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one made on class B itself. Finally, if a dis-
tribution must be $6 on class A, $6 on class
B, then on class A and class B share and
share alike, the distribution on class A of $6
and the distribution on class B of $6 are both
preferred dividends.

[54 FR 10540, Mar. 14, 1989]

BANKING INSTITUTIONS

RULES OF GENERAL APPLICATION TO
BANKING INSTITUTIONS

§ 1.581–1 Banks.
(a) In order to be a bank as defined in

section 581, an institution must be a
corporation for federal tax purposes.
See § 301.7701–2(b) of this chapter for
the definition of a corporation.

(b) This section is effective as of Jan-
uary 1, 1997.

[T.D. 8697, 61 FR 66588, Dec. 18, 1996]

§ 1.581–2 Mutual savings banks, build-
ing and loan associations, and coop-
erative banks.

(a) While the general principles for
determining the taxable income of a
corporation are applicable to a mutual
savings bank, a building and loan asso-
ciation, and a cooperative bank not
having capital stock represented by
shares, there are certain exceptions
and special rules governing the com-
putation in the case of such institu-
tions. See section 593 for special rules
concerning reserves for bad debts. See
section 591 and § 1.591–1, relating to
dividends paid by banking corpora-
tions, for special rules concerning de-
ductions for amounts paid to, or cred-
ited to the accounts of, depositors or
holders of withdrawable accounts as
dividends. See also section 594 and
§ 1.594–1 for special rules governing the
taxation of a mutual savings bank con-
ducting a life insurance business.

(b) For the purpose of computing the
net operating loss deduction provided
in section 172, any taxable year for
which a mutual savings bank, building
and loan association, or a cooperative
bank not having capital stock rep-
resented by shares was exempt from
tax shall be disregarded. Thus, no net
operating loss carryover shall be al-
lowed from a taxable year beginning
before January 1, 1952, and, in the case
of any taxable year beginning after De-
cember 31, 1951, the amount of the net

operating loss carryback or carryover
from such year shall not be reduced by
reference to the income of any taxable
year beginning before January 1, 1952.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960; 25 FR
14021, Dec. 31, 1960, as amended by T.D. 8697,
61 FR 66588, Dec. 18, 1996]

§ 1.581–3 Definition of bank prior to
September 28, 1962.

Prior to September 28, 1962, for pur-
poses of sections 582 and 584, the term
bank means a bank or trust company
incorporated and doing business under
the laws of the United States (includ-
ing laws relating to the District of Co-
lumbia), of any State, or of any Terri-
tory, a substantial part of the business
of which consists of receiving deposits
and making loans and discounts, or of
exercising fiduciary powers similar to
those permitted to national banks
under section 11(k) of the Federal Re-
serve Act (38 Stat. 262; 12 U.S.C. 248(k)),
and which is subject by law to super-
vision and examination by State, Ter-
ritorial, or Federal authority having
supervision over banking institutions.
Such term also means a domestic
building and loan association.

[T.D. 6651, 28 FR 4950, May 17, 1963]

§ 1.582–1 Bad debts, losses, and gains
with respect to securities held by fi-
nancial institutions.

(a) Bad debt deduction for banks. A
bank, as defined in section 581, is al-
lowed a deduction for bad debts to the
extent and in the manner provided by
subsections (a), (b), and (c) of section
166 with respect to a debt which has be-
come worthless in whole or in part and
which is evidenced by a security (a
bond, debenture, note, certificate, or
other evidence of indebtedness to pay a
fixed or determinable sum of money)
issued by any corporation (including
governments and their political sub-
divisions), with interest coupons or in
registered form.

(b) Worthless stock in affiliated bank.
For purposes of section 165(g)(1), relat-
ing to the deduction for losses involv-
ing worthless securities, if the tax-
payer is a bank (as defined in section
581) and owns directly at least 80 per-
cent of each class of stock of another
bank, stock in such other bank shall
not be treated as a capital asset.
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(c) Pre-1970 sales and exchanges of
bonds, etc., by banks. For taxable years
beginning before July 12, 1969, with re-
spect to the taxation under subtitle A
of the Code of a bank (as defined in sec-
tion 581), if the losses of the taxable
year from sales or exchanges of bonds,
debentures, notes, or certificates, or
other evidences of indebtedness, issued
by any corporation (including one
issued by a government or political
subdivision thereof), exceed the gains
of the taxable year from such sales or
exchanges, no such sale or exchange
shall be considered a sale or exchange
of a capital asset.

