossesunder IRC section 165(a) in the year of the abandonment.
 However, if the proposed transactions are alternatives, only one of which can beaccepted, no abandonment loss is proper unless the entire transaction is abandoned. See Staley, 105 T.C. at 200.
 Target vs. Acquiring Company
 The general rule that merger and acquisition expenses are nondeductible and capitalmay be clearer for the acquiring company than for the target company. It is readilyapparent that the acquiring company would not incur these expenses unless it
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anticipated that they would benefit the company for a period of time. However, atarget company may incur expenses in defending a hostile takeover or in evaluatingfriendly takeover proposals which were later abandoned. The general theory fromIndopco should be applied, namely that costs should be capitalized if they create afuture benefit.
 OTHER CAPITAL EXPENDITURES
 There are a number of other situations in which a bank incurs expenses that may besubject to capitalization. The general philosophy as to whether a separate asset or afuture benefit is present should be considered to determine whether an expenditureshould be capitalized or expensed. Some of the areas where potential issues exist arediscussed below:
 Branch Costs
 When a bank opens new branch offices, it incurs numerous expenses such as attorneyfees, studies of various site locations, application fees to obtain regulatory approval,etc. The bank may form a new corporate subsidiary for the new branches. Regulatoryapproval generally must be obtained prior to opening a new branch. This creates anintangible right the bank did not previously have. The general position of the Servicehas been that branch expansion costs are capitalized since a separate and distinct assetis created. The Indopco case discussed above provides additional support for theGovernment's position since the opening of a branch office would create a futurebenefit. However, the banking industry takes the position that these costs should becurrently deductible under IRC section 162. The banks feel that they are merelyextending their current business activity by opening new branches. The FourthCircuit has allowed banks to deduct their expansion costs, while the Fifth Circuit andEleventh Circuits have denied the deduction.1 Some taxpayers have elected toamortize these costs over 60 months per IRC section 195 for Start-Up Expenditures.
 Each cost should be independently analyzed to determine whether it creates a futurebenefit. If so, that expenditure should be capitalized, even though other businessexpansion costs may be currently deductible. See Indopco, Inc. v. Commissioner,503 U.S. 79 (1992).
 1 North Carolina National Bank v. United States, 78-2 U.S.T.C. C 9661 (D. N.C. 1978), rev'd, 651 F.2d942 (4th Cir. 1981), aff'd upon reh. en banc, 684 F.2d 285 (4th Cir. 1982); Central Texas S&L Association v. United States, 84-1 U.S.T.C. C 9471 (5th Cir. 1984); Ellis Banking Corp. v. Commissioner, 688 F.2d 1376 (11thCir. 1982), cert denied, 103 S. Ct. 3537.
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Credit Card Start-Up Costs
 The theory behind whether or not a bank can deduct the costs it incurs for credit cardstart-up costs is very similar to whether or not new branch costs can be expensed. The taxpayers maintain that these costs are an extension of their current business. However, the IRS can argue that some of the expenditures result in the creation of afuture benefit or a separate asset. In general the courts have held that when paymentwas made to allow a bank to join a particular credit card system, it was capital innature since it had value to the bank for its duration. However, expenses for creditreports, advertising, etc. were allowed as current deductions.2
 Automatic Teller Machine Fees
 Banks pay one time fees to join some of the automatic teller machine (ATM) systems. However, some ATM systems do not require any initial fee to be paid. NYCE,CIRRUS, and MAC are a few of the systems which do charge upfront fees. The bankacquires the future right to use the ATM system indefinitely. Therefore, this costwould be a capital expenditure.
 Advertising
 There was considerable discussion after the opinion in Indopco on whetheradvertising expenses created a future benefit that should be capitalized. The IRSissued Revenue Ruling 92-80, 199-2 C.B. 57, to clarify its position. The rulingprovides that the Indopco decision does not affect the treatment of advertising costsunder IRC section 162(a). These costs are generally deductible under that sectioneven though advertising may have some future effect on business activities, as in thecase of institutional or goodwill advertising.* * * Only in the unusual circumstancewhere advertising is directed towards obtaining future benefits significantly beyondthose traditionally associated with ordinary product advertising or with institutional orgoodwill advertising, must the costs of that advertising be capitalized.
 SUMMARY
 Because of the proliferation of mergers and acquisitions in the last decade, it is verylikely that the bank that you are examining may have been considered as a takeovertarget or may have considered acquiring another institution. If so, the bank wouldhave incurred considerable expenses that should be capitalized.
 2 See the discussion of this issue in Charles W. Wheeler, JD and Jack B. Wilson, Jr., CPA, The BankIncome Tax Return Manual-1992, p. 5-89 to 5-90.
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Prior to the Indopco opinion, many taxpayers were expensing merger and acquisitionrelated costs. Some continue to do so. Determine early in the examination whetherthe bank has any of these types of expenses. If so, each expenditure should beanalyzed carefully to determine whether it should be capitalized.
 Even if the bank did not have any merger or acquisition related expenses, you mayneed to evaluate whether other types of costs were improperly expensed. Consideration should be given to whether these expenditures contributed to thecreation of a separate asset or a future benefit. If so, they should be capitalized.
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EXHIBIT 13-1
 SAMPLE INFORMATION DOCUMENT REQUEST
 Form 4564Rev. 6/88
 Department of the TreasuryInternal Revenue Service
 INFORMATION DOCUMENT REQUEST
 Request Number
 TO: Name of Taxpayer and Co. Div. or Branch
 Please return Part 2 with listed documentsto requester identified below.
 SubjectAcquisition Costs______________________SAIN No.|Submitted to: | | ________|_____________Dates of Previous Requests
 Description of Documents Requested
 During 19XX and 19XX the bank made a number of acquisitions of other banks and of banking assets. When making suchacquisitions it is common to incur costs for related expenses, such as: Outside legal fees, consulting fees, valuation studies,lifing studies, accounting fees, salaries for key employees, investment banking expenditures, etc.
 1. Please provide a detailed list of the expenditures that were incurred for each of the acquisitions during these years.
 2. Were any reports provided to the FDIC, RTC, SEC, or any other agency regarding acquisition costs? If so, please providecopies.
 3. In what account(s) were acquisition costs recorded?
 4. How were these expenses treated for tax purposes? Were they expensed or capitalized? Were any of them depreciated oramortized?
 5. In 19XX there is an M-1 adjustment for the bank to decrease book income by $XXX,XXX for acquisition fees. Pleaseprovide the work papers to explain this adjustment. Were any other M-1 adjustments made in 19XX or 19XX foracquisition related fees? If so, please provide those work papers.
 Information Due By__________ At Next Appointment [ ] Mail In [ ]
 Name and Title of Requester Date
 FROM:Office Location
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Chapter 14
 LEVERAGED BUYOUT LOANS
 INTRODUCTION
 A leveraged buyout (LBO) involves the purchase of a company in which a substantialportion of the purchase price is paid by borrowed funds which are secured by theassets of the company. The debt is repaid from the future earnings of the company,sale of company assets, issuance of public stock, additional capital contributions, orany combination of the above.
 Since the early 1980's, the stock market has seen an explosion of leveraged buyouts. Mergers and acquisitions became common in almost every industry. The bankingindustry participated in the leveraged buyout boom in that a significant portion of thefinancing for these transactions was provided by the banks. A change in the FederalReserve regulations allowed investment bankers to arrange financing for theacquisition of stock in public companies.
 As discovered within the last couple of years, a lot of the leveraged buyout loansmade by financial institutions did not come without substantial risk. The collapse ofseveral institutions can be directly related to the financing or participation in highlyleveraged LBO loans along with so called "junk bonds." However, if successful,these LBO loans could be very lucrative to the banks in the form of higher interestrates, substantial fees paid up-front for participating in the loan, and possibly even afinancial interest in the company itself.
 INVESTMENT BANKERS
 Investment bankers, in most cases, are the primary people involved in the leveragedbuyout field. They are often referred to as LBO "specialists." Investment bankersfind companies for sale, structure the deal, and negotiate with both the selling andbuying groups. They also arrange debt financing and equity investments. After abuyout, the investment banker will continue to monitor the company in the eventadditional assistance is needed, such as a public offering of the stock. The vastmajority of the LBO activity is conducted by big investment firms and companiesspecializing in this area.
 EXAMINATION TECHNIQUES ─- NON-CASH COMPENSATION
 If your case involves a bank that was only a participant in the financing of an LBOloan, as opposed to being the investment banker, the issue is fairly simple. TheSecurities and Exchange Commission (SEC) requires that a bank disclose the extentof their LBO activity in their annual reports.
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1. Review this report to determine the extent the bank is involved in this type ofinvestment. If no formal annual report is prepared by the bank, this informationcan usually be found in the regulatory or SEC filings.
 2. If you determine that the financial institution participated in LBO transactions,secure a complete list of the individual LBO loans from the taxpayer. These loansshould tie into the amounts reflected in the annual report.
 3. Specifically, inquire as to whether there were any "perks" given to the bank as anincentive to participate in the leveraged buyout.
 These perks, also known as "sweeteners," consist of stock warrants or othernoncash consideration which allows the bank to earn additional profits based onthe success of the company. Stock warrants are simply a right to purchase thestock of the company for a specified price for a certain period of time. The bankdoes not pay any money or give up any other consideration that may be due inexchange for these warrants. The warrants are an additional payment to the bankfor providing the funding necessary for the LBO.
 4. Also request a signed statement from someone with personal knowledge of thesetransactions to explain the extent of the bank's involvement in these types oftransactions. This is the easiest way to determine if any issues exist and whetherthe bank received any compensation in return for its participation.
 5. A random check should also be made of selected loan files to verify the taxpayer'sstatement.
 In most of our examinations, we have found that it was the bank's policy not torequest this additional consideration. However, if warrants or other incentives weregiven to the bank and accepted without any restrictions or further requirements of thebank, these rights are considered to be additional compensation. The fair marketvalue of the warrants is fully taxable to the bank as ordinary income at the point intime the warrants are issued as part of an investment unit under IRC section 1273.
 The fair market value of the warrants which was previously included in income willbecome the basis for the warrants. If the warrants are exercised instead of sold, thebasis in the warrants becomes part of the bank's basis in the stock.
 The primary reason these warrants are offered to the lender is to give the bank areason for wanting the company to be successful. If times became tough, the bankwould be reluctant to foreclose on the property because the value of the companywould be diminished. By receiving these warrants, the bank has received a partialownership in the success of the company.
 The most difficult part of this issue involves the valuation of the rights.
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Treasury Reg. section 1.83-7(b)(3) provides the following insight in determining thevalue of an option:
 EXTRACT
 Treas. Reg. section 1.83─7(b)(3)
 * * * the fair market value of an option to buy includes the value of the right tobenefit from any future increase in the value of the property subject to the option(relative to the option exercise price), without risking any capital. Therefore, thefair market value of an option is not merely the difference that may exist at a particular time between the option's exercise price and the value of the propertysubject to the option, but also includes the value of the option privilege for theremainder of the exercise period. * * *
 This last sentence is very important because it allows a value to be placed on thefuture prospects of a company, not just the value of the company at the point in timethe option was granted. The value of a warrant or other similar option cannot easilybe determined and must be based on the facts and circumstances of your case. If anissue is found in this area, a specialist may be required to determine the fair marketvalue and the amount of the adjustment.
 EXAMINATION TECHNIQUES ─ FEES PAID TO THE BANK
 Another issue in the leverage buyout area involves the fees paid to the bank, otherthan fees paid for the loan, to participate in the LBO transaction, or for other servicesrendered. These fees are all taxable when the cash is received by the bank. Theseamounts cannot be deferred for tax purposes, such as over the life of the loan, or anyother method of deferral.
 1. A sample LBO loan file should be reviewed to determine the amount of feesreceived by the bank. Verify that these amounts are properly reported on the taxreturn. Most banks will have a separate account for these types of fees, andtherefore tracing the fees to the tax return should not be that difficult.
 2. Request also that the bank provide its current policy as to how these amounts arereported for tax purposes.
 3. Review the schedule M-1 adjustments for any differences in the timing of incomeor deduction for financial and tax purposes relating to LBO fees or expenses. Allof these areas can lead to potential adjustments.
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SUMMARY
 Currently, there is an LBO specialist in the Industry Specialization Program. SeveralCoordinated Issue Papers have been proposed in the leveraged buyout area. Themajority of the issues involve the tax implications to the LBO target entity. However,there are also issues involving investment banking activities. The ISP has a data baseon LBO transactions. This data base can help to identify potential leads on your case.
 If you are examining a large entity which is involved in investment banking services,the LBO coordinated issues should be reviewed. Since these issues involve only alimited number of banks, they are beyond the scope of this guide.
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Chapter 15
 AMORTIZATION
 INTRODUCTION
 Amortization is the method of allocating the cost of an intangible asset over its usefullife. When a deduction for amortization is claimed, Part VI of Form 4562,Depreciation and Amortization, should be completed by the taxpayer. The amountdeducted for amortization should be included as part of line 26 of the tax return, otherdeductions.
 Amortization issues are usually seen in cases where an entire business or a group ofassets is purchased. In these cases, a portion of the purchase price is normallyallocated to an intangible asset. In the past, it was common for the taxpayer toallocate as much of the purchase price as possible to intangible assets which areamortizable for tax purposes. This reduced the remaining value allocated to goodwillor going concern value. The larger the allocation of the purchase price to anamortizable intangible, the bigger the deduction for tax purposes. Treas. Reg. section1.167(a)-3 provides: "no deduction for depreciation is allowable with respect togoodwill." The historical position of the IRS has been that an amortization deductionwas not allowed for amounts allocable to intangible assets such as work force in placeand going concern value. However, recent changes in the law have significantlyaffected this issue.
 LAW CHANGES
 Congress passed the Revenue Reconciliation Act of 1993 which provides that thecapitalized cost of specified intangible assets referred to as "IRC section 197intangibles" are to be ratably amortized over a 15-year period. This provision of thelaw provides that the 15-year amortization period is applicable regardless of the actualuseful life of the intangible property. The new law was intended to eliminatecontroversies between the Service and taxpayers over allocations of purchase pricebetween amortizable intangibles and nonamortizable goodwill. It carries some lossdeferral rules but taxes gains on early dispositions of IRC section 197 intangibles.
 The enactment of this law will significantly affect how we examine the amortizationand intangible areas for tax purposes. See discussion of the Intangibles SettlementInitiative in Chapter 5. Proposed Treas. Reg. section 1.197-2 was published in theFederal Register on January 16, 1997. See also Treas. Reg. section 1.197-1T.
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AMORTIZATION ITEMS
 Amortization is normally applicable to intangible assets. Some of the most commonbanking assets which are subject to the amortization provisions are as follows:
 * 1. Core deposit intangibles
 * 2. Covenant not to compete
 * 3. Merger and acquisition costs
 * 4. Loan origination costs - SFAS 91
 * 5. Originated servicing rights
 * 6. Credit card start-up costs
 * 7. Entrance and exit fees for bank insurance funds
 8. Purchased servicing rights
 9. Organizational and business start-up costs
 10. Work force in place.
 * Items 1-7 are discussed in detail elsewhere in this guide. The remaining items are discussedbelow. Suggested examination techniques and potential issues are provided.
 LAWInternal Revenue Code section 167(a) states:
 EXTRACT
 IRC section 167(a)
 * * * There shall be allowed as a depreciation deduction a reasonableallowance for the exhaustion, wear and tear (including a reasonable allowance forobsolescence) --
 (1) of property used in the trade or business,or
 (2) of property held for the production of income.
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Federal income tax Treas. Reg. section 1.167(a)-3 states in part:
 EXTRACT
 Treas. Reg. section 1.167(a)-3
 * * * If an intangible asset is known from experience or other factorsto be of use in the business or in the production of income for only a limited period, the lengthof which can be estimated with reasonable accuracy, such an intangible asset may be thesubject of a depreciation allowance. Examples are patents and copyrights. An intangibleasset, the useful life of which is not limited, is not subject to * * * depreciation. * * *
 GENERAL EXAMINATION TECHNIQUES
 1. It is important to keep in mind that just because the taxpayer does not include anamortization amount on Form 4562, does not mean that an amortization deduction was notclaimed by the taxpayer. It has been our experience that it is common for the taxpayer toinclude the amortization expense elsewhere on the return, even if it is not specifically listedon Form 4562. Since the amount deducted for amortization is included as part of line 26,other deductions, the amount can easily be combined with another account, netted againstincome, mislabeled, or just included as part of miscellaneous expenses.
 Therefore, the taxpayer should be specifically asked whether any amortization deductionswere claimed on the return. If any exist, then request a complete list of the assets beingamortized along with the worksheets computing the amount of the deduction taken on thereturn. All of these items should be reconciled and tied into the amount on the return. Onone of our cases, the taxpayer acquired another bank with a core deposit. The amortizationdeduction was buried in a subsidiary bank which was not being examined. Obtaining adetailed listing of the assets being amortized for all entities in the consolidated return groupfrom the taxpayer is helpful for identifying these issues.
 2. The taxpayer is not required to include on its tax return a detailed listing of the items beingamortized from prior years. For example, if the taxpayer were to acquire and amortize aCore Deposit in a year preceding the examination year, this fact would not be apparentfrom reviewing the tax return. The taxpayer is required to provide only the amount of theamortization deduction being claimed for assets acquired in prior years. A description ofthe property, the cost of the property, and the method of amortization is only required forintangible assets acquired during the current year. Therefore, always review prior yearamortization deductions and request adequate documentation.
 3. Review the annual report or SEC filings for any indication as to whether or notassets are being amortized. Usually, there is a section in the annual report dealingwith income taxes and accounting policies which may mention intangible assetsand give you clues as to potential areas to examine. This latter section may alsodiscuss the method of amortization being utilized for financial reporting purposes.
 15-3

Page 159
                        

4. Review Schedule M-1 for any book to tax differences in the amount ofamortization being claimed by the taxpayer. There should always be an M-1adjustment if the taxpayer is amortizing goodwill or similar assets for bookpurposes since these deductions are not allowed for tax purposes. Amortizationdeductions in excess of the amount taken for book purposes should be closelyscrutinized.
 5. The life of the asset and the method of computing the amortization are also areaswhich should be thoroughly reviewed. A shorter useful life, or the use of anaccelerated method will produce a larger deduction for the taxpayer. Thesecomputations should always be reviewed to determine if they are technicallycorrect and reasonable.
 6. Normally, the straight-line method of amortization is used for tax purposes. Anyaccelerated method claimed on the return should be closely scrutinized. However,under certain circumstances, taxpayers are permitted to take additionalamortization if they can show that it properly reflects the actual decline in value ofthe asset.
 For example, if all or a portion of the mortgage servicing rights were sold orunanticipated prepayments were made (such as might occur if interest ratesdeclined), the value of the remaining asset may decrease more rapidly thanprovided for by the original straight-line amortization. Based on the facts andcircumstances, the taxpayer may be able to support an additional amortizationdeduction to match the anticipated servicing income stream on the remainingprinciple balances of the associated mortgages.
 7. One of the biggest problems encountered with an amortization issue deals with thevaluation of the intangible assets. This is especially true where the purchase priceis not allocated to the individual assets in the purchase contact. These valuationsare dependent on the facts and circumstances of each particular case and normallyrequire the assistance of an engineer. Even if the taxpayer has secured asophisticated appraisal or paid for an expert valuation report, the reasonablenessof the conclusions must be evaluated by an IRS engineer.
 PURCHASED SERVICING RIGHTS
 Mortgage servicing can be very profitable to a bank if done in volume. A bank thatdecides to operate a mortgage servicing department will occasionally purchaseservicing rights from other banking entities. The bank may also purchase servicingrights from another servicer in bulk. The primary reason for purchasing theseadditional servicing rights is that the bank cannot originate enough servicing rightsfast enough to become profitable.
 15-4

Page 160
                        

While purchased servicing rights are similar to originated servicing rights, the issueshould not be confused. The purchased servicing rights issue deals solely with thecomputation of the amortization deduction claimed by the taxpayer on servicing rightswhich it has purchased. Originated servicing rights are obtained when a bank lendsmoney for a mortgage and retains the right to service the loan after it is sold.
 As discussed in detail under the originated servicing issue, the servicing rights havesignificant underlying value. A bank will pay a premium for these rights. It is thispremium which is being amortized by the purchasing bank.