(d) Post-1969 sales and exchanges of se-
curities by financial institutions. For tax-
able years beginning after July 11, 1969,
the sale or exchange of a security is
not considered the sale or exchange of
a capital asset if such sale or exchange
is made by a financial institution to
which any of the following sections ap-
plies: Section 585 (relating to banks),
586 (relating to small business invest-
ment companies and business develop-
ment corporations), or 593 (relating to
mutual savings banks, domestic build-
ing and loan associations, and coopera-
tive banks). This paragraph shall apply
to determine the character of gain or
loss from the sale or exchange of a se-
curity notwithstanding any other pro-
vision of subtitle A of the Code, such as
section 1233 (relating to short sales).
However, this paragraph shall have no
effect in the determination of whether
a security is a capital asset under sec-
tion 1221 for purposes of applying any
other provision of the Code, such as
section 1232 (relating to original issue
discount). For purposes of this para-
graph, a security is a bond, debenture,
note, or certificate or other evidence of
indebtedness, issued by any person. See
paragraphs (e) and (f) of this section for
special transitional rules applicable,
respectively, to banks and to small
business investment companies and
business development corporations.

(e) Transition rule for qualifying securi-
ties held by banks—(1) In general. Not-
withstanding the provisions of para-
graph (d) of this section, if the net
long-term capital gain from sales and
exchanges of qualifying securities ex-
ceeds the net short-term capital loss
from such sales and exchanges in any

taxable year beginning after July 11,
1969, such excess shall be treated as
long-term capital gain, but in an
amount not to exceed the net gain
from sales and exchanges of securities
in such year. For purposes of com-
puting such net gain, a capital loss car-
ried to the taxable year under section
1212 shall not be taken into account.
See section 1222 and the regulations
thereunder for definitions of the terms
net long-term capital gain and net short-
term capital loss. For purposes of this
paragraph:

(i) The term security means a security
within the meaning of paragraph (d) of
this section.

(ii) The term qualifying security
means a security which is held by the
bank on July 11, 1969, and continuously
thereafter until it is first sold or ex-
changed by the bank.
See also subparagraph (4) of this para-
graph for rules under which the time
certain securities are held is deemed to
include a period of time determined
under section 1223 (1) and (2) with re-
spect to such security.

(2) Computation of capital gain or loss.
For purposes of this paragraph, the
amount of gain or loss from the sale or
exchange of a qualifying security treat-
ed as capital gain or loss is determined
by multiplying the amount of gain or
loss recognized from such sale or ex-
change by a fraction the numerator of
which is the number of days before
July 12, 1969, that such security was
held by the bank and the denominator
of which is the sum of the number of
days included in the numerator and the
number of days the security was held
by the bank after July 11, 1969.

(3) Special rules. For purposes of sub-
paragraphs (1) and (2) of this para-
graph, the following items are not
taken into account:

(i) Any amount treated as original
issue discount under section 1232, and

(ii) Any amount which, without re-
gard to section 582(c) and this section,
would be treated as gain or loss from
the sale or exchange of property which
is not a capital asset, such as an
amount which is realized from the sale
or exchange of a security which is held
by a bank as a dealer in securities.

(4) Holding period in certain cases. For
purposes of this paragraph:
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(i) The time a security received in an
exchange is deemed to have been held
by a bank includes a period of time de-
termined under section 1223(1) with re-
spect to such security.