 As also discussed in detail under the originated servicing issues, rights to receivemortgage servicing fees are stripped coupons within the meaning of IRC section1286(e)(3) to the extent, if any, that they exceed reasonable compensation for theservices to be performed under the servicing contract. This is true not only fororiginated servicing rights, but also for purchased servicing rights. Rev. Proc. 91-50,1991-2 C.B. 778, provides guidance on determining the extent to which mortgageservicing fees constitute reasonable compensation.
 IRC section 1286(a) provides that stripped coupons are treated as having originalissue discount (OID). Therefore, the basis attributable to any portion of mortgageservicing fees that exceeds reasonable compensation is recovered in accordance withthe OID rules. In contrast, any basis attributable to the portion of purchased servicingthat constitutes reasonable compensation is subject to IRC section 197. Thelegislative history of this section makes it clear that IRC section 197 does not apply toamounts that exceed reasonable compensation.
 Under IRC section 197, purchased mortgage servicing rights will be amortizable over9 years provided they relate to indebtedness secured by residential real property andthey were not acquired as part of the acquisition of a trade or business. Otherpurchased mortgage servicing rights will be amortizable over 15 years. The newprovisions are effective for property acquired after August 10, 1993. The taxpayermay elect, subject to some stringent rules, to apply the new rules to all propertyacquired after July 25, 1991. Questions remain about the possible interplay betweenIRC sections 197 and 475 for purchased mortgage servicing rights.
 EXAMINATION TECHNIQUES
 1. As mentioned earlier in this guide, one of the first questions to ask the taxpayer iswhether the bank operates a mortgage servicing department. If they do, requestthe taxpayer to provide the purchase contract and verify the amortizationdeductions for all servicing rights acquired from outside parties, along with anyrelated work papers.
 2. Review the taxpayer's computations to determine whether the amount of thededuction is accurate. This issue normally does not involve a valuation problem.
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Rather, the issue involves the method and life over which the rights areamortized by the purchasing bank. The amount of premium paid for theservicing rights is usually evidenced by a purchase agreement. However, whenservicing rights are purchased along with other assets, such as in a acquisition, anallocation of the cost must be made. The amount allocated to the rights shouldbe amortized over its useful life as discussed below.
 3. The correct method or life for amortization purposes must be determined based onthe facts of your particular case. Usually, a 12-year life for a 30-year fixed ratemortgage is the norm, with an 8-year life for a 15-year mortgage. Thedetermination of the life is complicated if the mortgages are aged, if there is acombination of 15-year and 30-year mortgages, or if there are both conventionaland adjustable rate mortgages. Salomon Brothers publishes a table showing theestimated useful lives of mortgages depending on the age of the mortgage and alsotakes into consideration the interest rate of the mortgage. This book, or a similartype book is usually available from the mortgage department of the bank.
 4. The straight line method of amortization is required unless the taxpayer cansubstantiate otherwise. Because of the large number of mortgages that wererefinanced in the early 90's, the taxpayer may argue that the useful lives of earliermortgages are shorter than the 8 and 12 years mentioned normally allowed foramortization. Normally, we will allow the taxpayer to deduct the actual run-off ofthe mortgage repayments if the amounts can be adequately substantiated. However, in those cases the life of the mortgage servicing may extend beyond 12years. Theoretically, lower interest rate mortgages have longer lives, especially ifinterest rates have increased, because there would be fewer people refinancing.
 ORGANIZATIONAL AND BUSINESS START─UP COSTS
 Organizational expenditures are those costs directly related to the creation of acorporation. All costs associated with starting up the business are not allowed as acurrent deduction and must be capitalized. However, an election to amortize theexpenses can be made.
 IRC section 195 deals with start-up expenditures. It provides in part that:
 EXTRACT
 IRC section 195
 (a) CAPITALIZATION OF EXPENDITURES.— Except as otherwise provided in this section, no deduction shall be allowed forstart-up expenditures.
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(b) ELECTION TO AMORTIZE. --
 (1) IN GENERAL.--Start-up expenditures may, at the election of thetaxpayer, be treated as deferred expenses. Such deferred expenses shall beallowed as a deduction prorated equally over such period of not less than 60months as may be selected by the taxpayer * * *
 * * * * * * *
 (c) DEFINITIONS.--For purposes of this section--
 (1) START-UP EXPENDITURES.--The term "start-up expenditures"means any amount--
 (A) paid or incurred in connection with -
 (i) investigating the creation or acquisition of an activetrade or business, or
 (ii) creating an active trade or business, or
 (iii) any activity engaged in for profit and for theproduction of income before the day on which the active tradeor business begins, in anticipation of such activity becomingan active trade or business, * * *
 * * * * * * *
 IRC section 195 provides that start-up expenses be deferred and amortized at the election ofthe taxpayer over a period of not less than 60 months. The election to amortizeorganizational expenditures must be made in a statement attached to the return for the taxableyear in which the business begins.
 Both IRC section 195 and IRC section 248 allow these costs to be capitalized and thenamortized over 60 months. It thus might not seem important to distinguish between the twotypes of costs; after all, both receive the same treatment. This might well be the case for theregular income tax.
 But it is important for the Alternative Minimum Tax. IRC section 56(g)(4)(D)(ii) requires anAdjusted Current Earnings (ACE) adjustment for IRC section 248 organizational costs. There is, however, no corresponding adjustment for IRC section 195 start-up costs. Thus, thedistinction between IRC section 248 organizational costs and IRC section 195 start-up costsis important for the AMT.
 Taxpayers might want to take IRC section 248 organizational costs and recharacterize themas IRC section 195 start-up costs to reduce their alternative minimum taxable income(AMTI).
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EXAMINATION TECHNIQUES
 1. Review Form 851, Affiliations Schedule, which is attached to the return todetermine if the taxpayer started any new businesses or subsidiaries during theexamination years. The issue is most common in those entities which areexpanding their asset bases through new businesses.
 2. Analyze all of the cost areas associated with the creation of the new company,such as legal expenses, salaries, and fees paid. It has been our experience that thetaxpayer will actually capitalize many of the direct costs clearly associated with anew business. However, many of the indirect costs such as officers' salaries andin-house legal costs are overlooked by the taxpayer and should be capitalized.
 Some examples of the costs which must be capitalized are as follows:
 a. Legal services related to the creation of the corporation such as drafting thecorporate charter, bylaws, minutes of organizational meetings, and similarexpenditures,
 b. Accounting services,
 c. Expenses of organizational meetings of the board of directors or shareholders,and
 d. Fees paid to the state of incorporation.
 The chapter on acquisition costs provides additional examples of the type ofexpenses you may encounter.
 3. Review the minute book and annual report for clues as to any plans thecorporation may have to expand into new areas. Research the bank in a locallibrary, and secure any other public information concerning your bank to assist inthis examination area.
 If the corporation fails to make the proper election to amortize the organizationalexpenses, they must be capitalized and will remain on the books until the year ofdissolution or liquidation. At that time they will be deductible as a loss from the saleor exchange of a capital asset.
 WORK FORCE IN PLACE
 When a bank acquires another institution, it may allocate a portion of the purchaseprice to an intangible asset which they call "work force in place." This is the namegiven to the employees of the acquired company which are retained by the new entity.
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Historically, the IRS position has been that an amortization deduction for this type ofintangible asset is not allowable. However, this issue may be affected by the SupremeCourt's decision in Newark Morning Ledger and by the enactment of IRC section197. See Ithaca Industries, Inc. v. Commissioner, 97 T.C. 253 (1991), aff'd, 17F.3d 684 (4th Cir. 1994). A complete discussion of this issue is beyond the scope ofthis guide. This issue usually involves a rather large deduction and we recommendthe assistance of an engineer be requested.
 GENERIC POSITION PAPERS
 The following Coordinated Issue Papers deal with various amortization issues. Theywere issued in generic form which means that they can apply to industries across theboard as opposed to any specialized industry. Copies of the complete Issue Papers areavailable from your ISP/MSSP District coordinator. However, in view of theenactment of IRC section 197, a revision of the Issue Papers may be required. Contact your District ISP Coordinator for an update.
 Amortization of Assembled Workforce
 Whether in the context of an acquisition of a business, the benefit inherent inacquiring a trained staff of employees already in place is an amortizable asset.
 Covenants Not to Compete
 Whether covenants not to compete entered into during acquisition negotiations areamortizable.
 Customer Based Intangibles
 In the acquisition of a going business, whether customer based intangible assets, inwhich a cost basis has been allocated, are amortizable under IRC section 167. Inother words, whether the particular customer based intangible is an asset separate anddistinct from the goodwill of the acquired business.
 Employment Contracts
 Whether employment contracts entered into by a target company during acquisitionnegotiations are an asset of the target company where there is no substantial businesspurpose for the target company independent of the proposed sale of the company.
 Amortization of Market Based Intangibles
 Whether a benefit derived from a competitive market position is an amortizable assetunder IRC section 167(a).
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Amortization of Order Backlog
 Whether a benefit derived from acquiring unfilled customer orders at the acquisitiondate is an amortizable asset under IRC section 167(a).
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Chapter 16
 FEE INCOME
 INTRODUCTION
 Although interest income is the primary source of a bank's revenue, fee income canalso be a significant income source. There are many types of fee income; however,labels are not determinative of their treatment. This chapter will discuss commitmentfees, service fees, and points (also called loan origination fees).
 COMMITMENT FEES
 A commitment fee is generally a nonrefundable charge for making funds available fora specific period of time at a fixed rate of interest. This fee is not considered interestincome since the fee is not paid for the use or forbearance of money. For example, someone building a home may pay a commitment fee to the bank to guarantee that itwill lend $100,000 within 90 days at 8 percent.
 For cash basis banks, the commitment fee is income in the year it is received. Foraccrual basis banks, the fee is included in income in the year it becomes due or whenreceived, whichever is earlier.1
 Keep in mind that many banks are required to use the accrual method of accountingafter 1986. Banks with gross receipts of more than $5 million are prohibited fromusing the cash method of accounting, except for certain specified transactions.
 SERVICE FEES
 Banks charge fees for services rendered in connection with loaning money such as: escrow fees, recording fees, credit inspection fees, appraisal fees, etc. The taxtreatment of these fees depends on whether the taxpayer reports its income on thecash or accrual method and when payment for the fees was received.
 Taxpayers using the accrual method report their fee income when it is earned orreceived, whichever is earlier. Therefore, accrual basis taxpayers will report servicefees in the year the loan is made regardless of whether cash was received or whetherthe fees were added to the loan balance.
 1 Rev. Rul. 70-540, 1970-2 C.B. 102.
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Cash basis taxpayers report service fees as income when received. Therefore, if theservice fees are paid at closing they are reportable at that time. However, if theamount of the fees is added to the loan balance instead of paid at closing, a cash basistaxpayer includes the fee in taxable income ratably, as payments are made on theloan.2
 POINTS
 Revenue Ruling 70-540, 1970-2 C.B. 101, defines points as a charge made by thelender to the borrower, which is in addition to the stated annual interest rate, and ispaid by the borrower to the lender as an adjustment of the stated interest to reflect theactual cost of borrowing money. The number of points charged by the lender isdetermined based on the factors that dictate an acceptable rate of interest. Points arepaid for the use or forbearance of money and are considered to be interest.
 For example, if the market rate of interest for a zero point mortgage is 8 percent, aborrower might pay one point to lower the interest rate to 7.75 percent. One point is 1percent of the loan balance, for example, $1500 for a $150,000 loan.
 Rev. Rul. 70-540, amplified by Rev. Rul. 74-607, 1974-2 C.B. 149, providedguidance concerning when points charged by a lender were to be included in thelender's income. In general, Rev. Rul. 70-540 held that points were includable in alender's income upon receipt. The final original issue discount (OID) regulations,however, change the lender's treatment of points.3
 Treas. Reg. section 1.1273-1 defines OID as the excess of a loan's stated redemptionprice at maturity over its issue price. Under Treas. Reg. section 1.1273-2(g), pointspaid when a loan is originated reduce the issue price of the loan, thereby creating orincreasing the amount of discount on the loan.4 If the points are financed by thelender, the loan's stated redemption price at maturity is increased by the amount of thepoints. Thus, all points charged on a loan create or increase the amount of discounton the loan.5
 2 Ibid.
 3 Rev. Rul. 70-540 (to the extent of any holdings concerning the lender's treatment of points) and Rev. Rul.74-607 were made obsolete by Rev. Proc. 94-29, 1994-1 C.B. 616.
 4 For example, if a borrower pays at closing $2,000 in points on a loan with a stated principal amount of$100,000, the loan's issue price is $98,000, the loan's stated redemption price at maturity is $100,000, and,therefore, the loan has discount of $2,000.
 5 The rule in Treas. Reg. section 1.1273-2(g) does not apply to the borrower's treatment of the points if thepoints are deductible under section 461(g)(2) of the Code.
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If the amount of the discount on a loan is more than a de minimis amount (asdetermined under Treas. Reg. section 1.1273-1(d), the lender includes the discount(OID) in income over the term of the loan. See Treas. Reg. section 1.1272-1. If theamount of the discount on the loan is a de minimis amount, the lender includes thediscount (de minimis OID) in income as stated principal payments are made on theloan. See Treas. Reg. section 1.1273-1(d)(5).
 On April 4, 1994, the Service released three revenue procedures dealing withaccounting method changes for OID and de minimis OID (including discountattributable to points): (1) Rev. Proc. 94-28, 1994-1 C.B. 614, (2) Rev. Proc. 94-29,1994-1 C.B. 616 and (3) Rev. Proc. 94-30, 1994-1 C.B. 621. The revenue proceduresare discussed in more detail later in this chapter.
 A distinction should be made between points that are paid for the use or forbearanceof money and points that are paid as reimbursement for closing costs. Points that arecharged for specific services by the lender are not interest and can not be deferred.Examples of fees for services not considered to be interest are the appraisal fee,preparation costs, settlement fees, and notary fees. The final OID regulations do notchange the treatment of service fees.6
 Both cash and accrual banks must report service fees as income when the loan closesif they are paid at closing. Accrual basis banks must report financed service fees asincome when earned at closing.
 EXAMINATION TECHNIQUES
 1. The taxpayer should be questioned extensively regarding all the types of feeincome the bank earns. Fee income may be properly reported for one type of loan,but improperly deferred for another type of loan. For example the bank mayreport cash fees for adjustable rate mortgages, but amortize the cash fees for 30year conventional mortgages.
 2. Review the general ledger for deferred income accounts. There are likely to bedifferent accounts for each type of loan, such as: 30-year fixed conventional, 15-year adjustable rate mortgages, 30-year FHA, etc. The accounts in the generalledger should be compared to the M-1 work papers to determine which accountshave not been adjusted for tax purposes.
 6 Under Treas. Reg. section 1.1273-2(g), a payment by the borrower for services provided by the lender in a
 lending transaction, such as commitment fees or loan processing costs, does not reduce the issue price ofthe loan.
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3. Review the M-1 schedule to ensure that the bank's fee income was reporteddifferently for tax than for books. For book purposes, banks are required to reportmost of their fee income as an adjustment to yield over the life of the relatedloans, regardless of whether the borrower paid or financed the fees. Therefore,many fees are required to be reported earlier for tax than for book, especially ifthey were not financed by the borrower. The M-1 adjustment for this item is oftentitled "Deferred Fee Income."
 The M-1 adjustment may either increase or decrease book income dependingprimarily on whether lending activity has increased or decreased during the year. Analyze the taxpayer's M-1 work papers to obtain a complete understanding ofwhat adjustments are being made. The following computation is a very simpleexample of what the work papers might show:
 Fee income reported for books $400,000Deferred fee income balance 1/1 (300,000)Deferred fee income balance 12/31 500,000Taxable fee income $600,000
 ========
 The M-1 adjustment is $200,000. This represents the change in deferred fees forthe year. The deferred fee account is increased by any cash fees that were notreported as income on the books and is decreased as the fees are subsequentlyrecognized for books.
 4. Determine whether the taxpayer filed a Form 3115 to change its method ofaccounting for fee income. Even if the IRS has approved the change, you stillneed to verify that the facts are the same as they were represented in the ruling.
 5. If the taxpayer is deferring fee income (other than points) for tax purposes, acomplete analysis of the loan documents must be made. Consider the followingitems:
 a. Did the borrower bring cash to closing? If so, deferral of fees (other thanpoints) may not be allowable. This may be true even if the taxpayer contendsthese funds were for reimbursement of the bank's costs, such as for filing fees.
 c. Evaluate the loan documents to determine the terms of the agreement betweenthe bank and the customer. Unless there is a clear understanding between thelender and the borrower that the fees are being financed and this is confirmedby the loan documents, the fees (other than points) should not be deferred.
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6. If the bank earns fees which can be deferred, you will need to determine whetherthey are being amortized into income properly. Some of the amortization methodsthat you may encounter are discussed below:
 a. Sum of the month's digits and straight line have been allowed as amortizationmethods for both cash and accrual basis taxpayers.
 b. The composite straight line method has been allowed for use by accrual basistaxpayers for tax years prior to the OID regulations. Under this method feesare recognized ratably over the life of the loans. See Rev. Rul. 54-367, 1954-2C.B. 109.
 c. For years prior to the application of the OID regulations, the liquidationmethod has been approved for use by cash basis taxpayers. Under thismethod, the percentage of the fees recognized each month is equal to thepercentage of principal liquidated during the month. See Rev. Rul. 64-278,1964-2 C.B.120.
 d. A constant interest rate method is to be used whenever fee income is in thenature of original issue discount (OID). Some loan fees, such as points, maymeet the definition of OID. This will be discussed in more detail later in thischapter.
 Revenue Rulings 54-367 and 64-278, infra, which permitted amortizationunder the composite and liquidation methods, were issued before the originalissue discount (OID) rules were changed by DRA 1984 and TRA 1986. Youare very likely to encounter taxpayers using those methods who should insteadbe including income on a constant interest rate method.
 e. Rev. Rul. 54-367, 1954-2 C.B. 109, and Rev. Rul. 64-278, 1964-2 C.B. 120,were made obsolete by Rev. Proc. 94-29. Thus, a taxpayer may no longer relyon these rulings for any loan required to be accounted for in accordance withthe final OID regulations.
 A discussion of the mechanics of each of these methods is beyond the scope ofthis guide. If a taxpayer that you are examining is amortizing fees into incomeyou will need to (1) determine which method is being used, (2) do research todetermine whether it is an appropriate method, and (3) analyze the taxpayer'sworkpapers to evaluate whether the method is being utilized properly.
 6. Determine whether the bank you are auditing sells its loans, such as mortgages,shortly after they are originated. When the loans are sold any unamortized feeincome would be recognized immediately. If you determine the bank wasimproperly deferring loan fees and required them to include the fees in income
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when the loans were originated, your adjustment would be reversed as soon as theloans were sold. Although this would result in a permanent timing difference, it maynot be significant enough to warrant spending the time needed to examine this area.
 LAW
 Section 451 of the Internal Revenue Code states "the amount of any item of grossincome shall be included in the gross income for the taxable year in which receivedby the taxpayer, unless, under the method of accounting used in computing taxableincome, such amount is to be properly accounted for as of a different period." Treas.Reg. section 1.451-1 provides that under the cash method of accounting items ofincome are includible in gross income when actually or constructively received. Under the accrual method of accounting, income is includible in gross income whenall the events have occurred which fix the right to receive such income and theamount thereof can be determined with reasonable accuracy.
 Rev. Rul. 70-540 discusses the taxable year in which lending institutions are toinclude in income commitment fees and service fees charged by them in connectionwith real estate mortgage loans. The conclusions reached in this ruling wereexplained previously. Rev. Proc. 94-29, 1994-1 C.B. 616, made obsolete thediscussion in Rev. Rul. 70-540 concerning the treatment of points by a lender.
 ORIGINAL ISSUE DISCOUNT
 Original issue discount or OID is the excess (if any) of the stated redemption price atmaturity over the issue price of a debt instrument (for example, a loan). See IRCsection 1273(a)(1). OID consists of all "interest" that is payable on a debt instrumentother than interest that is payable at a fixed rate at least annually over the entire termof the instrument.
 Example 1
 A debt instrument is issued on January 1, 1995, for $750. The debt instrumentprovides for a payment of $1,000 on January 1, 1998. The debt instrument has$250 of OID. (The debt instrument is a "Zero-coupon bond.")