(ii) The time a security transferred
to a bank from another bank is deemed
to have been held by the transferee
bank includes a period of time deter-
mined under section 1223(2) with re-
spect to such security.
For example, if a bank on December 3,
1972, surrendered an obligation of the
United States which it held as a capital
asset on July 11, 1969, in a transaction
to which section 1037 applied, the time
during which the newly received obli-
gation is deemed to have been held in-
cludes the time during which the sur-
rendered obligation was deemed to
have been held by the bank. Because
the surrendered obligation was held on
July 11, 1969, the newly acquired obli-
gation is deemed to have been held on
that date and is a qualifying security.
The period during which the surren-
dered obligation is deemed to have
been held is taken into account in com-
puting the fraction determined under
subparagraph (2) of this paragraph with
respect to the newly received obliga-
tion.

(5) Examples. The provisions of this
paragraph may be illustrated by the
following examples:

Example 1. Bank A, a calendar year tax-
payer, purchased a qualifying security on
July 14, 1968, and held it to maturity on Au-
gust 20, 1970, when it was redeemed. The re-
demption resulted in a taxable gain of
$10,000. The security was held by the bank for
363 days before July 12, 1969, and for a total
of 768 days. During the taxable year, the
bank had no other gains and no losses from
sales or exchanges of qualifying securities,
but had a net loss of $4,000 from sales of secu-
rities other than qualifying securities. The
portion of the gain from the redemption of
the qualifying security treated as capital
gain under subparagraph (2) of this para-
graph is $4,726.56 (363/768×$10,000). Because the
net gain of the taxable year from sales and
exchanges of securities, $6,000
($10,000¥$4,000), exceeds the portion of the
gain on the sale of the qualifying security
treated as capital gain under this paragraph,
$4,726.56 is treated as long-term capital gain
on the sale of the qualifying security for the
taxable year.

Example 2. Assume the same facts as in ex-
ample 1, except that the bank’s net loss of

the taxable year from the sale of securities
other than qualifying securities was $7,000.
The amount considered as long-term capital
gain under this paragraph is limited by the
amount of gain on the sale of securities to
$3,000 ($10,000¥$7,000).

(f) Small business investment companies
and business development corporations—
(1) Election. In the case of a small busi-
ness investment company or a business
development corporation, described in
section 586(a), section 582(c) does not
apply for taxable years beginning after
July 11, 1969, and before July 11, 1974,
unless the taxpayer elects that such
section shall apply. In the case of a
small business investment company,
see paragraph (a)(1) of § 1.1243–1 if such
an election is made, but see paragraph
(a)(2) of § 1.1243–1 if such an election is
not made. Such election applies to all
such taxable years and, except as pro-
vided in subparagraph (3) of this para-
graph, is irrevocable. Such election
must be made not later than (i) the
time, including extensions thereof, pre-
scribed by law for filing the taxpayer’s
income tax return for its first taxable
year beginning after July 11, 1969, or
(ii) June 8, 1970, whichever is later.

(2) Manner of making election. An elec-
tion pursuant to the provisions of this
paragraph is made by the taxpayer by
a written statement attached to the
taxpayer’s income tax return (or an
amended return) for its first taxable
year beginning after July 11, 1969. Such
statement shall indicate that the elec-
tion is made pursuant to section 433(d)
of the Tax Reform Act of 1969 (83 Stat.
624). The taxpayer shall attach to its
income tax return for each subsequent
taxable year to which such election is
applicable a statement indicating that
the election has been made and the
amount to which it applies for such
year.

(3) Revocation of election. An election
made pursuant to subparagraph (2) of
this paragraph shall be irrevocable un-
less:

(i) A written application for consent
to revoke the election, setting forth
the reasons therefor, is filed with the
Commissioner within 90 days after the
permanent regulations relating to sec-
tion 433(d)(2) of the Tax Reform Act of
1969 (83 Stat. 624) are filed with the Of-
fice of the Federal Register, and

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00304 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



305

Internal Revenue Service, Treasury § 1.584–2

(ii) The Commissioner consents to
the revocation.

The revocation is effective for all tax-
able years to which the election ap-
plied.

[T.D. 7171, 37 FR 5620, Mar. 17, 1972; 37 FR
6400, Mar. 29, 1972]

§ 1.584–1 Common trust funds.

(a) Method of taxation. A common
trust fund maintained by a bank is not
subject to taxation under this chapter
and is not considered a corporation. Its
participants are taxed on their propor-
tionate share of income from the com-
mon trust fund.

(b) Conditions for qualification. (1) For
a fund to be qualified as a common
trust fund it must be maintained by a
bank (as defined in section 581) in con-
formity with the rules and regulations
of the Comptroller of the Currency, ex-
clusively for the collective investment
and reinvestment of contributions to
the fund by the bank. The bank may ei-
ther act alone or with one or more
other fiduciaries, but it must act solely
in its capacity as one or a combination
of the following: (i) As a trustee of a
trust created by will, deed, agreement,
declaration of trust, or order of court;
(ii) as an executor of a will or as an ad-
ministrator of an estate; (iii) as a
guardian (by whatever name known
under local law) of the estate of an in-
fant, of an incompentent individual, or
of an absent individual; or (iv) on or
after October 3, 1976, as a custodian of
a UniformGifts to Minors account. A
Uniform Gifts to Minors account is an
account established pursuant to a
State law substantially similar to the
Uniform Gifts to Minors Act. (See the
Uniform Gifts to Minors Act of 1956 or
the Uniform Gifts to Minors Act of
1966, as published by the National Con-
ference of Commissioners on Uniform
State Laws.) The Commissioner will
publish a list of the States whose laws
he determines to be substantially simi-
lar to such uniform acts. A bank that
maintains a Uniform Gifts to Minors
Act account must establish, to the sat-
isfaction of the Commissioner or his
delegate, that with respect to the ac-
count the bank has duties and respon-
sibilities similar to the duties and re-
sponsibilities of a trustee or guardian.

(2) A common trust fund may be a
participant in another common trust
fund.

(c) Affiliated groups. For taxable years
beginning after December 31, 1975, two
or more banks that are members of the
same affiliated group (within the
meaning of section 1504) are treated,
for purposes of section 584, as one bank
for the period of their affiliation. A
common trust fund may be maintained
by one or by more than one member of
an affiliated group. Any member of the
group may, but need not, contribute to
the fund. Further, for purposes of this
paragraph, members of an affiliated
group may be, but need not be, co-
trustees of the common trust fund.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 7935, 49 FR 1694, Jan. 13,
1984]

§ 1.584–2 Income of participants in
common trust fund.

(a) Each participant in a common
trust fund is required to include in
computing its taxable income for its
taxable year within which or with
which the taxable year of the fund
ends, whether or not distributed and
whether or not distributable:

(1) Its proportionate share of short-
term capital gains and losses, com-
puted as provided in § 1.584–3;

(2) Its proportionate share of long-
term capital gains and losses, com-
puted as provided in § 1.584–3; and

(3) Its proportionate share of the or-
dinary taxable income or the ordinary
net loss of the common trust fund,
computed as provided in § 1.584–3.

(b) Any tax withheld at the source
from income of the fund (e.g., under
section 1441) is deemed to have been
withheld proportionately from the par-
ticipants to whom such income is allo-
cated.

(c)(1) The proportionate share of each
participant’s short-term capital gains
and losses, long-term capital gains and
losses, ordinary taxable income or ordi-
nary net loss, dividends and interest
received, and tax withheld at the
source shall be determined under the
method of accounting adopted by the
bank in accordance with the written
plan by which the common trust fund
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is established and administered, pro-
vided such method clearly reflects the
income of each participant.

(2) Items of income and deductions
shall be allocated to the periods be-
tween valuation dates established by
the plan within the taxable year in
which they were realized. Ordinary tax-
able income or ordinary net loss, short-
term capital gains and losses, long-
term capital gains and losses, and tax
withheld at the source shall be com-
puted for each period. The participants’
proportionate shares of income and
losses for each period shall then be de-
termined.

(3) For taxable years beginning on or
after September 22, 1980, any amount of
income or loss of the common trust
fund which is included in the computa-
tion of a participant’s taxable income
for the taxable year shall be treated as
income or loss from an unrelated trade
or business to the extent that such
amount would have been income or loss
from an unrelated trade or business if
such participant had made directly the
investments of the common trust fund.