 Example 2
 A debt instrument is issued on January 1, 1995, for $500. The debt instrumentprovides for a payment of $500 on January 1, 1999, and for interest paymentsof $125 on January 1, 1997, and January 1, 1999. The debt instrument has$250 of OID. (The debt instrument is an "Installment obligation.")
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Example 3
 A debt instrument is issued on January 1, 1995, for $500. The debt instrumentprovides for a payment of $500 on January 1, 1999, and for interest paymentsof $40 on January 1 of each year, beginning on January 1, 1996, and ending onJanuary 1, 1999. Because all interest is payable annually at a fixed rate overthe entire term of the instrument, the debt instrument has no OID.
 In Example 1, it would make no difference if the $250 payable at maturity in excessof the $750 amount loaned was designated either as interest or principal by the parties- the $250 would be taxed as interest under the OID provisions.
 The Tax Reform Act of 1984 revised the rules for original issue discount, includingthe extension of the OID rules to loans issued by individuals, such as mortgage loans. Proposed regulations relating to OID were issued on December 22, 1992, whichsubstantially revised the proposed regulations issued on April 6, 1986.
 On February 2, 1994, the Service published final rules for the treatment of OID, deminimis OID, stated interest, and unstated interest. See generally sections 1.163-7,1.446-2, 1.483-1 through 1.483-3, 1.1001-1(g), 1.1012-1(g), and 1.1271-0 through1.1275-5 of the Income Tax Regulations (the final OID regulations). In general, thefinal OID regulations are effective for debt instruments issued on or after April 4,1994. A taxpayer, however, may rely on the final OID regulations for debtinstruments issued on or after December 22, 1992, and before April 4, 1994.
 On April 4, 1994, the Service released three revenue procedures dealing withaccounting method changes for OID and de minimis OID, including any discountattributable to points: (1) Rev. Proc. 94-28, (2) Rev. Proc. 94-29, and (3) Rev. Proc.94-30.
 Rev. Proc. 94-28 provides taxpayers with procedures to obtain automatic consent tochange their methods of accounting to conform to the final OID regulations. Thisrevenue procedure applies only to changes in methods of accounting for taxable yearsthat end on or after December 22, 1992, or begin on or before April 4, 1994. If ataxpayer is making a change under this revenue procedure, the taxpayer generallymust choose one of the following cut-off dates to make the change: (1) December 22,1992, (2) the first day of any taxable year beginning after December 22, 1992, andbefore April 4, 1994, or (3) April 4, 1994. Because the changes made under thisrevenue procedure are made only for debt instruments (loans) originated on or afterthe cut-off date, no section 481(a) adjustment is necessary, and taxpayers do notobtain audit protection for loans originated before the cut-off date.
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Rev. Proc. 94-28 also provides special rules for any change in method of accountingfor de minimis OID, including de minimis OID attributable to points. For example, ifa taxpayer is making a change under this revenue procedure for de minimis OID, thetaxpayer also may choose the first day of the taxpayer's first taxable year beginningafter April 4, 1994, as the cut-off date for the change.
 Rev. Proc. 94-29 allows a taxpayer to use the principal reduction method ofaccounting, an aggregate method of accounting for de minimis OID, including deminimis OID attributable to points, on certain loans originated by the taxpayer. Theprincipal reduction method of accounting, which is based on the principles of Treas. Reg. section 1.1273-1(d)(5), allows a taxpayer to take aggregate de minimis OID intoaccount as principal on the underlying debt instruments is liquidated, in theproportion that the liquidated principal bears to the total outstanding principal. Therevenue procedure specifies certain categories into which loans and related deminimis OID must be classified to perform the calculations, and requires that thecalculations of liquidated principal be performed monthly. In addition, the revenueprocedure requires that detailed books and records be kept to support a taxpayer'scalculations. Because this method gives taxpayers an immediate increase in basis forthe de minimis OID amount even though the income recognition is spread over theperiod principal is received, a potential problem exists if the related loan is then"marked to market" at yearend under IRC section 475. The Service published Notice96-23, 1996-16, I.R.B. 23 (April 15, 1996) to solicit comments on the interaction ofthe two provisions and to put the taxpayers on notice that they cannot take aninconsistent position until the conflict is resolved.
 Rev. Proc. 94-29 also prescribes exclusive procedures for taxpayers to use inchanging to the principal reduction method of accounting. Taxpayers that follow theprocedures receive automatic consent to make the change. In general, taxpayers maychange to this method for loans originated on or after the "cut-off date" chosen by thetaxpayer. For purposes of this revenue procedure, the cut-off date is the first day ofany taxable year ending on or after December 22, 1992. Special rules are provided,however, to determine the cut-off date if the year of change includes either December22, 1992, or April 4, 1994. Because the change made under this revenue procedure ismade only for loans originated on or after the cut-off date, no IRC section 481(a)adjustment is necessary, and taxpayers do not receive audit protection for loansoriginated prior to the cut-off date.
 Finally, Rev. Proc. 94-9 obsoletes several earlier revenue rulings that providedtaxpayers additional methods of accounting for points, including the compositemethod and the loan liquidation method. See section 10 of this revenue procedure forthe list of obsolete revenue rulings.
 If a taxpayer is changing its method of accounting for de minimis OID, including deminimis OID attributable to points, under either Rev. Proc. 94-28 or Rev. Proc. 94-29,the change only applies to loans originated on or after the applicable cut-off date.
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Rev. Proc. 94-30 provides the exclusive procedures for a taxpayer to obtain theCommissioner's consent to change its method of accounting for points on loansacquired before the cut-off date, and prescribes the only methods of accounting forpoints to which a taxpayer may change for these loans. Under Rev. Proc. 94-30, theyear of change may be no later than the first taxable year beginning after April 4,1994.
 For points previously accounted for under the current inclusion method (that is,included in income on origination of a loan), the taxpayer may change to a deferredrecognition method known as "the revised loan liquidation method." This method ismodeled on the principal reduction method described in Rev. Proc. 94-29, withcertain modifications. Taxpayers also may change to a loan by loan basis ofaccounting for points originally subject to the current inclusion method of accounting,taking points into account as stated principal payments on each loan are made. Thechange in method of accounting for points previously recognized under the currentinclusion method is made for all loans held by the taxpayer as of the cut-off date. Accordingly, a negative IRC section 481(a) adjustment is necessary for this change.
 For points previously accounted for under some type of deferred recognition method(that is, a method other than the current inclusion method), taxpayers may changeonly to "the revised loan liquidation method" of accounting. This change is effectedon a cut-off basis, and no IRC section 481(a) adjustment is allowed. Special rulesapply if the taxpayer, at the time of the filing of the Form 3115 to make the change isunder examination, before an appeals office, or before any federal court.
 SUMMARY
 When examining a bank consider the proper tax treatment of the fee income itreceives. As discussed earlier, the fees may be reportable in the initial year ordeferred over time depending on whether they represent interest and whether theywere paid when the loan was originated.
 Review the loan documents carefully to determine when the fees are reportable for taxpurposes, since this often differs from book reporting. Unless the loan documentsclearly show that there is a clear understanding between the bank and the borrowerthat the fees are being financed and the loan documents confirm this agreement, thefees (other than points) should not be deferred. If the taxpayer is allowed to defer feeincome, the amortization method being used should be evaluated.
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Chapter 17
 INCOME RECEIVED IN ADVANCE
 INTRODUCTION
 Under the accrual method of accounting, the right to receive income generallydetermines when to report that amount for tax purposes. However, prepaid incomereceived without restriction must be included in taxable income when received. Thisis true even if these amounts have not yet been earned by the bank.
 Prepaid amounts must be included in taxable income even if the bank may be requiredto repay the amount at some future time. A deduction may be taken by an accrualbasis bank in the year in which the bank satisfies the "all events" test for liability torepay the income. The all events test will not be met earlier than when economicperformance with respect to such liability occurs.
 The general rule involving prepaid income assumes the bank is using the accrualmethod of accounting which is defined later in this chapter. Example applications ofthese provisions are also provided below.
 LAW
 Treas. Reg. section 1.451-5(b)(1) defines the taxable year of inclusion. Thisprovision provides in general that:
 Advance payments must be included in income either--(1) In the taxable year of receipt; or
 (2) In the tax year in which properly accruable under the method used for taxpurposes unless the method used for financial purposes results in an earlieraccrual.
 In addition, in Schlude v. Commissioner, 372 U.S. 128 (1963), the Supreme Courtrequired the taxpayer to report not only advance cash payments but other paymentsfalling due, but not paid, that were for future services. However, although this is thegeneral rule, it may not apply to certain types of financial transactions. For example,the regulations under IRC section 446 that apply to swap transactions and the OIDregulations discussed elsewhere provide different rules.
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Rev. Rul. 66-347, 1966-2 C.B. 196, discusses the year income must be recognizedwhen it is received without restriction as to its disposition, use, or enjoyment. It alsodiscusses income which has been received subject to a contingent liability requiring aportion of the income to be returned. This ruling holds that the income must bereported in the year of receipt and a deduction is taken only in the year that a refund ismade.
 The theory behind this position can be applied to any type of an advanced payment ofincome issue. Although the tax treatment of prepaid interest has been affected by thefinal OID regulations, the analysis in Continental Illinois, T.C. Memo. 1989-636,aff'd 998 F.2d 513 (7th Cir. 1993), can be cited as the authority for an adjustment insome other situations. The following is a summary of the Tax Court opinion.
 1. The burden of proof was on the accrual basis taxpayer to show that the incomeshould not be taxed when received.
 2. The Commissioner has broad discretion in determining the proper method ofaccounting that a taxpayer may use. Also, the Commissioner did not exceed hisdiscretionary powers in this case.
 3. The court determined that since Continental Illinois met the two prong claim ofright doctrine test, income should be included upon receipt.
 ACCRUAL METHOD OF ACCOUNTING
 One of the most important requirements of a method of accounting is that it mustclearly reflect income. The Tax Reform Act of 1986 substantially limited a bank's flexibility in selecting a method of accounting. For taxable years after 1986, bankswith gross receipts of more than 5 million dollars are required to use the accrualmethod. Under this method, it is the right to receive the income, as opposed to theactual receipt of the money, that determines when to include the amount in grossincome. The advantage of the accrual method over any other method of accounting isthat it more accurately reflects income on a periodic basis.
 Treas. Reg. section 1.451-1(a) provides that under the accrual method of accounting,income is included in gross income in the taxable year in which:
 1. All events have occurred which fix the right to receive the income and
 2. The amount of such income can be determined with reasonable accuracy.
 17-2

Page 178
                        

ISSUES
 When a bank earns a fee for services or receives cash payments in advance,determining the point in time that it must report these amounts as income cansometimes be confusing. Simply put, is the bank required to report income whenreceived or when earned? The general rule is that advance payments are incomewhen received, even to an accrual basis taxpayer, unless an exception applies. Tobetter understand this area, several potential issues are discussed below. In eachsituation, the bank receives an advance payment and could attempt to defer a portionof this income until future years.
 CREDIT CARD FEES
 Most commercial banks that offer customers credit card services will charge the useran annual fee for the use of the card. The fee is charged to the customer at theinception of the account and on each anniversary date of the issuance of the card. Thefee is approximately $25 per card holder, and covers the use of the card for thesubsequent 12 months. The fee is usually nonrefundable.
 The issue is whether the entire annual fee for the use of the credit card should beincluded in income in the taxable year in which the payment is made, or should thefee be included in income on a ratable basis over the time period covered by the useof the card.
 The IRS views these credit card fees as amounts received for the right to utilize thecredit card rather than as income for services rendered. The annual credit card feedoes not represent a charge for the use of money and also, does not represent a fee forfuture services. Therefore, the credit card fees should be reported in income whenreceived by the bank. The amounts should not be deferred and subsequently reportedas income evenly over a 12-month period.
 Many commercial banks have taken the position that credit card fees are amountsreceived for services to be performed ratably over a 1-ear period. The banks thereforeclaim to be entitled to use the 1-ear deferral of income provisions of Rev. Proc. 71-21,1971-1 C.B. 549. There is frequently a factual question whether the annual fees areactually intended to compensate for services. Two cases, issued the same day by theUnited States Tax Court, highlight this dispute. In Barnett Banks of Florida, Inc. v.Commissioner, 106 T.C. 163 (1996), the court after receiving testimony of bankofficers, concluded that the fees were for services and allowed the fees to be includedratably over the 12 month period. However, in Signet Banking Corporation v.Commissioner, 106 T.C. 117 (1996), based upon the language of the writtenagreement between the bank and credit card customers and the nonrefundable natureof the fees, the court found that the fees were not for future services and denied thedeferral of income.
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The National Office is considering whether, even if the fees are for credit cardprocessing or other potential services, banks may utilize Rev. Proc. 71-21 for theircredit card businesses. Contact the National Office if this issue arises. However, theexamining agent should always request the credit card agreement to ascertain whetherthe credit card fees are provided for future services.
 RENTAL/LEASE INCOME
 Banks frequently own buildings and other commercial property which are leased outto tenants. This includes property obtained by the bank through foreclosureproceedings.1 The rental or lease income of the bank is treated in the same manner as rental income received by any other taxpayer. The amount is includible in the grossincome of the bank when received regardless of the period covered or the method ofaccounting employed by the taxpayer. See Treas. Reg. section 1.61-8(b).
 Rents received in advance are includible in gross income, regardless of the bank'saccounting method. However, gross income usually does not include amountsreceived as security deposits or the value of property attributable to improvementsmade by the tenant, unless such improvements were made in lieu of rent.
 On occasion, you may come across a lease agreement which provides for unevenrental payments over the term of the lease, with no reasonable basis for this type ofpayment arrangement. These uneven payments may constitute an attempt to defer aportion of the rental income. In these cases, the lease agreement should be reviewedto determine potential tax implications. See IRC section 467.
 PREPAID INTEREST
 The treatment of prepaid interest has been changed by the final OID regulations. Under the regulations, a payment generally is treated first as a payment of interest (orOID) to the extent of accrued but unpaid interest (or OID), and then as a payment ofprincipal. Thus, no portion of any payment is treated as prepaid interest. See Treas.Reg. sections 1.446-2(e) and 1.1275-2(a). Because there is no accrued but unpaidinterest (or OID) at the time of a "prepayment," the payment is treated as a principalpayment, which is not includable in income. In effect, the payment reduces the issueprice (or adjusted issue price) of the loan.
 1 The tax treatment of foreclosure property by thrifts under IRC section 595 is beyond the scope of thisdocument. IRC section 595 was repealed for property acquired after December 31, 1995, and by section 1616(b)(8)of P.L. 104-188 (August 20, 1996). Contact the Savings and Loan Industry Specialist in Los Angeles if you areexamining a thrift.
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COMMITMENT FEES AND SERVICE FEES
 These types of fees normally comprise the major portion of the fee income earned bya bank. A complete discussion of the tax implications of these items is included inthe "Fee Income" chapter and will not be repeated at this time.
 AUTOMOBILE LEASE PAYMENTS - CAPITAL COST REDUCTION PAYMENTS
 One important issue that has arisen is whether the down payments (either voluntarycash payments or vehicle trade-ins to the dealer) made by the lessee to an automobiledealership at the inception of an automobile lease should be treated as an advancepayment to the bank or finance company under the facts described below. Thesepayments made by a customer (lessee) at the inception of the lease are often referredto as Capital Cost Reductions (CCR) payments.
 FACTS
 A bank or other financial institution (financial institution) extends credit (for bothsales and leasing transactions) to customers of unrelated vehicle dealerships. Typically, the leasing agreement is designed by the financial institution to facilitate itspurchase of leased vehicles and names the dealer as lessor. As "lessor," the dealeroriginates the lease with the Customer. The financial institution then purchases boththe vehicle and the lease from the dealer. The financial institution records the vehicleas a depreciable asset. In a typical transaction, the dealer is neither contractuallyresponsible for the customer's performance during the lease period nor for the value ofthe vehicle at the time of lease maturity.
 The financial institution generally approves a dealer for its program by executing aDealer Agreement. The Dealer Agreement sets forth the terms under which leases(between the customer and dealer) and under-lying vehicles are sold to the financialinstitution. If the dealer fails to follow the requirements of the agreement such assubmitting incomplete or inaccurate information, the financial institution is notobligated to accept the lease. The Dealer Agreement provides that the dealer'sparticipation in the program is at its discretion and the dealer is free to engage inleasing transactions with the financial institution of its choice.
 The lease agreement is executed by the customer as lessee and by the dealer as lessor.Prior to executing the lease agreement, the customer negotiates the product price and,if applicable, the CCR payment with the dealer. Frequently, the Dealer Agreementrequires the dealer to submit the lease application to the financial institution forreview and approval prior to finalizing the transaction. After finalizing terms anddocumentation requirements with the customer, the dealer sells the lease and relatedvehicle to the bank or financial institution.
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In many cases, the customer makes a CCR payment in the form of a voluntary cashpayment or vehicle trade-in to the dealer. The CCR payment reduces the customer'smonthly lease payment over the lease term by reducing the capitalized cost of theleased vehicle. The capitalized cost of the vehicle is the starting point in calculatingthe customer's monthly payment.
 The dealership records the transaction as a sale of the vehicle at the negotiated salesprice whether or not a customer makes a CCR payment. Frequently, the financialinstitution records the CCR payment as a reduction in the financial institution's basisin the lease vehicle.
 Situation 1
 Dealer purchases vehicle from an unrelated vehicle manufacturer for $20,000. Dealer sellsvehicle to Bank (a bank or other financial institution) for a price of $24,000. Dealer is not aparty to the Lease Agreement. Customer leases vehicle from Bank for a 24-month period andmakes a $2,000 CCR payment at lease inception. Dealer receives the CCR payment andconsummates the lease on the financial institution's behalf, as agent. The financial institutionactually pays the negotiated price less the CCR payment, (already in Dealer's possession), topurchase the vehicle. The $2,000 CCR payment reduces Customer's monthly payment from$400 per month to $315 per month.
 Situation 2
 Dealer purchases a vehicle from an unrelated vehicle manufacturer for $20,000. Dealerindependently negotiates with Customer and executes a lease with the following conditions:Term - 24 months; Capitalized Cost - $24,000; Capital Cost Reduction Payment (CCR) -$2,000; Monthly Payments - $315. Dealer sells/assigns the lease and underlying vehicle toBank (a bank or other financial institution.) Dealer reports a vehicle sale of $24,000. Bankrecords the basis of the vehicle as $22,000 ($24,000 reduced by the $2,000 CCR payment)
 LAW AND ANALYSIS
 Income derived from property is taxable to the owner of the property. Helvering v.Horst, 311 U.S. 112 (1940). A lessor (that is, owner or legal possessor) of theproperty being leased is entitled to receive the rentals or rental income. Further, rentalincome includes the expenses of the lessor paid by the lessee. Treas. Reg section1.61-8(c). Additionally, advance rentals must be included in income for the year ofreceipt regardless of the period covered or the method of accounting employed by thetaxpayer. Treas. Reg. section 1.61-8(b).
 Regarding the issue of who is the lessor or seller of vehicle in a three party transactioninvolving a dealer, customer, and finance company, it is helpful to look at theSupreme Court opinion in Hansen v. Commissioner, 360 U.S. 446 (1959). InHansen, taxpayers were retail automobile dealers who sold cars on credit to carpurchasers. The notes for the car generally were on a form supplied by the financecompany to which the dealers planned to sell the note and the instrument was signedby the customer, delivered to the dealer, and made payable to dealers in monthlyinstallments over an agreed period. The dealers argued that, in substance, the car
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purchasers obtained the loans directly from the finance companies because the noteswere soon discounted or sold to the finance companies. Under the facts of that case,the Supreme Court rejected the dealers' arguments.
 An important holding that can be taken from Hansen is that a taxpayer can be thelender or lessor even if the loan or lease agreement is executed on a form provided bya third party that may or may not later acquire the loan or lease.
 Regarding the purchase and sale of property, the basis of property acquired bypurchase is usually its cost, which also includes amounts paid for property in cash orother property. Treas. Reg. section 1.1012-1(a). Additionally, the cost or basisincludes the amount of any liability incurred or assumed by the purchaser in acquiringthe property and liabilities to which the property is subject at the time of purchase,whether or not the purchaser assumes liability for the obligations. See for example,Crane v. Commissioner, 331 U.S. 1 (1947).
 The amount realized from the sale or other disposition of property is the amount ofmoney received plus the fair market value of property other than money received. IRC section 1001(b). The amount realized also includes the amount of liabilitiesfrom which the taxpayer is relieved. Treas. Reg. section 1.1001-2(a)(1).
 When an obligation of a taxpayer is paid by a third party, the effect is the same as ifthe third party had paid the money to the taxpayer who in turn paid his creditor. OldColony Trust Co. v. Commissioner, 279 U.S. 716, 729 (1929); Sachs v.Commissioner, 32 T.C. 815, 819 (1959), aff'd, 277 F.2d 879 (8th Cir. 1960). Theamounts paid on behalf of the taxpayer are included in the taxpayer's income. O'Malley v. Commissioner, 91 T.C. 352 (1988).
 In Hyde Park Realty v. Commissioner, 20 T.C. 43 (1953), aff'd, 211 F.2d 462 (2ndCir. 1954), the Tax Court and Second Circuit addressed the issue of the treatment ofrents received before the purchase of property but pertaining to the period after thedate of purchase. The taxpayer, the purchaser, received a credit for prepaid rentagainst the purchase price, and argued the prepaid rent was income to the seller andwas a reduction of the purchase price of the leased property. The Tax Court andSecond Circuit disagreed with the taxpayer that the credit represented an adjustmentor reduction of the sale price. See also Pokusa v. Commissioner, T.C. Memo.1978-93.
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It should be noted that the issue of whether and to what extent a CCR payment isadvance rental income to a dealer in an arrangement where a lease and the underlyingvehicles are sold by the dealer after execution of the lease by the customer is factual. Thus, resolution of the issue as well as the issue of the basis of the underlying vehicledepends on the facts and circumstances.
 The substance, rather than the form of a transaction, determines its tax consequences. Gregory v. Helvering, 293 U.S. 465 (1935). Despite the fact that the dealer is thenamed lessor in the lease agreements, the form in which these transactions are cast isinconsistent with their true nature. Packard v. Commissioner, 85 T.C. 397, 419(1985); see also Commissioner v. Court Holding Co., 324 U.S. 331, 334 (1945). Reliance on the step-transaction doctrine may be appropriate in these matters.
 Under the step-transaction doctrine, an interrelated series of steps is examined as anintegrated whole in determining the tax consequences of the result. Packard, 85 T.C.at 420. Courts have applied three alternative tests to the step-transaction doctrine. The "mutual interdependence test" inquires whether the steps were so interdependentthat the legal relations created by one transaction would have been fruitless without acompletion of the series. American Bantam Car Co. v. Commissioner, 11 T.C. 397,405 (1948), aff'd, 177 F.2d 513 (3d Cir. 1949). The "end result test" links actionstogether if they are component parts of a single transaction intended from the outset tobe executed for the purpose of reaching the ultimate result. Penrod v. Commissioner,88 T.C. 1415, 1429 (1987). The "binding commitment" test treats a series of actionsas a single, integrated transaction if, at the time the actor took the first step, he wasunder a binding commitment to take the later steps. Commissioner v. Gordon, 391U.S. 83, 96 (1968); Security Indus. Ins. Co. v. United States, 702 F.2d 1234, 1245(5th Cir. 1983).
 For Situation 1
 The facts reveal that Bank was the owner of the leased vehicle at the time the vehicle wasleased and throughout the period of the lease. The facts also reveal that Customer leased thevehicle from Bank, and Dealer acted as agent in receiving the $2,000 CCR payment at leaseinception. Therefore, Bank is the lessor of the leased vehicle because it is the owner of theleased property. The $2,000 down payment that Customer paid to Dealer should be treated asan advance rental income to Bank. This amount represents payments in lieu of future rentalpayments to Bank during the period the Bank is or will be the owner and lessor of the vehicle. In this regard, Bank should be treated as having received the advance payment at the point intime Dealer as agent for Bank received the $2,000 from Customer. See Hyde Park Realty,211 F.2d at 462 and Treas. Reg. section 1.61-8(c).
 Bank's cost basis in the leased vehicle is $24,000, the negotiated price or cost of the vehicle. The $2,000 advance but unearned rental payment did not reduce the consideration paid by thefinancial institution and, as noted, should be treated as income to Bank.
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For Situation 2
 Bank should treat the entire $2,000 payment made by Customer to the Dealer as advancerental income. As discussed in Situation 1, the amount represents the portion of the rentcollected that is in lieu of rent that is otherwise payable for the period in which Bank is andwill be the owner of the vehicle. Bank is treated as having received the $2,000 advancepayment at the point in time Dealer received and credited the $2,000 toward the purchaseprice of the vehicle. See Hyde Park Realty, 211 F.2d at 462 and Treas. Reg. section1.61-8(c). Bank's cost basis in the vehicle is the $24,000, the cost or negotiated price of thevehicle.
 Additionally, the facts of Situation 2 support arguments under at least two of the steptransaction doctrine tests. Dealer must be pre-approved by Bank to engage in leasetransactions. Guidelines setting parameters on the terms of the lease agreements andspecific instructions for managing the transactions are provided by Bank to Dealer.The lease agreements are then negotiated pursuant to the guidelines established. Thecustomer's credit is approved prior to execution of the lease and title to themerchandise is immediately registered in the Bank's name after the lease is executed.
 These facts indicate that the ultimate result -- purchase of the merchandise andassumption of the lease -- is a virtual certainty at the time the lease is executed. Thisresult comports with the initial leasing arrangements instituted Bank. The steps of thelease transactions, established by Bank, are interdependent. Although the Bankargues it is not bound to accept a lease and Dealer is free to find other financing,leases are only rejected in the unlikely event that Dealer has not been pre-approved,Dealer has failed to comply with the terms of the agreement, or Dealer hasmisrepresented material facts concerning the terms of the lease. Thus, Dealer cancontrol whether the lease will be acceptable. Given Dealer's motivation to sellmerchandise, rather than finance such sales, it seems evident that the steps of thesetransactions are designed to lead to Bank's purchase of the merchandise andassumption of the lease.
 EXAMINATION TECHNIQUES
 1. Banks normally follow a somewhat conservative approach to accounting andreporting their income. Therefore, it is important to identify any reserve accounts existing in the trial balance or chart of accounts. The liability sectionof the balance sheet should disclose the existence of any deferred incomeaccounts.
 2. Banks usually have manuals which provide explanations or descriptions of allaccounts available to the bank. These manuals are used by employees forreference purposes and can provide the agent with valuable information as tothe purpose of each of these accounts. These manuals should be requestedfrom the bank since they will assist in determining the purpose of any deferredincome accounts and whether any portion of this income should be reportedcurrently.
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3. Review the "significant accounting policy" section of the bank's annual reportalong with the SEC filings for clues as to the existence of any deferred incomeaccounts. Determine how these accounts were handled for tax purposes.
 4. Request all internal policy statements from the bank which stipulate how theyhandle advance payments for tax purposes.
 5. Review the schedule M-1 for book and tax differences in the reporting ofincome items. Also, ask the tax manager to explain any deferred incomeaccounts and how the bank handles them for tax purposes.
 6. Review any leasing or rental activity in the consolidated banking return andlook for deferred income accounts. Verify that all amounts were properlyreported for tax purposes.
 7. Review the consolidated return for other entities which may be involved withadvance payments or deferred income items.
 8. Included in this guide is a chapter titled "Specialization Within the IRS". Thatchapter, which discusses the use of a CAS to assist the examining agent indetermining the amount of fee income reported by the taxpayer and otherpotential issues, should be referred to for additional information.
 SUMMARY
 It is important that all deferred income accounts be analyzed to determine whetheramounts were properly reported for tax purposes. Many of the issues will be straightforward but others may be difficult to find. It is very important that an agentunderstand the numerous business operations of the bank to locate potential deferredincome items.
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Chapter 18
 TAX-EXEMPT OBLIGATIONS
 INTRODUCTION
 The money deposited by a customer can be invested by the bank in many ways. Municipal obligations are one of the most common investments of a bank. The majoradvantage for purchasing this type of investment is the tax benefit. IRC section 103provides that interest received on obligations of a state, territory, a possession of theUnited States, or any political subdivision thereof, is specifically exempt from federalincome tax. Potential examination issues in this area follow.
 DETERMINATION OF TAX─EXEMPT STATUS
 Not all municipal bonds are tax-exempt. There are many rules and restrictions whichlimit the tax-exempt status of a particular obligation. During our examinations, veryfew adjustments were found in this area. Since the IRS is examining the bank and notthe municipality, it is difficult to accurately determine the taxable status of a bond bysimply looking at the prospectus or other information on the bond offering.
 It has been our experience that the bank will adequately review the obligation toverify that it qualifies for tax-exempt status. Often, the taxpayer will have a filecontaining background information such as the purpose for the bond, authorization forthe bond, a legal opinion with respect to taxability, copies of forms registering thebonds as tax-exempt, and any IRS rulings which may have been secured.
 In many cases, it was found that the banks have inserted a provision in the purchaseagreement for the municipal bonds that guarantee that the investments would qualifyfor tax-exempt status. If for any reason a bond's tax-exempt status was disqualified,the bank would be adequately reimbursed by the issuing party.
 EXAMINATION TECHNIQUES
 1. Interest income received on tax-exempt obligations is not included in taxableincome. However, these amounts are reported for financial purposes. A scheduleM-1 adjustment will indicate the total amount of tax free interest income receivedby the bank. A complete breakdown of this amount should be requested from thetaxpayer and tied directly into the M-1 adjustment. These amounts should bescanned for any large or unusual items, or items which do not appear to bemunicipal obligations.
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2. If the tax-exempt status of any portion of the bank's portfolio is in question,contact Exempt Organizations. The listing provided by the taxpayer in item 1above, can be used to select several items to be reviewed.
 3. The taxpayer should always be asked to provide all available information itmaintains on the tax-exempt obligations which may be helpful. If the taxpayerdoes not have any information, contact Exempt Organizations for assistance.
 4. A bank may exclude the interest from tax-exempt obligations from gross incomeonly if it actually owns the bonds. If the bonds are being held as collateral for aloan the interest is not tax-exempt to the bank because it holds the securities ascollateral, and not as the owner. While reviewing the bond file, this should beconsidered as a potential adjustment area.
 5. In addition, interest will not be tax-exempt if it is paid with respect to anobligation in which the principal or interest is guaranteed by the FederalGovernment. This item should also be kept in mind while reviewing the files.
 6. Smaller bond issues where a single bank has purchased the entire bond issueshould receive the closest scrutiny. That's because there usually is no otherregulatory supervision with respect to this issue and, therefore, may be subject toan oversight on the part of the taxpayer.
 The Cumulative Bulletin Digest index will identify recent rulings that havequestioned the taxability of various types of bond issues and may provideinformation that is similar to an issue in your case.
 INTEREST AND EXPENSES RELATING TO TAX─EXEMPT INCOME
 As a general rule, a nonbank taxpayer could not deduct expenses incurred inconnection with acquiring or carrying assets that produce tax-exempt interest. Historically, banks were not subject to these rules. Thus, a bank could deduct interestand other expenses on indebtedness incurred in the ordinary course of business wherethe expenses were not directly related to the purchase of tax-exempt bonds.
 Effective for tax years beginning after December 31, 1982, the scaleback provisionsof IRC section 291(a)(3) were enacted. This section became a major disadvantage forbanks that invested heavily in tax-exempt obligations. Even though a financialinstitution could deduct interest incurred in the ordinary course of its business, IRCsection 291(a)(3) provided that the amount of interest a bank incurred to purchase andcarry tax-exempt obligations was considered to be a tax preference item. Accordingly, the law provided that the amount of interest expense deducted for debtsincurred to carry tax-exempt securities acquired after 1982, was subject to a 15-percent reduction.
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The Tax Reform Act of 1984 increased the disallowance of the interest expense from15 percent to 20 percent for securities purchased after December 31, 1982.
 Specifically, IRC section 291(e)(1)(B)(i) provides that a financial institutionpreference item includes the following.
 EXTRACT
 IRC section 291(e)(1)(B)(i)
 * * * In the case of a financial institution which is a bank * * * the amountof interest on indebtedness incurred or continued to purchase or carry obligations acquiredafter December 31, 1982, and before August 8, 1986 the interest on which is exempt fromtaxes for the taxable year, to the extent that a deduction would * * * be allowable with respectto such interest for such taxable year.
 To summarize, IRC section 291 disallows a portion of the interest expense deductionclaimed by the bank attributable to its investment in tax-exempt securities.
 The Tax Reform Act of 1986 significantly changed the rules governing the taxexemption of interest for obligations issued after August 7, 1986.
 IRC section 265(b)(1) was added to the Code and was effective for tax yearsbeginning after December 31, 1986. This section provides in part that "no deductionshall be allowed for that portion of the taxpayer's interest expense which is allocableto tax-exempt interest." In other words, 100 percent of a financial institution's interestexpense allocable to tax-exempt income on obligations acquired after August 7, 1986,is not allowed as a deduction. The 20 percent disallowance rule under IRC section291, continues to apply to obligations acquired before August 8, 1986.
 IRC section 291 and IRC section 265 both provide that, unless the taxpayer canestablish otherwise, the portion of the taxpayer's interest expense which is allocable totax-exempt obligations is an amount which bears the same ratio to such interestexpense as:
 1. The taxpayer's average adjusted basis of tax-exempt obligations bears to
 2. Such average adjusted basis for all assets of the taxpayer.
 The average adjusted basis of tax-exempt obligations is generally computed bydetermining the adjusted basis of such obligations at the end of each month andaveraging them over the taxable year.
 The average adjusted basis for all assets is generally determined by averaging thebasis of all assets at the beginning of the year, with the basis in all assets existing atthe end of the year. There usually is no need to use monthly figures since a bank'stotal asset base does not fluctuate significantly during the year.
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As with most sections of the Code, there is an exception to the general rule. IRCsection 265(b)(3) provides that the 100 percent disallowance rule does not apply toqualified tax-exempt obligations. Under IRC section 265(b)(3)(B)(i), a tax-exemptobligation must meet three criteria in order to qualify for this exception.
 1. First, the obligation must be issued by a qualified small issuer which reasonablyanticipates that it will not issue more than $10 million of tax-exempt obligationsduring a calendar year.
 2. Second, it cannot be a private activity bond.
 3. Finally, the issuer must specifically designate the bond as a qualified tax-exemptobligation.
 In the event that the bank meets the three requirements listed above, the amounts arestill subject to the 20 percent disallowance per IRC section 291, instead of the 100percent disallowance.
 EXAMINATION TECHNIQUES
 1. The amount of interest expense treated as being disallowed by the bank under IRCsection 291 and IRC section 265 will normally be reflected as a schedule M-1adjustment on the tax return. These amounts should be reconciled to the generalledger and the tax workpapers. They should also be tied to the taxpayer'scomputations of the disallowed interest.
 2. During the examination of a bank, it is important to properly determine the datethe tax-exempt securities were issued and subsequently acquired by the bank. Thereissuing of tax-exempt securities after August 7, 1986, trigger the provisions ofIRC sections 291 or 265.
 3. During our examinations, adjustments were found in two separate areas. Theseissues were discovered by reviewing the computations the bank had alreadycompiled for the tax return. Both of the adjustments we came across wereapparent after reviewing the taxpayer's work papers and related computations.
 a. In the first issue, the taxpayer incorrectly applied the percentage of interest tobe disallowed for tax purposes. (20 percent of the interest rather than 100percent.) Specifically, the date the municipal bond was acquired by the bank,did not correspond to the proper percentage of interest expense to bedisallowed.
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b. In the second issue, errors were found in the mathematical computation of theinterest expense allocable to the tax-exempt obligations. The adjustment wasbased on the equation discussed above. We simply recomputed the amountsused in the equation to determine the correct amount of interest expense to bedisallowed.
 SALE OF TAX─EXEMPT OBLIGATIONS
 It is important to remember that the gain on the sale of a state, municipal, orgovernmental security is fully taxable, even though the interest earned on theobligation is tax-exempt. The gain or loss on the sale of these securities gives rise toordinary income/loss and is not subject to the capital gain/loss provisions.
 EXAMINATION TECHNIQUES
 1. Our examinations did not result in any adjustments in this area. However,fluctuating interest rates may result in adjustments if the municipal bonds arecurrently trading at a premium. The bank may want to take advantage of thisopportunity to sell some of their bonds in the open market. The sale of thesebonds will not be reflected anywhere on the tax return if they consider the gain tobe tax-exempt.
 Therefore, a complete review should be made of the municipal bonds in the bank'sportfolio at year end to look for any changes from one year to the next.
 2. A review of the annual report may indicate sales of tax-exempt obligations. Obligations of states and other municipal obligations will usually be separatelystated on the balance sheet. You may also find information on the sale of tax-exempt obligations in the executive committee minute book.
 3. Finally, a request should be made for the bank to document all municipal bondsales which occurred during the year to determine if they were properly handledfor tax purposes.
 BOND PREMIUMS ON TAX─EXEMPT OBLIGATIONS
 Generally, if a bond is purchased for an amount in excess of the face value of thebond, the difference in price is considered to be a bond premium. A bond premium isconsidered a reduction of the interest income received by the purchaser. Thispremium is amortized over the life of the bond for taxable securities. However, sincethe interest from tax-exempt obligations is not taxable, the reduction in interestattributable to the premium is not deductible.
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While the premiums paid for the purchase of municipal bonds are nondeductible, anypremium received by the bank due to the early redemption of the bond is consideredan amount received from the sale of the bond and, therefore, is taxable.
 This latter issue may be significant when there are declines in interest rates. Apremium may be paid by the issuer when a bond is called prior to maturity. Thisadditional payment is fully taxable to the bank.
 The audit techniques for this issue are similar to those discussed under the sale of tax-exempt obligations, discussed above.
 ORIGINAL ISSUE DISCOUNT ON TAX-EXEMPT OBLIGATIONS
 If the original bond is issued at a discount from its face value, the difference betweenthe issue price and the redemption price is the original issue discount (OID). The OIDon obligations issued by a governmental unit is considered tax-exempt interestincome. This income is apportioned ratably over the term of the obligation. See IRCsection 1288.
 Only the discount, when the bond is first issued, qualifies as tax-exempt interest. Adiscount arising from a subsequent repurchase of a bond, does not qualify for the taxexemption. Thus, if a dealer purchases exempt obligations at par or above, andsubsequently resells them at a discount, this discount does not qualify as tax-exemptinterest income in the hands of the subsequent holders. That's because it is not part ofthe original issue discount.
 If the obligation originally issued at a discount is sold prior to the redemption date orthe maturity date of the obligation, the original issue discount is apportioned betweenthe original holder and subsequent purchaser of the obligation.
 SUMMARY
 IRC section 103 generally allows interest on obligations of a state or politicalsubdivision to be exempt from federal tax. However, recent changes in the law havelimited the benefit of tax-exempt obligations. The agent should reconcile the amountof tax-exempt income and the portion of interest expense disallowed under IRCsections 291 and 265 shown on schedule M-1. The examiner should also identify thesource, and verify all computations made by the taxpayer in determining the amountof interest expense to be disallowed. In most cases, the taxpayer will maintainadequate records enabling the agent to verify the computations without too muchtrouble.
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Chapter 19
 DISCHARGE OF INDEBTEDNESS
 INTRODUCTION
 Gross income includes income from the discharge of indebtedness, except asotherwise provided in the Code. The most common situation in which a bank mayhave had discharge of indebtedness income is when an institution purchased its ownbonds on the open market at less than their face amount.
 IRC section 108 provides the criteria under which income from discharge ofindebtedness can be excluded from gross income. If the taxpayer is entitled toexclude income under IRC section 108, an election must be made to adjust the basesof assets by the amount of income excluded, in accordance with IRC section 1017.
 IRC sections 108 and 1017 were enacted to provide relief for bankrupt and insolvententities. By allowing taxpayers to recognize the discharge of indebtedness incomeover time through the reduction of depreciation expense, borrowers would not bediscouraged from renegotiating or repurchasing their debt for fear of an immediateincrease in their tax liability.
 Prior to 1987, taxpayers could exclude discharges which occurred (1) in a title 11case, (2) when the taxpayer was insolvent, or (3) if the discharged debt was qualifiedbusiness indebtedness. The 1986 Tax Reform Act repealed the third provision whichallowed the exclusion of discharged qualified business indebtedness.