(4) The provisions of this paragraph
may be illustrated by the following ex-
ample:

Example. (i) The plan of a common trust
fund provides for quarterly valuation dates
and for the computation and the distribution
of the income upon a quarterly basis, except
that there shall be no distribution of capital
gains. The participants are as follows: Trusts
A, B, C, and D for the first quarter; Trusts A,
B, C, and E for the second quarter; and
Trusts A, B, F, and G for the third and fourth
quarters, the participants having equal par-
ticipating interests. As computed upon the
quarterly basis, the ordinary taxable income,
the short-term capital gain, and the long-
term capital loss for the taxable year were as
follows:

First
quar-

ter

Sec-
ond

quar-
ter

Third
quar-

ter

Fourth
quar-

ter
Total

Ordinary taxable
income ............ $200 $300 $200 $400 $1,100

Short-term capital
gain ................. 200 100 200 100 600

Long-term capital
loss ................. 100 200 100 200 600

(ii) The participants’ shares of ordinary
taxable income are as follows:

PARTICIPANTS’ SHARES OF ORDINARY TAXABLE
INCOME

Participant
First
quar-

ter

Sec-
ond

quar-
ter

Third
quar-

ter

Fourth
quar-

ter
Total

A ......................... $50 $75 $50 $100 $275
B ......................... 50 75 50 100 275
C ........................ 50 75 ........ .......... 125
D ........................ 50 ........ ........ .......... 50
E ......................... ........ 75 ........ .......... 75
F ......................... ........ ........ 50 100 150
G ........................ ........ ........ 50 100 150

Total ............... 200 300 200 400 1,100

(iii) The participants’ shares of the short-
term capital gain are as follows:

PARTICIPANTS’ SHARES OF SHORT-TERM
CAPITAL GAIN

Participant
First
quar-

ter

Sec-
ond

quar-
ter

Third
quar-

ter

Fourth
quar-

ter
Total

A ................................. $50 $25 $50 $25 $150
B ................................. 50 25 50 25 150
C ................................ 50 25 ........ .......... 75
D ................................ 50 ........ ........ .......... 50
E ................................. ........ 25 ........ .......... 25
F ................................. ........ ........ 50 25 75
G ................................ ........ ........ 50 25 75

Total ....................... 200 100 200 100 600

(iv) The participants’ shares of the long-
term capital loss are as follows:

PARTICIPANTS’ SHARES OF LONG-TERM CAPITAL
LOSS

Participant
First
quar-

ter

Sec-
ond

quar-
ter

Third
quar-

ter

Fourth
quar-

ter
Total

A ................................. $25 $50 $25 $50 $150
B ................................. 25 50 25 50 150
C ................................ 25 50 ........ .......... 75
D ................................ 25 ........ ........ .......... 25
E ................................. ........ 50 ........ .......... 50
F ................................. ........ ........ 25 50 75
G ................................ ........ ........ 25 50 75

Total ....................... 100 200 100 200 600

(v) If in the above example the common
trust fund also had short-term capital losses
and long-term capital gains, the treatment
of such gains or losses would be similar to
that accorded to the short-term capital gains
and long-term capital losses in the above ex-
ample.

(vi) Assume in the above example that par-
ticipant Trust A qualified as a trust forming
part of a pension, profit sharing, or stock
bonus plan under section 401(a). Assume fur-
ther that 20 percent of the ordinary taxable
income of the common trust fund would be
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unrelated business taxable income (as de-
fined under section 512(a)(1)) if received di-
rectly by Trust A. Under paragraph (c)(3),
participant Trust A, for purposes of com-
puting its taxable income, must treat its
proportionate share of the common trust
fund’s ordinary taxable income as income
from an unrelated trade or business to the
extent such amount would have been income
from an unrelated trade or business if Trust
A had directly made the investments of the
common trust fund. Therefore, participant
Trust A must take into account 20 percent of
its proportionate share of the common trust
fund’s ordinary taxable income as income
from an unrelated trade or business.