 The Omnibus Budget Reconciliation Act of 1993 added another category forexclusion if the indebtedness which is discharged is qualified real property businessindebtedness per IRC section 108(a)(1)(D). This exclusion is not available to a C-Corporation. Thus, it could apply to a borrower, but would not be available for thebank. Refer to Temporary Treas. Reg. section 1.108(c)-1T which was publishedDecember 27, 1993, in TD 8509.
 The procedures used when a taxpayer elects to defer income per IRC sections 108 and1017 will not be reviewed here since they are not any different for banks than forother entities. Instead, issues that are related to the discharge of a bank's indebtednesswill be discussed.
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PREMATURE WITHDRAWAL PENALTIES
 During the early 1980's, when interest rates were rising, many bank customers werecashing in their certificates of deposit (CD's) prior to maturity. The interest orprincipal that the depositors forfeited were more than offset by the higher interestrates being offered on new CD's. Banks were receiving significant income from theseprepayment penalties. Some banks elected to defer this income as income fromdischarge of indebtedness.
 In Revenue Ruling 83-60, 1983-1 C.B. 39, the Service concluded that prematurewithdrawal penalties were not income from discharge of indebtedness and, therefore,could not be excluded from income under IRC section 108. The penalties were theconsideration the bank received because it lost the right to use the funds through thematurity dates of the certificates.
 The Supreme Court in United States v. Centennial Savings Bank, FSB, 499 U.S.573, 91-1 U.S.T.C. C 50188 (1991) stated with respect to this issue:
 Penalties collected by a savings and loan institution when its customersprematurely withdrew their certificates of deposit could not be treated asdischarge of indebtedness income and excluded from the savings andloan's taxable income. No discharge of indebtedness occurred, becausethe customers did not forgive or release any repayment obligation of thefinancial institution when they accepted an amount equal to the principaland accrued interest minus the penalty. Such amount was exactly whatthe bank was obligated to pay under the terms of the certificate of depositagreements.
 Therefore, taxpayers should be including all premature withdrawal penalties inincome in the year the CD's are cashed in. Banks should not be deferring this asdischarge of indebtedness income. You should not see this issue on any returns after1986, since the provision for excluding discharged qualified business indebtednesswas repealed. However, you may encounter this item if your taxpayer has carrybacksto years prior to 1987 or if the bases of assets being depreciated or sold in the year youare examining have been adjusted per IRC section 1017.
 REPURCHASE OF BONDS
 It is not uncommon for banks to repurchase bonds that they previously issued. Treas.Reg. section 1.61-12(c)(3) states, "If bonds are issued by a corporation and aresubsequently repurchased by the corporation at a price which is exceeded by the issue
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price plus any amount of discount already deducted. * * * minus any amount of premium already returned as income, the amount of such excess is income for thetaxable year." In other words, this is considered a discharge of a portion of theamount that the company owed to the bondholders and it is therefore, taxable. Adebenture, note, or other evidence of indebtedness, issued by a corporation andbearing interest is given the same treatment as a bond. Proposed regulations underIRC section 61 were issued in 1996. Therefore, Treas. Reg. section 1.61-12(c)(3) may not be effective when you face this issue.
 The reportable income is increased by any premium that was not previously includedin income and decreased by any discount that was not previously taken as a deduction. The amount of income is also decreased by any unamortized bond issuance expenseremaining when the bonds are repurchased. The issuance expense is treated the sameas unamortized discount and cannot be deducted in the year of the discharge if thetaxpayer elected to exclude income under IRC sections 108 and 1017. See Rev. Rul.68-288, 1968-1 C.B. 53.
 Example 1
 ABC Bank issued 5 percent interest bearing bonds with a total facevalue of $100,000 for $90,000. (Since market interest rates weregreater than 5 percent, the bonds were issued at a discount so that theeffective interest rate was greater than 5 percent.) The bank incurredissuance expenses of $5,000.
 When market interest rates rose higher, the value of these fixed ratebonds declined. ABC Bank repurchased all of the bonds on the openmarket for $60,000. At the time of the repurchase there wasunamortized discount of $6,000 and unamortized issuance expensesof $3,000. The taxpayer's gain is computed as follows:
 Face value of bonds $ 94,000Repurchase price 60,000
 Gain before adjustments 34,000
 Less: Unamortized expenses (3,000)
 Net gain $ 31,000=========
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For years prior to 1987, taxpayers could elect the provisions of IRC sections 108 and1017 to exclude this discharge from income. However, beginning in 1987 taxpayersshould be reporting the discharge of debt from the repurchase of bonds as income inthe year they are repurchased. Therefore, it is unlikely you would examine a taxpayerwho made this election in current years. However, you may want to determinewhether the bank you are examining repurchased any bonds to ensure that anydischarge income was reported.
 EXAMINATION TECHNIQUES
 1. Review the tax return to see whether the taxpayer filed Form 982 to adjust thebases of its depreciable assets. If so, information should be requested from thetaxpayer to determine the nature of the deferred income.
 2. If the deferral is allowable, the taxpayer's depreciation schedule should bereviewed to verify that the bases of the assets were reduced. The taxpayer shouldhave work papers showing these computations. The current year's depreciationschedule can be compared with the prior year's schedule to ensure the reductionwas made.
 3. Review the bank's annual report and minute book to see whether they discuss anyrepurchased bonds, renegotiated loans, etc. If so, ensure that any discharge ofindebtedness was properly reported.
 4. If you have a carryback loss to a year where the taxpayer improperly made anelection to exclude income, such as from premature withdrawal penalties, youmay want to consider adjusting that item. Consider the amount of deferredincome, the amount of the carryback, and whether the taxpayer has sincerecognized most of this income through reduced depreciation deductions.
 FORGIVENESS OF A BORROWER'S INDEBTEDNESS
 Banks sometimes renegotiate borrower's loans for less than the original loan amount. This is common in markets where the value of real estate has declined significantly. If the value of the collateral has decreased below the loan amount, the borrower maychoose to walk away from the property, rather than continue to make the loanpayments. Even if the borrower is solvent, he or she may stop making payments ifnot personally liable for the loan.
 If the value of collateralized property has decreased significantly, the banks may havea lot of nonperforming loans. In most situations, it is better for a bank to refinancethe loan than to repossess the property. If the FDIC/RTC has taken over aninstitution, it may also prefer to renegotiate the loan, rather than to sell the asset. SeeIRC section 108(e)(10) to determine the amount of forgiveness of indebtednessincome in a refinancing.
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When the principal balance of the loan is decreased, the borrower is likely to haveforgiveness of indebtedness income. Consider a review of the borrower's return if thedecrease in the loan balance is significant.
 Financial institutions described in IRC sections 581 or 591(a) which discharge (inwhole or in part) the indebtedness of any person must file information returns underIRC section 6050P provided (1) the discharge is at least $600.00 and (2) the dischargeoccurs after December 31, 1993.
 Temporary Treas. Reg. sections 1.6050P-0T through 1.6050P-1T (TD 8506) werepublished December 27, 1993. In addition to discussing the general reportingrequirements on Form 1099-C, these regulations provide guidance on when anindebtedness is considered discharged and the determination of the amountdischarged.
 These information reporting requirements also apply to the FDIC and the RTC fordischarges occurring after August 10, 1993. See Notice 93-52, 1993-2 C.B. 337,which provides for interim governmental entity reporting via Form 1099-G (withmodifications) for 1993.
 Since this text was written, the Service has issued final regulations under IRC section6050P which become effective December 22, 1996 (T.D. 8654, 1996-11, I.R.B. 14)and final regulations on backup witholding (T.D. 8664, 1996-20 I.R.B. 7).
 SUMMARY
 Prior to the changes made by the 1986 Tax Reform Act, banks frequently elected toreduce their depreciable assets, rather than report income from discharge ofindebtedness. Since this election can now be made only by insolvent or bankrupttaxpayers, it will not be applicable for most banks. Instead they should be reportingdischarge of indebtedness income in full in the year of the forgiveness. For tax yearsafter December 31, 1993, banks may be required to file Forms 1099-C with respect toincidents of forgiveness of borrowers' indebtedness.
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Chapter 20
 LOAN SWAPS
 INTRODUCTION
 A loan swap is when a bank exchanges or "swaps" loans for other loans, rather thancash. Often, they will do this for valid business purposes. However, sometimes loansare swapped primarily to obtain tax benefits. The following types of exchanges willbe discussed:
 1. Mortgages swapped for mortgage backed securities
 2. Mortgage pools swapped for other mortgage pools
 3. Foreign loans swapped for other foreign loans
 4. Repurchase agreements
 5. Real estate mortgage investment conduits (REMICs)
 6. Loan restructuring.
 MORTGAGES SWAPPED FOR MORTGAGE BACKED SECURITIES
 The Federal Home Loan Mortgage Corporation (FHLMC), the Federal NationalMortgage Association (FNMA), and the Government National Mortgage Association(GNMA) have mortgage swap programs. Under these programs, banks can exchangepools of mortgages for mortgage backed securities issued by the agencies. Ownershipof a mortgage backed security represents ownership in the exact same mortgages thatwere exchanged.
 One reason financial institutions swap mortgages for mortgage backed securities isthat the agency guarantees that the bank will be paid the interest and principal, even ifthe homeowners become delinquent on the mortgages. The interest rate for theseparticipation certificates is less than the interest rate on the mortgages that weretransferred. For swaps with Freddie Mac and Fannie Mae, a portion of the differencebetween the interest rate on the mortgages and the rate on the mortgage backedsecurity is retained by the agency to cover the cost of the guarantee. The balance ofthe difference between the mortgage rate and the pass through rate is the servicing feethat is kept by the bank.
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Payment on Ginnie Mae mortgage backed certificates are guaranteed by the FederalGovernment since they are represented by FHA and VA mortgages. Therefore, noguarantee fee is paid to Ginnie Mae. The difference between the mortgage rate andthe pass through rate is the servicing fee retained by the bank.
 Another reason financial institutions securitize their mortgages is to make them easierto sell. Mortgage backed securities are actively traded. They are purchased by otherbanks, pension plans, insurance companies, etc. Therefore, if a bank needs an influxof cash, it can quickly sell a certificate in the open market. It would be much moredifficult to sell a group of unsecuritized mortgage loans.
 The Service has treated the transfer of mortgages to the FHLMC in exchange forparticipation certificates as a nonrecognition event under IRC section 1001. This isillustrated in PLR 8327008. Banks are also not required to report a gain or loss onthese swaps for book purposes. Therefore, you will not see any indication on theincome statement or M-1 Schedule that this transaction has occurred. Mortgage loanswill be recategorized on the balance sheet as mortgage backed securities orparticipation certificates, but the dollar amount of the assets will not change.
 Since it is not a taxable event, you would not have any examination issues in this areaat the time the mortgages are swapped for the mortgage backed securities. However,if the bank later sells the mortgage backed securities, you should consider theservicing rights issue which is explained in detail in the chapter on mortgage servicingrights. That chapter also has information on mortgage backed securities, the agenciesinvolved, related terminology, etc.
 MORTGAGE POOLS SWAPPED FOR MORTGAGE POOLS
 When interest rates increased significantly in the late 1970's, many financialinstitutions continued to hold numerous old mortgages with low interest rates. Thesebanks were receiving interest at a low rate while simultaneously paying theirdepositors at a high rate. One way to become more liquid would have been to sell theold loans. Since newly originated mortgages were paying higher interest, the oldmortgages would have been sold at large losses. These losses could then be used togenerate tax refunds.
 However, selling the mortgages at losses would have decreased the institutions' networth and possibly put them in danger of closure by the regulatory agencies. TheOffice of Examination and Supervision of the Federal Home Loan Bank Boardresponded to this situation by issuing Memorandum R-49 in June 1980. R-49provided that savings and loans did not need to report losses from the exchange ofmortgages for substantially identical mortgages held by another institution. Thememorandum provided 10 criteria for evaluating whether mortgages weresubstantially identical, such as: Type of mortgages, same interest rates, same terms tomaturity, etc.
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The FHLBB acknowledged that it issued R-49 to facilitate transactions that wouldgenerate tax losses, but that would not substantially affect the economic position ofthe institutions. In essence, the sole purpose of the mortgage swaps was to generatetax refunds.
 The Internal Revenue Service responded by issuing Revenue Ruling 81-204, 1981-2C.B. 157. It held that the losses upon the exchange of mortgage loans that weresimilar in type, term, and rates were not deductible. The ruling states:
 The taxpayers have not met the requirements of Treas. Reg. section1.1001-1(a) since they have exchanged mortgage pools that do notdiffer materially either in kind or in extent and, therefore, pursuant toIRC section 1001 and the regulations thereunder, no loss may berecognized on the exchange. Furthermore, deduction is alsoprecluded because the exchange had no purpose or utility apart fromthe anticipated tax consequences.
 Later Revenue Ruling 85-125, 1985-2 C.B. 180, was issued which similarlydisallowed losses from interdependent sales and purchases of mortgage pools. Itruled that these transactions were in essence mortgage swaps which resulted in theinstitutions acquiring assets that were not materially different from the assets theytransferred.
 The Supreme Court addressed this issue in Cottage Savings Association v.Commissioner, 499 U.S. 554 (1991), 91-1 U.S.T.C. ¶ 50,187. The Court held thatCottage Savings Association realized deductible losses when it exchangedparticipation interests in its residential mortgages for participation interests in residential mortgages held by other savings and loans. The exchange was arealization event, because the interests that were exchanged were materially different. The underlying mortgages were made to different obligors and were secured bydifferent homes, therefore, the participation interests embodied legally distinctentitlements. Additionally, the losses were treated as bona fide, because nocontention had been made that the transaction was not at arm's length or that thetaxpayer retained ownership of the participation interests that were traded.
 The Court concluded that Treas. Reg. section 1.1001-1, which requires that anexchange of property can be treated as a disposition only if the properties exchangedare materially different, is a reasonable interpretation of IRC section 1001(a). However, it disagreed with the IRS that these exchanges were not for materiallydifferent assets. The court stated that "mortgages can be substantially identical forMemorandum R-49 purposes and still exhibit `differences' that are `material' forpurposes of the Internal Revenue Code." The loans were considered to be materiallydifferent since the mortgages were made to different obligors and secured by differenthomes, resulting in legally distinct entitlements.
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If the swap of mortgage pools results in an exchange of property under IRC section1001, the financial institution has an amount realized on the disposition of themortgage pool. In this case, the general rule of IRC section 1001(b) applies and theamount realized is the fair market value of property received in the exchange.
 Note, that in the swap of mortgage pools, two holders are exchanging instruments thathave already been issued. The borrower now owes its debt to a new party. Sincethere has not been an issuance of a new debt in exchange for property, the amountrealized is not determined under Treas. Reg. section 1.1001-1(g) or, for transactionsprior to enactment of the OID provisions, Revenue Ruling 79-292, 197-2 C.B. 287. [Revenue Ruling 79-292, which required accrual basis taxpayers to realize the faceamount (and not the fair market value) of debt instruments that were received in exchange for property sold to the issuer does not apply to an exchange of debtinstruments by two holders.]
 When mortgage interest rates are low, it is unlikely that you will encountertransactions where an institution is exchanging loans to generate a tax loss. However,if you examine a taxpayer who is deducting losses which were not reported for books,review the transactions to determine whether loans were swapped. If so, you willneed to evaluate whether the swapped loans are materially different assets. TheCottage Savings case can be used as a guide. However, the particular facts for eachtransaction will need to be reviewed.
 FOREIGN LOANS SWAPPED FOR FOREIGN LOANS
 Many banks have made loans to lesser-developed-countries (LDC). Shareholders,regulators, depositors, and creditors of these banks have been concerned aboutwhether the banks' balance sheets overstated the value of these loans since payment ofthe principal and interest was doubtful. The banks have written off many of theseloans for book purposes. However, it is the IRS' position that the loans cannot bepresumed worthless for tax purposes unless the regulators have issued assignedtransfer risk reserves (ATRR) designations to them. In the absence of an ATRR, thetaxpayer must establish worthlessness on a loan-by-loan basis from all of the facts andcircumstances.
 Some banks have swapped this foreign debt for the foreign debt of other banks. Thebanks may swap identical debt, such as Mexican loans for Mexican loans. However,they usually swap debt that is different, such as Mexican loans for Brazilian loans. One party to the transaction may also pay cash if the value of the loans received isgreater than the value of the loans given up.
 Regardless of the type of debt that has been exchanged, the banks often take a loss forthe difference between their basis in the loans and the "fair market value" of the loans. Frequently, the banks have purchased similar loans from third parties prior to theexchange to establish their fair market value. They may also use a broker familiarwith dealing in foreign debt to value the loans.
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If a bank has swapped its foreign loans with another bank for different foreign loans,that is, Mexican for Brazilian, the swap results in an exchange under IRC section1001. This assumes, however, that the wash sale rules of IRC section 1091 do notapply to prevent the recognition of loss on the sale and repurchase of substantiallyidentical securities (that is, loans issued by the same country with identical interestrates and maturity dates).
 If there is an exchange, the general rule of IRC section 1001(b) applies and theamount realized by the bank is the fair market value of property received (the foreignloan) in the exchange.
 Note, that in the swap of foreign loans, two holders are exchanging instruments thathave already been issued. The borrower now owes its debt to a new party. Sincethere has not been debt issued in exchange for property, the amount realized is notdetermined under Treas. Reg. section 1001-1(g) or, for transactions prior to theenactment of the OID provisions, Revenue Ruling 79-292.
 Note, that if a bank agrees with a foreign country to modify the terms of a debtinstrument, the transaction is a "loan restructuring" which is discussed below.
 REPURCHASE AGREEMENTS1
 Repurchase agreements (repos) are simultaneous contracts to sell and repurchaseidentical securities within a specified time at a specified price.2 The agreements maycover securities such as, Treasury bonds, bills, notes, mortgage backed securities, or commercial paper. Since the agreements are entered into simultaneously, thetransactions are considered to be equivalent to borrowing and lending funds equal to the sales price of the related securities. This is recorded as a financing transaction,not as a sale. The difference between the sale and purchase prices represents interestfor use of the funds.
 For example, Bank A may sell a particular Treasury bond to Bank B for $1,000,000. At the same time, they agree that Bank A will repurchase the same security 180 dayslater for $950,000. The difference of $50,000 represents the interest on the"borrowed" funds. The interest earned on the security and the pay down of theprincipal balance will also affect the transaction.
 1 Please note that the terminology used in this chapter may vary between tax, accounting, and regulatorysources. For example, the AICPA Audit and Accounting Guides for banks and savings and loans use differentterminology when discussing repurchase agreements.
 2 The other side of the transaction, a contract to purchase and resell at a later date, is known as a reverserepurchase agreement.
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Although the transactions are similar, dollar rolls are different from repurchaseagreements. Dollar rolls are contracts to sell and repurchase similar but not identicalsecurities, generally mortgage backed securities. Dollar rolls are recorded asfinancing transactions for books only if the securities that are sold and repurchasedare similar enough to consider the transaction borrowing and lending of funds. Otherwise, the transaction is considered a sale and purchase of securities.
 Banks enter into these agreements to obtain funds by leveraging their investmentportfolios. The terms of the agreements are generally for 1 to 6 months, but can rangefrom only a day to in excess of a year. Sometimes the agreements are extendedbeyond the original terms.
 Generally, repurchase agreements have been treated as financing transactions for tax,as well as, for books. However, the facts for the transaction were considered todetermine whether the taxpayer had substantially relinquished its ownership andwhether there was a shifting of the economic risk of loss. See Rev. Rul. 79-195,1979-1 C.B. 177; Rev. Rul. 74-27, 1974-1 C.B. 24; Rev. Rul. 77-59, 1977-1 C.B.196; American National Bank of Austin v. United States, 421 F.2d 442 (5th Cir.1970), cert. denied, 400 U.S. 819 (1970); Citizens National Bank of Waco v. UnitedStates, 551 F.2d 832, 843 (Ct.Cl. 1977).
 The proposed regulations, for IRC section 1001, clarify when a modification of a debtinstrument will be deemed to be an exchange of properties that differ materially eitherin kind or extent. The theory behind the regulations is to avoid recognition of gains orlosses unless the exchanges are material. Although the proposed regulations do notapply to dollar rolls, they do give some guidance on what differences in the terms ofdebt instruments are considered to be material. Consideration should be given to theregulations when determining whether recognition is required for dollar rolls.