(d) The provisions of part I, sub-
chapter J, chapter 1 of the Code, or, as
the case may be, the provisions of sub-
chapters D, F, or H of chapter 1 of the
Code, are applicable in determining the
extent to which each participant’s pro-
portionate share of any income or loss
of the common trust fund is taxable to
the participant, or to a person other
than the participant.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 7935, 49 FR 1694, Jan. 13,
1984; T.D. 8662, 61 FR 19546, May 2, 1996]

§ 1.584–3 Computation of common
trust fund income.

The taxable income of the common
trust fund shall be computed in the
same manner and on the same basis as
in the case of an individual, except
that:

(a) No deduction shall be allowed
under section 170 (relating to chari-
table, etc., contributions and gifts);

(b) The gains and losses from sales or
exchanges of capital assets of the com-
mon trust fund are required to be seg-
regated. A common trust fund is not
allowed the benefit of the capital loss
carryover provided by section 1212; and

(c) The ordinary taxable income (the
excess of the gross income over deduc-
tions) or the ordinary net loss (the ex-
cess of the deductions over the gross
income) shall be computed after ex-
cluding all items of gain and loss from
sales or exchanges of capital assets.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 7935, 49 FR 1694, Jan. 13,
1984]

§ 1.584–4 Admission and withdrawal of
participants in the common trust
fund.

(a) Gain or loss. The common trust
fund realizes no gain or loss by the ad-
mission or withdrawal of a participant,
and the basis of the assets and the pe-
riod for which they are deemed to have
been held by the common trust fund for
the purposes of section 1202 are unaf-
fected by such an admission or with-
drawal. For taxable years of partici-
pants ending after April 7, 1976, and for
transfers occurring after that date, the
transfer of property by a participant to
a common trust fund is treated as a
sale or exchange of the property trans-
ferred. If a participant withdraws the
whole or any part of its participating
interest from the common trust fund,
such withdrawal shall be treated as a
sale or exchange by the participant of
the participating interest or portion
thereof which is so withdrawn. A par-
ticipant is not deemed to have with-
drawn any part of its participating in-
terest in the common trust fund so as
to have completed a closed transaction
by reason of the segregation and ad-
ministration of an investment of the
fund, pursuant to the provisions of 12
CFR 9.18(b)(7) (or, for periods before
September 28, 1962, 12 CFR206.17(c)(7)),
for the benefit of all the then partici-
pants in the common trust fund. Such
segregated investment shall be consid-
ered as held by, or on behalf of, the
common trust fund for the benefit rat-
ably of all participants in the common
trust fund at the time of segregation,
and any income or loss arising from its
administration and liquidation shall
constitute income or loss to the com-
mon trust fund apportionable among
the participants for whose benefit the
investment was segregated. When a
participating interest is transferred by
a bank, or by two or more banks that
are members of the same affiliated
group (within the meaning of section
1504), as a result of the combination of
two or more common trust funds or the
division of a single common trust fund,
the transfer to the surviving or divided
fund is not considered to be an admis-
sion or a withdrawal if the combining,
dividing, and resulting common trust
funds have diversified portfolios. For
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purposes of this paragraph (a), a com-
mon trust fund has a diversified port-
folio if it satisfies the 25 and 50-percent
tests of section 368(a)(2)(F)(ii), applying
the relevant provisions of section
368(a)(2)(F). However, Government se-
curities are included in total assets for
purposes of the denominator of the 25
and 50-percent tests (unless the Gov-
ernment securities are acquired to
meet the 25 and 50-percent tests), but
are not treated as securities of an
issuer for purposes of the numerator of
the 25 and 50-percent tests. In addition,
for a transfer of a participating inter-
est in a division of a common trust
fund not to be considered an admission
or withdrawal, each participant’s pro
ratainterest in each of the resulting
common trust funds must be substan-
tially the same as was the participant’s
pro rata interest in the dividing fund.
However, in the case of the division of
a common trust fund maintained by
two or more banks that are members of
the same affiliated group resulting
from the termination of such affili-
ation, the division will be treated as
meeting the requirements of the pre-
ceding sentence if the written plans of
operation of the resulting common
trust funds are substantially identical
to the plan of operation of the dividing
common trust fund, each of the assets
of the dividing common trust fund are
distributed substantially pro rata to
each of the resulting common trust
funds, and each participant’s aggregate
interest in the assets of the resulting
common trust funds of which he or she
is a participant is substantially the
same as was the participant’s pro rata
interest in the assets of the dividing
common trust fund. The plan of oper-
ation of a resulting common trust fund
will not be considered to be substan-
tially identical to that of the dividing
common trust fund where, for example,
the plan of operation of the resulting
common trust fund contains restric-
tions as to the types of participants
that may invest in the common trust
fund where such restrictions were not
present in the plan of operation of the
dividing common trust fund.