 Practically speaking, most repurchase agreements and dollar rolls are resolved in avery short time, sometimes a few days. Therefore, it may not make any differencewhether the transaction is treated as a sale and subsequent repurchase or a financingtransaction. Hopefully, additional guidance will be issued on this issue in the nearfuture.
 REAL ESTATE MORTGAGE INVESTMENT CONDUITS (REMIC)
 REMIC's were created by the 1986 Tax Reform Act as a vehicle for the securitizationof mortgages. The tax law relating to REMIC's is extremely complex and, therefore,will not be discussed in this guide. However, some general background informationwill be provided.
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A REMIC may be formed as a partnership, trust, corporation, or other agreed uponentity. A REMIC may also be formed as a segregated pool of assets rather than as aseparate entity. An organization, such as a bank, transfers real estate loans to theREMIC in exchange for interests in it. Interests are then sold to third party investorsand gain or loss is recognized on the sale. There are both "regular interests" and"residual interests."
 REMIC's are generally not subject to taxation. Instead, the income of the REMIC istaxable to holders of interests in the REMIC. The regular interests are treated as debtobligations. The residual interest holders are taxed on the net income of the REMIC. A portion of the income allocable to a residual interest, referred to as an "excessinclusion," is, with an exception for thrift institutions, subject to Federal incometaxation in all events. Residual interest holders other than thrift institutions may notoffset excess inclusions with otherwise allowable deductions.
 You may audit a bank that holds either a regular interest, a residual interest, or both. If you decide to examine this area you will need to do considerable research. The lawrelating to REMIC's is found in IRC sections 860A through 860G. Also, TaxManagement has a portfolio that discusses REMIC's.
 LOAN RESTRUCTURINGS
 Final regulations under IRC section 1001 were published as T.D. 8675 (1996-29,I.R.B. 5 (July 15, 1996)). The discussion which follows was written before theseregulations were finalized so any resulting changes have not been incorporated in thistext. For questions concerning application of the final regulations, contact theIndustry Specialist.
 Banks, often, will renegotiate the terms of a debt instrument with a borrower. If thechanges are material, there is a deemed exchange for tax purposes of the original debtinstrument for a new debt instrument with the modified terms. Sometimes, this typeof exchange is referred to as a swap, though it differs from the transactions discussedabove that involve an exchange between holders of instruments of different obligors.
 If the modification of the debt rises to the level of a deemed exchange, the bank willhave gain or loss on the disposition of the original instrument. In addition, the bankwill hold a new instrument that may be subject to the rules for original issue discountunder IRC sections 1272 through 1275 or the unstated interest rules of IRC section483.
 Treas. Reg. section 1.1001-1(a) provides that gain or loss is realized on the sale ofproperty or on the exchange of property for other property differing materially eitherin kind or in extent. This rule applies not only to actual exchanges of propertiesbetween owners, but also to deemed exchanges arising from the modification of theterms of debt instruments. However, see Treas. Reg. section 1.1001-1(g) for specialrules for using issue price to determine the amount realized for OID instruments.
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After the opinion in Cottage Savings, there was considerable discussion as to how theCourt's interpretation of the definition of a material difference should be applied todebt modifications.
 The IRS responded by proposing changes to the Regulations for IRC section 1001. Proposed Treas. Reg. section 1.1001-3 provides the rules for determining when amodification of a debt instrument will be deemed to be an exchange of properties thatdiffer materially either in kind or in extent. Gain or loss recognition is not required ifthe modification of the debt instrument is not significant.
 A brief outline of the proposed regulations is provided below.
 1. A significant modification of a debt instrument is treated as an exchange of theoriginal instrument for a modified instrument that differs materially either in kindor extent. If the modification is not significant, it is not an exchange.
 2. An alteration of a legal right or obligation of the holder or the issuer is amodification unless the alteration was provided for in the original terms of theinstrument and does not require consent or consideration from the other party. However, a temporary waiver of a default or similar right by the holder after theissuer fails to perform an obligation is not a modification.
 3. Rules are provided which determine whether changes in (a) yield, (b) timing oramounts of payments, (c) obligor or security, or (d) the nature of the instrumentare considered significant.
 4. If multiple, simultaneous changes are made to the debt instrument which are notsignificant, they do not collectively constitute a significant modification.
 5. Multiple changes to a debt instrument over any period of time constitute asignificant modification if, had they been done as a single change, the changewould have resulted in a significant modification.
 If the taxpayer you are examining has renegotiated debt with its customers, you willneed to consider whether it resulted in a taxable event. Usually when debtrestructuring occurs, it is because the borrower is having financial trouble. Therefore,the restructured loan will have more favorable terms for the borrower and therefore,be worth less. Since this would result in a loss, the taxpayer may want to treatchanges that are not material as being significant modifications. Although theproposed regulations have not yet been finalized, you may want to review them to geta better understanding of the issue.
 The proposed regulations, for the most part, follow the existing authorities as to whena debt modification would rise to the level of an exchange under IRC section 1001. The proposed regulations, however, are prospective only. For transactions occurringbefore the proposed regulations take effect, rely on existing authorities.
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The main issue on the deemed disposition of the original note is the amount realized. Banks may try to claim that the amount realized is the fair market value of the newdebt instrument.
 Under Treas. Reg. section 1.1001-1(g), if a debt instrument is given in exchange forproperty, the amount realized on the disposition of the property is the issue price ofthe debt instrument received as determined under the OID rules. The regulation iseffective as of April 4, 1994, but has been proposed in substantially the same formsince 1986. Amendments were made to this section in 1996. (This regulation waspart of the OID package and is separate from Proposed Treas. Reg. section 1.1001-3.)
 Under rules in IRC sections 1273, 1274, and the regulations, the issue price of thenew debt that provides for interest at or above the applicable Federal rate (AFR) willgenerally be the debt instrument's face amount. If either the old or new debtinstrument in the exchange is publicly traded (listed on an exchange or regularlyquoted by dealers in the over-the-counter market), however, the issue price of thenew debt instrument will be fair market value, as measured by the traded debt. Narrow bid/ask spreads for bonds (based on evidence of contemporaneous quotes) area strong indication that the bonds are regularly quoted.
 For exchanges occurring prior to the enactment of the OID rules in 1984, RevenueRuling 79-292 requires accrual basis taxpayers to realize the face amount, not the fairmarket value, of the debt obligations that are received upon the disposition ofproperty. Since the taxpayer has an unconditional right to receive the face amount ofthe note, the fair market value is not relevant.
 EXAMINATION TECHNIQUES
 1. The taxpayer should be questioned extensively to determine whether they haveexchanged any loans during the years under examination. Ask specifically aboutmortgage loan swaps, foreign loan swaps, repurchase agreements, etc.
 2. Keep in mind that some of these swaps might not require book recognition. If theprincipal amount has not changed during the swap, there usually would not be anybook entries. Therefore, the tax department may not be aware that any swaps tookplace. A person from the bank that is knowledgeable in this area should beinterviewed.
 3. Review the M-1 schedule and related work papers to see if there are any book/taxdifferences in the reporting of loan losses. Large and unusual items should beanalyzed further.
 4. If the taxpayer has exchanged loans, you will need to do research to determinewhether the exchange resulted in a taxable event. Since there have been newinterpretations of the law in this area, you may want to discuss the issue with theindustry specialist or a financial product specialist.
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5. If the taxpayer has restructured loans, obtain copies of both the new and old loandocuments to determine whether there are substantial modifications.
 6. Once you determine that the taxpayer had a taxable exchange, do research todetermine whether face value or fair market value should be used for the amountrealized. The taxable gain or loss can then be computed.
 7. Additional examination techniques were discussed in each of the above sections. Those should be reviewed when you encounter that particular type of swap.
 SUMMARY
 As discussed above, there are several types of loan swaps that banks may enter into. Each type of exchange must be evaluated to determine whether the taxpayer properlyreported the gain or loss from the transaction. The Supreme Court's opinion inCottage Savings should be considered when determining the proper tax treatment ofthe swaps.
 20-10

Page 208
                        

Chapter 21
 MISCELLANEOUS ISSUES
 INTRODUCTION
 During the examination of a bank, you may encounter issues which are not explainedelsewhere in this guide. This miscellaneous issues section is included to provide abrief explanation of these topics. This portion of the guide was not meant to considerall of the potential aspects of an issue. The explanations are simply a starting point tobe used when developing a new issue.
 ACCRUAL OF ORIGINAL ISSUE DISCOUNT AND MARKET DISCOUNT
 Original issue discount (OID) is simply the excess of a debt instrument's statedredemption price at maturity over its issue price.
 IRC section 1272(a)(1) provides that:
 EXTRACT
 IRC section 1272(a)(1)
 * * * For purposes of this title, there shall be included in the grossincome of the holder of any debt instrument having original issuediscount issued after July 1, 1982, an amount equal to the sum ofthe daily portions of the original issue discount for each day duringthe taxable year on which such holder held such debt instrument.
 In other words, the holder of any debt instrument having original issue discount mustinclude in income a ratable portion of the discount computed on a daily basis.
 In February 1994, the Service published final rules for the treatment of OID, deminimis OID, stated interest, and unstated interest. See, generally, Treas. Reg. sections 1.163-7, 1.446-2, 1.483-1 through 1.483-3, 1.1012-1(g), and 1.1271-0through 1.1275-5.
 Original issue discount should not be confused with market discount. A marketdiscount involves the purchase of a security at a discount after its original issuance. This discount is generally not taxed until maturity or disposition. However, the TaxReform Act of 1986 provides that some of the market discount would be currentlytaxable if a portion of the principal is included with the interest payment. If afinancial institution is not required to report all of the accrued market discount, IRCsection 1277(a) may require the deferral of a portion of the bank's interest expensededuction that is allocable to obligations purchased at a discount.
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Banks normally invest a significant amount of funds in mortgage backed securitiesissued by the Governmental National Mortgage Association (GNMA), FederalNational Mortgage Association (FNMA), and the Federal Home Loan MortgageAssociation (FHLMC). These obligations can be purchased at a discount from theface value of the note. Payments on these obligations include the interest due, plus aportion of the principal of the original obligation. Therefore, each payment contains aportion of the discount. The amount of the discount is taxable income when receivedor accrued by the bank.
 CAP INTEREST
 The tax treatment of prepaid interest was, generally, changed by the final originalissue discount (OID) regulations. A debt instrument with an overall instrument ratecap is subject to the OID rules, either under the rules for variable rate debtinstruments or for contingent payment debt instruments.
 Prior to December 1992, CAP interest was one of the five coordinated issues in thecommercial banking area. The CAP interest issue was formally decontrolled inDecember 1992, thus it is no longer a coordinated issue. In the event you come acrossan issue in this area, contact the Industry Specialist for Commercial Banking for anupdate.
 CHANGE OF ACCOUNTING METHOD
 Rev. Proc. 92-20, 1992-1 C.B. 685, was issued in March 1992 to provide newprocedures for changes in accounting methods. It modified and superseded Rev.Proc. 84-74, 1984-1 C.B. 118. In general, the revenue procedure provides incentivesfor taxpayers to file requests to change from improper accounting methods beforethey are contacted by the IRS for an examination. The terms and conditions foraccounting method changes are dependent on when the method change is requestedand upon the impropriety of the method that had been used.
 The revenue procedure states that if the practice does not permanently affect thetaxpayer's lifetime taxable income, but does or could change the taxable year in whichtaxable income is reported, it involves timing and is therefore considered a method ofaccounting.
 In other words, timing adjustments fall under the rules for changing accountingmethods.
 These procedures apply to all taxpayers, not just banks. It is being mentioned in thisguide so that it is properly considered during the course of your examination. Acomplete analysis of this revenue procedure is available in most research libraries.
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It is important that you inform the taxpayer whenever you change the bank'saccounting method so that there is no question which method they should use insubsequent years.
 CURRENCY TRANSACTION REPORTING (CTR)
 In an attempt to track the flow of cash by individuals and businesses, the FederalGovernment has imposed strict reporting requirements in recent years. One of themost common requirements for banks involves currency transaction reporting. Formsmust be filed with the Internal Revenue Service by financial institutions for eachdeposit, withdrawal, exchange of currency, or other payment or transfer, by, through,or to such financial institution which involves a transaction in currency in excess of$10,000.
 Treasury Form 4789 is used to report cash transactions over $10,000 which aredeposited with the financial institution in one or more related transactions. It is theobligation of the bank to properly file these forms when appropriate. The formidentifies the individual making the transaction, the person or organization for whomthe transaction was conducted, the institution reporting the transaction, and theamount of cash deposited. As explained in Chapter 5, the IRS does not havejurisdiction to examine this area for federally regulated banks.
 Treasury Form 8300 is required for cash payments over $10,000 which are receivedby the bank other than from depositors. It identifies the customer and provides a description of the transaction and method of payment.
 Forms filed by taxpayers are available to the revenue agent through the Currency andBanking Retrieval System.
 DIVIDEND RECEIVED DEDUCTION
 The dividend received deduction is disallowed on any stock which was not held forthe required holding period. In addition, no dividend received deduction is allowed tothe extent the taxpayer is under an obligation to make related payments with respectto positions in substantially similar or related property. See Revenue Ruling 94-28,1994-1 C.B. 86, which discusses the availability of the dividends received deductionfor some new financial products.
 ENTRANCE AND EXIT FEES PAID TO CONVERT FROM AN S&L TO A BANK
 A number of savings and loans have converted to banks in recent years. There areseveral reasons why they might choose to do this. First, the public image of a bank isbetter than that of a thrift. Second, a savings and loan is required to invest primarilyin mortgage loans. If the institution determines that they would be more profitablebeing diversified, it may be willing to give up the tax advantages afforded to savingsand
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loans. Third, at one point, the insurance premiums paid to the Bank Insurance Fund("BIF") were lower than those paid to the Savings Association Insurance Fund("SAIF"). Last, banks which acquire savings and loans may want them to be similartypes of institutions.
 When a savings and loan converts to a bank, it is required to pay a fee to exit SAIFand another fee to join BIF. Consideration needs to be given to whether either or bothof these fees are capital in nature. Many people in the industry concur that theentrance fee should not be expensed. It is the cost of changing the institution's formof doing business and will create a future benefit. It may be argued that the exit feeshould also be capitalized since it is part of the overall conversion which results in afuture benefit. Some banks argue that the exit fee is a cost of ceasing to do businessin the old form and therefore, should be expensed.
 The Service is treating the SAIF exit fee and the BIF entrance fee as part of anintegrated transaction. Both fees are required to be paid in any conversion transactionand confer significant benefits which extend beyond the taxable year. As a result,both the exit fee and the entrance fee are capital expenditures under IRC section 263. Since the benefits of these fees continue indefinitely as long as membership in theinsurance fund is retained (as opposed to continuing only for the life of the specificdeposits transferred), the exit fee and entrance fee are not subject to an allowance fordepreciation under IRC section 167(a).
 The potential effect of new IRC section 197 has not yet been addressed as it did notapply to the years under consideration. It is not known whether entrance and exit feespaid after the effective date of IRC section 197 will be amortizable. If you encounterthis situation, contact the Commercial Banking or Savings & Loan Industry Specialistfor the IRS' current position.
 EXEMPTION FOR INSOLVENT BANKS
 Under certain very restrictive circumstances, insolvent banks are exempted fromfederal income taxes under IRC section 7507. This section provides for payment ofdepositors' claims ahead of other creditors, including the U.S. Government. The factthat a bank is taken over by the FDIC does not automatically mean that it is insolvent. It is the Service position that IRC section 7507 applies only in very rarecircumstances. The FDIC has attempted to discourage IRS examinations of banks itis operating by claiming that they are insolvent and, therefore, exempt from federalincome taxes. If you have this issue, please contact the Industry Specialist.
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MISCELLANEOUS INCOME
 Banks, generally, report many miscellaneous items of income in a manner consistentwith their overall method of accounting. Service charges such as safe deposit fees,traveler checks fees, overdraft charges, and other miscellaneous fees are generallyincluded in income as earned or received, whichever is earlier.
 NET OPERATING LOSS CARRYBACKS
 IRC section 172(b)(1)(D)
 Pursuant to IRC section 172(b)(1)(D) for taxable years beginning after December 31,1986 and before January 1, 1994, banks using the specific charge-off method for baddebt loss deductions, are allowed a 10-year carry-back and a 5-year carryforward forNOL's attributable specifically to bad debt losses. This differs from a regularcorporation which is allowed only a 3-year carryback for net operating losses. Thiscarryback period was changed by the Tax Reform Act of 1986. Previously, the lawhad allowed a 10-year carryback for all losses incurred by a bank.
 Because of the extended carryback provisions, banks may file claims for a number ofyears if they have bad debts which create a net operating loss. If allowable claimsexceed $1,000,000, Joint Committee case procedures must be followed.
 First Alex Bancshares Inc. v. United States, 93-2 U.S.T.C. ¶ 50,542 (W.D. Okla.1993), held that the 10-year NOL carryback applies only to bad debt deductions claimed under IRC section 166. Banks using the reserve method under IRC section585 cannot claim a 10-year carryback. See Rev. Rul. 93-69, 1993-2 C.B. 75.
 IRC section 172(f)
 If you have any cases involving the 10-year carryback provisions of IRC section172(f), please contact the ISP Specialist for Savings and Loans.
 REGULATORY AGENCY PENALTIES
 The Federal Reserve and other regulatory agencies have the authority to charge a bankvarious penalties for failing to comply with banking regulations. IRC section 162(f)provides that no deduction shall be allowed for any fine or similar penalty paid to thegovernment for the violation of any act. Penalties by the regulators which arepunitive in nature may constitute a nondeductible civil penalty within the meaning ofTreas. Reg. section 1.162-21(b)(1)(ii). However, the mere designation as a penalty isnot determinative.
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The easiest way to obtain penalty information is through the use of Lexis. Search theLexis libraries for any regulatory agencies that examine your bank. Your searchrequest should include the name of the bank and the word fine or penalty. If youcome across this issue, please contact either the Industry Specialist or IndustryCounsel for Commercial Banking (or Savings and Loan if you are examining a thrift).
 STOCK DIVIDEND AND ISSUANCE COSTS
 Costs directly associated with the issuance of additional capital stock or stockdividends are not tax deductible expenses. A review of the annual report or thecorporate minute book will usually indicate if any new stock or stock dividends wereissued. Some examples of the type of expenses that cannot be deducted are legal fees,printing costs, mailing costs, and other distribution expenses.
 BUILT─IN─LOSS LIMITATIONS ON NOLS
 In Idaho First National Bank, Moore Financial Group, Inc. v. Commissioner, 997F.2d 1285 (9th Cir. 1993), the court ruled that losses resulting from the financialfailures of the acquired corporation prior to acquisition were "built-in deductions"rather than rehabilitating deductions and thus were limited under Treas. Reg. section1.1502-15(a).
 S-CORPORATION STATUS
 As a result of the August 20, 1996, enactment of P.L. 104-188, the Small BusinessJob Protection Act of 1996, banks and thrifts not using a reserve method ofaccounting for bad debts are now eligible to convert to S-Corporations in tax yearsbeginning after December 31, 1996. Prior to Act section 1315, IRC section1361(b)(2) prohibited financial institutions to which IRC sections 585 and 593applied from electing S-Corporation status. In a related measure, Act section 1301increased the number of shareholders permitted in an S-Corporation from 35 to 75. Conversion from a reserve method of bad debts to the specific charge off method willtrigger the recapture of some or all of the bad debt reserve.
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APPENDIX
 RESOURCE & REFERENCE MATERIALS
 There are many resource and reference materials available which can assist youduring the examination of a financial institution. The majority of these materials arepublished commercially for use by banks and accountants. There are also variousseminars held periodically. Information regarding these items and a list of IRSpersonnel who are involved with the tax treatment of financial institutions is providedbelow. Please keep in mind that this information may have changed since thepublication date of this guide.
 BANKING RESEARCH MANUALS
 TAXATION OF FINANCIAL INSTITUTIONS
 This is a three volume set authored by partners at KPMG Peat Marwick and publishedby Matthew Bender. The first two volumes provide detailed, but easy-to-readexplanations of bank and thrift tax issues. Sample returns are also included. Volumethree includes code sections, regulations, revenue rulings, applicable federal rates,revenue procedures, and letter rulings applicable to financial institutions.
 Most of the larger banks subscribe to this research service so you may be able to usethe bank's copy. Ordering information is provided below:
 Address: Matthew Bender & Company, Inc.Customer Services Department-Special Accounts1275 Broadway, Albany, N.Y. 12204
 Phone: (800) 833-9844Cost: $525 for the first year, $389 for each subsequent year
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THE BANK INCOME TAX RETURN MANUAL
 This manual is published each year by Warren Gorham Lamont and is written byCharles W. Wheeler, JD, and Jack B. Wilson, Jr., CPA. The manual is comprised oftext, practice aids, checklists, tables, and sample tax returns. Although this is not aslarge as the Taxation of Financial Institutions, it provides very good explanations ofbank tax law. It does not include information applicable to thrift institutions. Ordering information is provided below:
 Address: Warren Gorham LamontTed Ward, Federal Government Representative210 South Street, Boston, MA 02111
 Phone: (800) 950-1229 X8277Cost: $117.76 (Government rate)
 FEDERAL INCOME TAXATION OF BANKS & FINANCIAL INSTITUTIONS
 This manual is also published by Warren Gorham Lamont and is authored by LanceW. Rook. It provides detailed information on the federal income taxation of banksand other financial institutions. The manual also includes worksheets and a table ofcode sections, regulations, and rulings. Ordering information is provided below:
 Address: Warren Gorham LamontTed Ward, Federal Government Representative210 South Street, Boston, MA 02111
 Phone: (800) 950-1229 X8277Cost: $505.58 per year, including 4 updates
 (Government rate) $215 for initial yearly fill with no updates
 THE BANK TAX DESK BOOK
 This is a one volume general introduction to the tax issues currently affecting thecommercial banking and savings & loan industries. It is written by Professor RonBlasi, Professor of Law, Georgia State University. It is published by John Wiley &Sons, Inc. Additional information may be obtained from the Industry Specialists.
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BANKING PUBLICATIONS
 THE JOURNAL OF BANK TAXATION
 The Journal of Bank Taxation is published quarterly by Warren Gorham Lamont. The periodical includes articles by various bank tax professionals on current topics. Italso may contain information on upcoming conferences, bank tax planning, state bankdevelopments, international banking, etc. Ordering information is provided below:
 Address: Warren Gorham LamontTed Ward, Federal Government Representative210 South Street, Boston, MA 02111
 Phone: (800) 950-1229 X8277Cost: $128.70 per year (Government rate)
 AMERICAN BANKER
 The American Banker is a newspaper which is published Monday through Friday. Itprovides current information on all banking activities, such as mergers, earnings, legislation, etc., not just bank taxation. Magazines are also published each year whichinclude consumer surveys and rankings of banks. Ordering information is providedbelow:
 Address: American BankerOne State Street Plaza, New York, N.Y. 10004
 Phone: (800) 221-1809Cost: $750 per year (lower group rates may be available)
 IRS MATERIALS
 INTERNAL REVENUE MANUAL 4232.9
 This handbook was prepared to assist agents in the examination of financialinstitutions. Chapter 200 provides general information on records, accountingmethods, issues, etc. which are applicable to bank and trust companies. This sectionof the manual also discusses savings and loans, mutual savings banks, cooperativebanks, commercial credit agencies, regulated investment companies, small businessinvestment companies, and bank holding companies.
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NON-TAX PUBLICATIONS
 COMPTROLLER'S MANUAL FOR NATIONAL BANKS
 This manual contains selected statutes, regulations, and rulings related to theoperations of banks. It is updated every few years to include subsequent changes tothe law. It can be secured from the Comptroller of the Currency by written request. There generally is not a charge to the IRS if you request a complimentary copy. Ordering information is provided below:
 Address: Ellen Stockdale, Director of Communication250 E Street SWWashington D.C. 20219
 Phone: (202) 622-2000Cost: $0 (Government rate)
 AUDITS OF BANKS
 The AICPA publishes an audit and accounting guide which describes the accountingand financial reporting practices for the banking industry. It also discusses the auditsof banks' financial statements. The guide is updated annually. It can be ordered asfollows:
 Address: American Institute of Certified Public AccountantsP.O. Box 9264Church Street StationNew York, NY 10256-9264
 Phone: (800) 862-4272Cost: $29.75 ($27 for AICPA members)
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BANK TAX SEMINARS AND CONFERENCES
 ANNUAL BANK TAX INSTITUTE
 Executive Enterprises sponsors the Bank Tax Institute which is held each December. Approximately 20 general sessions and workshops are held on various topics such as,bad debts, financial products, mortgage banking, IRS developments, internationalbanking, mergers, etc. The sessions are intended for individuals who are familiarwith the banking industry and the specific bank tax issues. Speakers include the IRSbanking and savings and loan industry specialists, accountants, and bank taxmanagers. Although the sessions are geared towards educating accountants and bankpersonnel they can also be very informative for IRS agents. There are severalhundred people who attend this conference. For registration information contact thefollowing:
 Address: Executive Enterprises, Inc.22 West 21st StreetNew York, NY 10010-6990
 Phone: (800) 831-8333Cost: $995
 THE HOTTEST ISSUES IN BANK TAXATION
 This small group training session is also sponsored by Executive Enterprises. Thecourse leader is Ronald Blasi, a professor at the College of Law at Georgia StateUniversity. This conference covers fewer topics than the Bank Tax Institute, butexplores them in more depth. The instructor encourages the class to interact andwelcomes IRS agents' comments. There are usually several sessions offered eachyear. Registration information follows:
 Address: Executive Enterprises, Inc.22 West 21st StreetNew York, NY 10010-6990
 Phone: (800) 831-8333Cost: $995
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ANNUAL BANK TAX CONFERENCE
 The Bank Administration Institute is a nonprofit organization which provides thisseminar as a service to its members. The structure, speakers, and topics are verysimilar to the Bank Tax Institute which was mentioned previously. They do not haveany firm policy on IRS personnel attending the seminar, but may limit attendance atsome of the break-out sessions. The Bank Tax Conference is combined with BAI'saccounting conference so that students can attend either session. Several hundredpeople enroll in this seminar which is held in May or June. You can obtain additionalinformation from the following:
 Address: Bank Administration InstituteAttn: John Barry1 North FranklinChicago, Illinois 60606
 Phone: (800) 323-8552Cost: $1095
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SYNOPSIS OF LAW, DECISIONS, & RULINGS
 INTRODUCTION
 There are a number of recent regulations, court cases, revenue rulings, revenueprocedures, etc. which affect the taxation of financial institutions. The mostsignificant decisions have been summarized below to assist you in your research. Information on other useful reading materials is provided. Also refer to the bankingcoordinated issue papers for discussions of older court cases which affect thecoordinated issues.
 Information relating to the following issues are discussed in this chapter:
 1. Bad Debts
 2. Capital Expenditures
 3. Core Deposits and Other Intangibles
 4. Financial Products
 5. Foreign Banking
 6. Loan Origination Costs
 7. Loan Swaps
 8. Miscellaneous Issues
 9. Mortgage Servicing Rights
 10. Nonperforming Loans
 11. Original Issue Discount
 12. Premature Withdrawal Penalty Income
 BAD DEBTS
 T.D. 8676, 1996-30, I.R.B. 4. These temporary regulations (1.166-3T) under IRCsection 166 were issued in July 1996 and discuss the interaction between debtmodifications under IRC section 1001 and partially worthless debt.
 T.D. 8513, 1994-1 C.B. 169. These final regulations under IRC section 585 wereissued on December 29, 1993.
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T.D. 8492, 1993-2 C.B. 73. This Treasury decision amends Treas. Reg. section1.166-2(d)(3) regarding the conclusive presumption of worthlessness for bad debtcharge-offs.
 T.D. 8396, 1992-1 C.B. 95. This Treasury decision contains final regulations underIRC section 166 relating to a bank's determination of worthlessness of a debt. Theregulations provide for a conclusive presumption of worthlessness of debts based onthe application of a single set of standards for both regulatory and tax accountingpurposes.
 Rev. Rul. 92-14, 1992-1 C.B. 93. The portion of an international loan that is subjectto an allocated transfer risk reserve (ATRR) is treated as a debt charge-off inobedience to a specific order of the bank's supervisory authority for purposes of theconclusive presumption regulations.
 Rev. Proc. 92-18, 1992-1 C.B. 684. The procedures are provided for obtaining anexpress determination letter from the bank's supervisory authority. A sample uniformexpress determination letter is provided.
 Rev. Proc. 92-84, 1992-2 C.B. 489. Discusses requirements for obtaining an expressdetermination letter and describes the contents of the letter.
 Notice 93-50, 1993-2 C.B. 336. A bank can, under certain circumstances, elect theconformity method via an amended return for tax years ending on or after December31, 1991.
 CAPITAL EXPENDITURES
 Indopco, Inc. v. Commissioner, 503 U.S. 79 (1992), aff'g National Starch andChemical Corp. v. Commissioner, 918 F.2d 426 (3d Cir. 1990), aff'g 93 T.C. 67(1989). Expenses incurred during a friendly takeover were not deductible becausebenefits were created that extended beyond the current year. The creation orenhancement of a separate asset was not a necessary condition to require expenses tobe capitalized.
 Rev. Rul. 92-80, 1992-2 C.B. 57. This ruling held that advertising costs are generallydeductible under IRC section 162.
 CORE DEPOSITS AND OTHER INTANGIBLES
 Citizens & Southern Corp. v. Commissioner, 91 T.C. 463 (1988), aff'd withoutpublished opinion, 900 F.2d 266 (11th Cir. 1990), aff'd per curiam, 919 F.2d 1492. The deposit base which was acquired by a bank had an ascertainable cost basisdistinct from goodwill and had a limited useful life. The bank was allowed todepreciate the deposit base.
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Colorado National Bankshares, Inc. v. Commissioner, T.C. Memo. 1990-495, aff'd984 F.2d 383 (10th Cir. 1993). The core deposit intangible was held to have anascertainable value separate and distinct from the goodwill and going-concern valueof the acquired banks. The core had a limited useful life. Therefore, the taxpayer wasentitled to a depreciation deduction.
 IT&S of Iowa, Inc. v. Commissioner, 97 T.C. 496 (1991). The core depositintangible asset is separate and distinct from goodwill and has a limited useful life. Itmay be depreciated on an accelerated basis. However, the bank erroneouslycalculated the value of the core deposit by including interest sensitive deposits, byfailing to reduce the core for reserve requirements and float on deposits, by using aninappropriate alternative funding source, and by using an incorrect discount rate.
 Newark Morning Ledger Co. v. United States, 507 U.S.____, 113 S. Ct. 1670, 123L.Ed.2d. 288 (1993), rev'g 945 F.2d 555 (3d Cir. 1992), rev'g 736 F. Supp. 176(D.N.J. 1990). If the taxpayer can successfully meet its burden of proving that anasset has value and a limited useful life, it is depreciable even if its value is related tothe expectancy of continued patronage.
 Peoples Bancorporation v. Commissioner, T.C. Memo. 1992-285. The coredeposits were determined to be separate from goodwill and amortizable. They hadlimited useful lives of 18 and 20 years. The values were determined using a modifiedcost-savings method.
 Trustmark Corp. v. Commissioner, T.C. Memo. 1994-184. The court allowed theuse of subsequent studies of account closings to corroborate the reasonable accuracyof the taxpayer's projections.
 IRC section 197. The capitalized costs of specified intangible assets are ratablyamortized over a 15 year period. A bank's core deposit base is now defined under theprovisions of IRC section 197.
 T.D. 8528, 1994-1 C.B. 81, and PS-55-93, 1994-1 C.B. 830. The temporary andproposed regulations under IRC sections 167 and 168 relate to certain elections forintangible property.
 Other Useful Reading:
 Intangibles Settlement Initiative, IRS Document 9233 (2-94), Catalog No. 20566N. The settlement initiative gives taxpayers a one-time opportunity to resolve intangiblesdisputes in tax years not affected by the Omnibus Budget Reconciliation Act of 1993.
 FINANCIAL PRODUCTS
 Arkansas Best Corporation v. Commissioner, 485 U.S. 212 (1988), 88-1 U.S.T.C. ¶9210. The Supreme Court determined that an ordinary loss is allowable upon the saleof an asset only if the property is specifically excluded from capital asset treatmentper IRC section 1221. The case discussed the treatment of hedging transactions.
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Federal National Mortgage Association v. Commissioner, 100 T.C. No. 36 (1993),65 T.C.M. (CCH) 4178 (1993). Certain hedging transactions were allowed ordinaryloss treatment. The hedges were surrogates for mortgages and were excepted fromthe definition of a capital asset. Foreign currency swap transactions were alsodiscussed.
 Circle K Corp. v. United States, 23 Cl. Ct. 665, 91-2 U.S.T.C. ¶ 50383 (1991),vacating and reissuing, 23 Cl. Ct. 161, 91-1 U.S.T.C. ¶ 50260 (1991). The courtallowed a gasoline retailer to deduct a loss on the sale of stock it purchased in an oilcompany as an ordinary loss. The purchase was characterized as an integral part ofthe company's inventory-purchase system and was excluded from the definition of acapital asset. The decision seems to be in direct conflict with the Arkansas Bestdecision.
 IRC section 475. Beginning in 1994, dealers in securities are required to reportunrealized gains and losses at year end if the securities are not held for investment.
 T.D. 8493, 1993-2 C.B. 255. These new regulations, under IRC section 1221, definewhat transactions will qualify as hedging transactions. Ordinary gain or losstreatment is allowed for business hedges.
 T.D. 8491, 1993-2 C.B. 215. These new regulations, under IRC section 446, governthe tax treatment of notional principal contracts. They deal with the year and amountsthat should be reported for tax purposes.
 FI-54-93, 1993-2 C.B. 615. These proposed regulations, under IRC section 446,would require that a taxpayer's method of accounting for hedging transactions clearlyreflect income.
 Notice 93-45, 1993-2 C.B. 334. Dealers must identify securities for mark to market.
 Rev. Rul. 93-76, I.R.B. 93-35. This ruling elaborates on who will be considered a"dealer in securities." It amplifies and supersedes Notice 93-45.
 Rev. Rul. 94-7, 1994-1 C.B. 151. This ruling corrects Rev. Rul. 93-76.
 Proposed regulations under IRC section 475, FI-42-4, were published in the FederalRegister on January 4, 1995.
 T.D. 8653, 1996-12 I.R.B. 4, covers the final hedging regulations.
 Rev. Proc 96-21, 1996-4 I.R.B. 96, deals with hedging.
 Notice 96-12, 1996-10 I.R.B. 29, discusses mark to market accounting.
 T.D. 8676, 1996-30 I.R.B. 4, provides temporary regulations on certain assignmentsof notional principal contracts.
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FOREIGN BANKING
 Continental Illinois Corp. v. Commissioner, T.C. Memo. 1991-66, aff'd in part andrev'd in part, remanded, 93 T.N.T. 148-11 (7th Cir. 1993), 93-2 U.S.T.C. ¶ 50400. The taxpayer was legally liable for Brazilian tax. However, the bank was entitled toforeign tax credits only when it substantiated that the withholding tax was paid.
 Rev. Proc. 91-22, 1991-1 C.B. 526, superseded by Rev. Proc. 96-53, 1996-49 I.R.B.22. This revenue procedure explains how to secure an advance pricing agreementcovering the prospective determination and application of transfer pricingmethodologies for international of foreign or domestic taxpayers. The revenueprocedure has been corrected by and cited in several subsequent rulings.
 LOAN ORIGINATION COSTS
 Announcement 93-60, 1993-16 IRB 9. This announcement temporarily suspendingthe filing of accounting method change requests for loan origination costs.
 Indopco, Inc. v. Commissioner, 503 U.S. 79 (1992), aff'g National Starch andChemical Corp. v. Commissioner, 918 F.2d 426 (3d Cir. 1990), aff'g 93T.C. 67(1989). Expenses incurred during a friendly takeover were not deductible becausebenefits were created that extended beyond the current year. The creation orenhancement of a separate asset was not a necessary condition to require expenses tobe capitalized. Notice 96-7, 1996-6, I.R.B. 22 (February 5, 1996).
 LOAN SWAPS
 T.D. 8675, 1996-29 I.R.B. 5 (July 15, 1996). Final regulations under IRC section1001 deal with debt modification.
 Cottage Savings Association v. Commissioner, 499 U.S. 554 (1991), 91-1 U.S.T.C.¶ 50187, remanded, 934 F.2d 739 (6th Cir. 1992), 92-1 U.S.T.C. ¶ 50221. Thetaxpayer realized deductible losses when it exchanged participation interests inmortgages for mortgages that were materially different. The losses were treated asbona fide because no contention had been made that the transaction was not at arm'slength or that the taxpayer retained ownership of the participation interests that weretraded.
 FI-31-92, 1992-2 C.B. 683. The proposed regulations under IRC section 1001provide the rules for determining when a modification of a debt instrument will bedeemed to be an exchange of properties that differ materially either in kind or inextent.
 MISCELLANEOUS ISSUES
 First Alex Bancshares Inc. v. United States, 93-2 U.S.T.C. � 50,542 (W.D. Okla.1993). The court held that the 10 year NOL carryback applies only to bad debtdeductions claimed under IRC section 166.
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Rev. Rul. 93-69, 1993-2 C.B. 75. A commercial bank may not use the special 10 yearnet operating loss carryback provision of IRC section 172(b)(1)(D) for the portion ofits net operating loss that is attributable to a deduction for an addition to its bad debtreserve.
 Idaho First National Bank, Moore Financial Group, Inc. v. Commissioner, 997F.2d 1285 (9th Cir. 1993). The court ruled that losses resulting from the financialfailures of the acquired corporation prior to acquisition were "built-in deductions"rather than rehabilitating deductions and thus were limited under Treas. Reg. section1.1502-15(a).
 Security Bank of Minnesota v. Commissioner, 994 F.2d 432 (8th Cir. 1993), aff'g 98T.C. 33 (1992). The court ruled that a cash basis bank was not required to accrueinterest income on short term loans under IRC section 1281(a)(2). The Service'snonacquiescence to this decision was announced at 1995-2 C.B. 2 and in Notice 95-57, 1995-2, C.B. 337 and in an Action on Decision, 1995-52 I.R.B. 4. The Servicewill not follow this decision or allow changes of accounting method which reflect thisdecision outside the 8th Circuit.
 Rev. Proc. 92-20, 1992-1 C.B. 685. This revenue procedure explains the newprocedures for taxpayers to change their accounting methods. Taxpayers are givenmore favorable treatment the earlier they file for method changes.
 Rev. Rul. 94-28, 1994-1 C.B. 86. The revenue ruling discusses the availability of thedividends received
 MORTGAGE SERVICING RIGHTS
 Rev. Rul. 91-46, 1991-2 C.B. 358. IRC section 1286 is applied to sales of mortgageswhen the seller enters into a contract to service the mortgages. If the taxpayer isentitled to receive amounts that exceed reasonable compensation for the services to beperformed, the mortgages are stripped bonds. The excess servicing rights are strippedcoupons.
 Rev. Proc. 91-49, 1991-2 C.B. 777. The procedure provides simplified tax treatmentfor original issue discount for certain mortgages that are stripped bonds under IRCsection 1286.
 Rev. Proc. 91-50, 1991-2 C.B. 778. Taxpayers may elect to use safe harbor rates incomputing the amount of excess servicing. The safe harbor rates represent theamount of reasonable compensation that the taxpayer is entitled to receive under amortgage servicing contract.
 Rev. Proc. 91-51, 1991-2 C.B. 779. Taxpayers can elect to automatically change theiraccounting method for servicing rights on a cut-off basis.
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NONPERFORMING LOANS
 European American Bank and Trust Co. v. United States, Cl. Ct. No. 135-82T, 92-1U.S.T.C. ¶ 50,026 (Fed. Cir. 1992), aff'g 20 Cl. Ct. 594 (Cl. Ct. 1990). Interestincome should be accrued unless there is no reasonable expectation that it will bepaid. The accrual of interest income was not dependent on whether the principal on aloan was likely to be repaid. If a lender expects to receive payment for interest, butnot necessarily payment for the principal, interest should still be accrued.
 ORIGINAL ISSUE DISCOUNT
 T.D. 8517, 1994-1 C.B. 38. [Treas. Reg. sections 1.163-7, 1.446-2, 1.483-1 through1.483-3, 1.1001-1(g), 1.1012-1(g), and 1.1271-0 through 1.1275-5.] Theseregulations contain the final rules for the treatment of OID, de minimis OID, statedinterest, and unstated interest.
 Rev. Proc. 94-28, 1994-1 C.B. 614. This contains the procedures for taxpayers toobtain automatic consent to change their methods of accounting to conform to thefinal OID regulations.
 Rev. Proc. 94-29, 1994-1 C.B. 616. This procedure includes special rules for anychange in method of accounting for de minimis OID, including de minimis OIDattributable to points.
 Rev. Proc. 94-30, 1994-1 C.B. 621. This procedure allows a taxpayer to use theprincipal reduction method of accounting on certain loans originated by the taxpayer.
 T.D. 8674, 1996-28, I.R.B. 7 (July 8, 1996), contains final regulations on contingentdebt.
 Rev. Rul. 95-70, 1995-2, C.B. 124, provides the definition of qualified stated interest,however, amendments contained in T.D. 8674 have affected these rulings.
 Notice 96-23, 1996-16, IRB 23 (April 15, 1996), discusses the interaction between theRev. Proc. 94-9 method and mark to market.
 PREMATURE WITHDRAWAL PENALTY INCOME
 United States v. Centennial Savings Bank, FSB, 499 U.S. 573 (1991), 91-1U.S.T.C. ¶ 50188. The court held that premature withdrawal penalties could not betreated as discharge of indebtedness and excluded from taxable income. The penaltyincome was includible in taxable income in the current year.
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GLOSSARY
 This glossary was prepared to assist the reader who is involved in the banking area to becomebetter acquainted with some of the common terminology that will be encountered during thecourse of an examination. Words are tools of thought and a better familiarity with the bankingterminology will certainly create a better understanding of the subject.
 A
 ACTUARIAL METHOD -- A method of computing income under which interest income on afixed-rate obligation is accrued over the life of the loan based on a constant rate. Thismethod is also referred to as the interest method or the constant yield method.
 AMERICAN BANKERS ASSOCIATION (ABA) -- A national organization of banksestablished in 1875 to promote the general welfare and usefulness of banks andfinancial institutions.
 APPLICATION FEES -- Fees that are paid by a borrower upon application for a loan. Anapplication fee may include charges for property appraisals and credit reports.
 ARBITRAGE -- Generally, the contemporaneous purchase and sale of the same security orcommodity in different markets in order to benefit from a price differential in themarketplace.
 B
 BALLOON PAYMENT -- A lump-sum payment due at the expiration of a loan that issubstantially larger that preceding payments.
 BANK HOLDING COMPANY -- Any company which directly or indirectly owns, controls, orholds the power to vote 25 percent or more of the voting stock in each of two or morebanks.
 BASIS POINT -- The smallest measurement of yield. One basis point equals 1/100 of 1 percent. For example, the difference between 5.75 percent and 5.78 percent is 3 basis points.
 BONDS -- Interest bearing obligations or discounted debt instruments issued by a government orcorporation obligating the issuer to pay bond holders stipulated amounts at specificintervals.
 BOOK VALUE -- Tangible assets in excess of liabilities on a per share basis.
 BULK PURCHASE -- The purchase of a group of loans, receivables, servicing rights, or similarassets in a single transaction.
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C
 CALL REPORTS -- The consolidated Reports of Condition and Income filed four times a yearby all insured commercial banks. The Comptroller of the Currency may call upon allNational banks to submit a complete financial report of their activities at any givendate up to two times a year.
 CAP -- A ceiling placed on the interest rate charge on a variable interest rate loan over the termof the loan.
 CERTIFICATE OF DEPOSIT (CD) -- A time deposit with a specific maturity evidenced by acertificate. Interest rates on large denomination CD's are typically negotiable. CD'swith a face value of at least $100,000 are often referred to as Jumbo CD's.
 CLOSING COSTS -- Fees paid at the closing of a mortgage or other loan transaction. Theseamounts include attorney fees, fees for preparing and filing the mortgage, propertytaxes, title search fees, and title insurance.
 COLLATERAL -- Securities or other property pledged by a borrower to secure repayment of aloan. For consumer loans, collateral typically includes automobiles, furniture andappliances. For commercial loans, collateral typically includes account receivables,inventory, equipment, real estate, or other business property.
 COLLATERALIZED MORTGAGE OBLIGATIONS (CMO) -- Debt obligations that aresecured by a pool of mortgages or mortgage-backed securities such as Ginnie Maes.
 COMAKER LOAN -- Loans made by more than one debtor and which are generally unsecured. The second debtor may be required because of the insufficient or unknown creditstanding of the first debtor.
 COMMERCIAL PAPER -- Unsecured promissory notes of corporations which mature in 270days or less and are usually sold on a discount basis.
 COMMISSION -- A fee paid for arranging a transaction involving the sale or purchase of assetsor services.
 COMMITMENT -- An agreement to lend money at a future date to a borrower.
 COMMITMENT FEE -- Consideration paid by a potential borrower to a potential lender for apromise to lend money in the future. It may also refer to an amount paid by a lenderto a third party for its promise to purchase a loan or pool of loans from the lender.
 COMPTROLLER OF THE CURRENCY -- A bureau in the Department of the Treasurycharged with the execution of all laws passed by Congress relating to the issue andregulation of currency of the United States. The Comptroller is also in charge ofregulating and examining all National banks.
 CONSUMER REVOLVING CREDIT -- Contracts with consumers to finance personal lines ofcredit that are continuously available to the consumer either for the purchase of goodsor for a direct advance of cash. A line of credit generally is limited to a specifiedamount or time period.
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CONVERTIBLE BOND -- Bonds in which the holder has the option to convert the bond intocompany stock as repayment of the loan, instead of cash. The terms of conversion,such as when the holder will be allowed to make the conversion, and how much stockeach bond can be exchanged for, are specified at the time the bond is purchased.
 COUPON -- A fixed dollar amount of interest on a debt obligation stated as an annualpercentage of principal value, usually payable in semi-annual installments.
 CREDIT LIMIT -- The maximum amount that is available to borrow under any existing loanprovisions.
 D
 DEBENTURE -- A debt obligation which is backed only by the good credit of the organizationissuing it (unsecured debt).
 DEMAND LOANS -- A loan that has no fixed maturity date but is payable upon demand of thelender.
 DISCOUNT -- Most often refers to the excess of an obligation's stated redemption price atmaturity over its current market price (or its acquisition price or issue price ifapplicable).
 DISCOUNT RATE -- The interest rate that the Federal Reserve charges its member banks. Italso means an interest rate, such as the applicable Federal rate, used in determiningthe present value of future cash flows.
 DRAFT -- A draft is an order in writing signed by one party (the drawer) requesting a secondparty (the drawee) to make payment in lawful money at a determinable future time. Drafts generally arise from a commercial transaction, whereby a seller makes anagreement with a buyer in advance for the transfer of goods.
 E
 EFFECTIVE INTEREST RATE (YIELD) -- The implicit rate of interest based on the amountadvanced, costs incurred, and the amount and timing of specified repayments over theperiod of the contract.
 EURODOLLARS -- U.S. dollars on deposit with a bank outside of the United States andconsequently outside the jurisdiction of the United States. The bank could be either aforeign bank or a subsidiary of a U.S. bank.
 EURODOLLAR BONDS -- Bonds issued in Europe by corporate or governmental interests anddenominated in dollars.
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EXCHANGE RATE -- The price of one currency in terms of another currency.
 EXPOSURE -- The risk of gain or loss because of the ownership of an asset, or the net amountof various assets and liabilities, denominated in a foreign currency. There are"exposures" other than currency risk, for example, exposure to interest ratefluctuations.
 F
 FACE VALUE -- The stated principal amount. Also designates the original dollar amount ofindebtedness incurred. Face value is not necessarily an indication of market value.
 FEDERAL DEPOSIT INSURANCE CORPORATION (FDIC) -- A government corporationwhich insures the customer deposits of all member banks up to $100,000 per account. The FDIC was created in 1933 and is managed by a Board of Directors, including theComptroller of the Currency, that is appointed by the President.
 FEDERAL HOME LOAN MORTGAGE CORPORATION (FHLMC) -- A publicly ownedcorporation chartered by Congress to assist in developing and maintaining asecondary market in conventional residential mortgages. The corporation, oftenreferred to as Freddie Mac, purchases conventional mortgages from financialinstitutions. The FHLMC securitizes the mortgages and sells these mortgage backedsecurities to investors.
 FEDERAL NATIONAL MORTGAGE ASSOCIATION (FNMA) -- A publicly ownedcorporation chartered by Congress to support the secondary mortgage market. Itpurchases residential mortgages insured by FHA or guaranteed by the VeteransAdministration (VA). Fannie Mae then securitizes these mortgages, which are sold toinvestors.
 FEDERAL RESERVE -- The Federal Reserve functions as the central banking system of theUnited States. It was created in 1913 to stabilize and secure the nation's financialsystem. The Federal Reserve is run by a seven member Board of Governorsappointed by the President and confirmed by the Senate. It is accountable to theGovernment but is actually owned by its member banks. The Federal Reservesupervises, coordinates and controls the operations of the Federal Reserve Banks.
 FEDERAL RESERVE BANKS -- There are 12 Federal Reserve Banks with 25 regionalbranches. They have regulatory power with respect to member banks. The U.S.Treasury and many other Governmental agencies maintain their accounts at theFederal Reserve Banks.
 FEDERAL RESERVE MEMBER BANKS -- These are banks which operate under the FederalReserve System. Each bank that becomes a member of the system must subscribe foran amount of Federal Reserve bank stock equal to 6 percent of the paid in capital andsurplus of the member bank.
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FEDERAL SAVINGS AND LOAN INSURANCE CORPORATION (FSLIC) -- A formerinstrumentality of the Federal Government which insured the savings accounts ofS&L's. Its function was similar to the FDIC before it was eliminated due to the S&Lcrisis of the 1980s. The FDIC currently insures the savings accounts of the remainingS&L's in the Savings Association Insurance Fund (SAIF), which is kept separate fromthe Bank Insurance Fund (BIF).
 FLOATING EXCHANGE SYSTEM -- A system in which the values of various countries'currencies relative to each other are established by supply and demand forces in themarket without government intervention.
 FLOATING RATE -- A rate of interest that, by the terms of the loan, fluctuates up or downdepending on other widely followed market rates of interest, such as the prime rate,Treasury bill rate, or Federal Reserve discount rate. A rate of exchange that iscompletely determined by market forces with no floor or ceiling vis-a-vis the dollar,gold, SDR's, or any other currency.
 FORECLOSURE -- The legal process by which a bank obtains title to mortgaged property upondefault by the borrower.
 FUTURES CONTRACT -- Exchange traded contract specifying a future date of delivery orreceipt of a certain amount of a specific tangible or intangible product for a particularprice. The commodities traded in futures markets include stock index futures,agricultural products, metals, and financial products. Futures are used by a businessas a hedge against unfavorable price changes and by speculators who hope to profitfrom such changes.
 G
 GARNISHMENT -- The attachment of salaries through court action to collect on a defaultedobligation.
 GOVERNMENT NATIONAL MORTGAGE ASSOCIATION (GNMA) -- A bureau of HUDformed to assist in developing and maintaining a secondary market in conventionalresidential mortgages. GNMA guarantees interests in mortgage pools that are formedby lenders and generally consists of VA or FHA guaranteed mortgages less than 1year old.
 H
 HEDGING -- The purchase or sale of a derivative security (such as an option or a futurescontract) to reduce or neutralize all or some portion of the risk of owning anothersecurity (such as a mortgage).
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I
 INTEREST METHOD -- A method of computing income under which interest income on afixed-rate obligation is accrued over the life of the loan based on a constant rate. Thisis also called the actuarial method or the constant yield method.
 INTEREST RATE -- The periodic charge for the use of money expressed as a percentage ofprincipal.
 INVESTMENT BANKER -- Also known as an underwriter. The "middleman" between thecorporation issuing new securities and the public. The usual practice is for one ormore investment bankers to buy outright from a corporation a new issue of stocks orbonds. The group forms a syndicate to sell the securities to individuals andinstitutions. Banks often pay substantial fees to investment bankers who are involvedwith mergers and acquisitions.
 L
 LEASE -- An agreement conveying the right to use property, plant, or equipment in exchange forcash payments over a stated period of time.
 LETTER OF CREDIT-COMMERCIAL -- A letter addressed by a bank, on behalf of a buyerof merchandise, to a seller, authorizing the buyer to draw drafts up to a stipulatedamount under specified terms and undertaking conditionally or unconditionally toprovide eventual payment for drafts drawn.
 LETTER OF CREDIT-GUARANTEED -- A letter of credit guaranteed by the customer(applicant) and often backed by collateral security.
 LETTER OF CREDIT-IRREVOCABLE -- A letter of credit in which the issuing bank waivesall right to cancel or in any way amend without the consent of the beneficiary orseller.
 LETTER OF CREDIT-REVOCABLE -- A letter of credit in which the issuing bank reservesthe right to cancel or amend that portion of the amount that has not been availed ofprior to the actual payment or negotiation of drafts drawn.
 LEVERAGE -- The ratio of total debt to equity. Rating agencies commonly monitor a financecompany's leverage in determining its credit rating.
 LIBOR (LONDON INTERBANK OFFERED RATE) -- The rate at which, theoretically,banks in London place Eurocurrencies/ Eurodollars with each other.
 LIEN -- The right to satisfy a claim, if default occurs, by seizing the debtor's property subject tothe lien and converting the property in accordance with procedures provided by law.
 LINE OF CREDIT -- An agreement to lend a specified amount of money at an agreed rate aslong as there is no material adverse change in the credit worthiness of the borrower. The funds are normally available upon request.
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LOAN FILE -- A file that usually contains the loan application and documents, credit checks,references, records of past loans, current status of the loan, and other matters. Notes,contracts, titles, and collateral usually will be physically stored elsewhere for securityreasons.
 M
 MANAGER OF PARTICIPATION -- The original lender of any loan in which participationsare later sold and who generally has a fiduciary relationship with the other lenders.
 MARK TO MARKET ACCOUNTING -- The method of accounting that adjusts the carryingvalue of inventories, futures contracts, forward contracts, securities, and other assetsfor changes in market prices. Unrealized gains and losses are recognized throughadjustments that are made to the basis of the assets.
 MATURITY -- Date or time period in which repayment of a loan or bond is to be made.
 MORTGAGE-BACKED SECURITIES -- A participation interest in an organized pool ofresidential mortgages.
 MORTGAGE LOANS -- Loans collateralized by real estate.
 MUNICIPAL BOND -- A bond issued by a state or a political subdivision, such as a county,city, town, or village. In general, interest paid on municipal bonds is exempt fromfederal income taxes and local income taxes within the state of issue.
 MUTUAL SAVINGS BANK -- A banking organization without capital stock and whichoperates under the law for the mutual benefit of its depositors. Under IRC section591(b), the term includes certain savings banks with capital stock.
 N
 NATIONAL BANK -- A commercial bank organized with the approval of the Comptroller ofthe Currency and operated under its supervision.
 NOMINAL INTEREST RATE -- The stated interest rate of a loan. Depending on thefrequency of interest collection over the life of the loan, the nominal rate differs fromthe effective interest rate.
 NONACCRUAL LOANS (NONPERFORMING ASSETS) -- Loans on which accrual ofinterest income has been suspended because collectibility of the debt is in doubt.
 NONRECOURSE -- Type of debt in which a lender has no legal right to compel payment froma guarantor or drawer of a negotiable instrument in the event of default.
 NONREFUNDABLE FEE -- Any charge made in connection with a loan that does not have tobe returned to the borrower when the loan is prepaid.
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NOTES -- Written promises to pay a specified amount to a party either on demand or on aspecified date.
 O
 OFFICE OF THRIFT SUPERVISION (OTS) -- The OTS is the primary regulator for savingsand loan associations. There are five regional offices throughout the United States.
 OPTION -- A right to buy (call) or sell (put) property, including a fixed amount of stock,futures, and debt instruments at a specific price within a limited period of time.
 ORIGINATION FEE -- An amount charged by a lender for originating, refinancing, orrestructuring a loan. The amount may be intended to cover costs such asunderwriting, loan application processing, and reviewing legal title to property.
 OTHER REAL ESTATE OWNED (OREO) -- Property repossessed or foreclosed by the bankdue to the inability of the debtor to pay off a loan.
 P
 PAR -- For stock, par is the dollar amount assigned to the share by the company's charter. Withbonds, par value is the face amount, usually in increments of $1,000. Par value oftenhas little relationship to market value.
 PARTICIPATION LOAN -- A loan funded by two or more financial institutions.
 POINTS -- A dollar amount equal to 1 percent of the principal of a loan for each point. Thisamount is generally expressed as a percentage of the loan and is the cost for grantingthe loan. Points are primarily paid to adjust yield, but may also be intended to covercosts such as underwriting, loan application processing, and reviewing title tocollateral.
 PREMIUM -- The amount by which a bond, stock, or other financial instrument may sell aboveits par value.
 PREPAYMENT PENALTY -- An amount that the borrower pays to the lender, in addition tothe remaining principal balance, if the borrower pays off the loan prior to contractualmaturity.
 PRIME RATE -- The interest rate charged by major banks to their most credit-worthy andlargest corporate customers. Other interest rates, such as personal, automobile,commercial, and financing loans are often pegged to the prime rate.
 R
 RECOURSE -- The legal right to compel payment from a guarantor or drawer of a negotiableinstrument in the event of default.
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REPOSSESS -- To gain custody and title to collateral from a debtor for nonpayment or defaulton a loan.
 REPURCHASE AGREEMENT (REPO) -- The selling of securities with the simultaneousagreement to repurchase the securities in the future.
 RESOLUTION TRUST CORPORATION (RTC) -- An organization created by Congress,whose primary purpose is to liquidate the assets of failed thrifts. The RTC went outof existence on December 31, 1995.
 REVERSE REPURCHASE AGREEMENT (REVERSE REPO) -- The purchase of securitieswith the simultaneous agreement to resell the securities to the original seller in thefuture.
 RULE OF 78'S -- A method of computing finance charges on a loan using a sum-of-the-digitsapproach. For example, 78 is the sum of the monthly periods of a 12 month loan.
 S
 SECURITY AGREEMENT -- An agreement between a borrower and a lender in which theborrower gives the lender a security interest or lien on equipment, accountsreceivable, inventory, or other assets as security for a loan.
 SECURITY INTEREST -- A contractual interest in or lien on collateral to secure payment ofan obligation.
 SERVICING RIGHTS -- Contracts to collect a borrower's payment on behalf of the owner ofthe loan and to receive amounts collected from interest payments on the loan. Servicing rights are most frequently associated with home mortgages. The servicerremits principal and interest to the investor, accumulates an escrow account, disbursesthe escrow funds as needed for payment of insurance and taxes, maintains recordsrelating to the loan, and handles delinquency problems.
 SETTLEMENT DATE -- The date on which ownership and funds are transferred between abuyer and a seller in a securities transaction.
 STRADDLE -- A combination of offsetting positions in personal property, resulting in thedimunition of risk of loss.
 SUBORDINATED DEBT -- Borrowings that by their terms are junior in priority of payment tosenior borrowings.
 T
 TRADE (TRANSACTION) DATE -- The date on which a transaction takes place. Theinitiation date of a forward commitment or futures contract.
 G-9

Page 237
                        

TRANCHE -- A term sometimes used when referring to the number of drawings of funds by aborrower under a term loan.
 TREASURIES -- Bills, Bonds, and Notes issued by the U.S. Government. They differaccording to their maturity period - the length of time until they become due. Billsmature in less than 1 year. Notes mature in 1 to 10 years. Bonds mature in 10 ormore years. In addition, Bills do not pay interest but are sold at a discount to the facevalue.
 W
 WARRANT -- A certificate giving the holder the right to purchase securities at a stipulated pricewithin a specified time limit or perpetually.
 WHEN ISSUED BOND -- The designation for a bond in the process of being issued. Settlement occurs when the bond is delivered. These bonds are interest free untildelivered.
 Y
 YIELD -- The annual rate of return to the lender on a loan.
 Z
 ZERO COUPON BOND -- A bond that pays no interest while the bond is outstanding.
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