(b) Basis for gain or loss upon with-
drawal. The participant’s gain or loss
upon withdrawal of its participating
interest or portion thereof shall be

measured by the difference between the
amount received upon such withdrawal
and the adjusted basis of the partici-
pating interest or portion thereof with-
drawn plus the additions prescribed in
paragraph (c) of this section and minus
the reductions prescribed in paragraph
(d) of this section. The amount re-
ceived by the participant shall be the
sum of any money plus the fair market
value of property (other than money)
received upon such withdrawal. The
basis of the participating interest or
portion thereof withdrawn shall be the
sum of any money plus the fair market
value of any property (other than
money) contributed by the participant
to the common trust fund to acquire
the participating interest or portion
thereof withdrawn. Such basis shall
not be reduced on account of the seg-
regation of any investment in the com-
mon trust fund pursuant to the provi-
sions of 12 CFR 9.18(b)(7) (or, for peri-
ods before September 28, 1962, 12 CFR
206.17(c)(7)). For the purpose of making
the adjustments, additions, and reduc-
tions with respect to basis as pre-
scribed in this paragraph, the ward,
rather than the guardian, shall be
deemed to be the participant; and the
grantor, rather than the trust, shall be
deemed to be the participant, to the ex-
tent that the income of the trust is
taxable to the grantor under subpart E
(section 671 and following), part I, sub-
chapter J, chapter 1 of the Code.

(c) Additions to basis. As prescribed in
paragraph (b) of this section, in com-
puting the gain or loss upon the with-
drawal of a participating interest or
portion thereof, there shall be added to
the basis of the participating interest
or portion thereof withdrawn an
amount equal to the aggregate of the
following items (to the extent that
they were properly allocated to the
participant for a taxable year of the
common trust fund and were not dis-
tributed to the participant prior to
withdrawal):

(1) Wholly exempt income of the
common trust fund for any taxable
year,

(2) Net income of the common trust
fund for the taxable years beginning
after December 31, 1935, and prior to
January 1, 1938,
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(3) Net short-term capital gain of the
common trust fund for each taxable
year beginning after December 31, 1937,

(4) The excess of the gains over the
losses recognized to the common trust
fund upon sales or exchanges of capital
assets held (i) for more than 18 months
for taxable years beginning after De-
cember 31, 1937, and before January 1,
1942, (ii) for more than 6 months for
taxable years beginning after Decem-
ber 31, 1941, and before January 1, 1977,
(iii) for more than 9 months for taxable
years beginning in 1977, and (iv) for
more than 1 year for taxable years be-
ginning after December 31, 1977, and

(5) Ordinary net or taxable income of
the common trust fund for each tax-
able year beginning after December 31,
1937.

(d) Reductions in basis. As prescribed
in paragraph (b) of this section, in com-
puting the gain or loss upon the with-
drawal of a participating interest or
portion thereof, the basis of the par-
ticipating interest or portion thereof
withdrawn shall be reduced by such
portions of the following items as were
allocable to the participant with re-
spect to the participating interest or
portion thereof withdrawn:

(1) The amount of the excess of the
allowable deductions of the common
trust fund over its gross income for the
taxable years beginning after Decem-
ber 31, 1935, and before January 1, 1938,
and

(2) The amount of the net short-term
capital loss, net long-term capital loss,
and ordinary net loss of the common
trust fund for each taxable year begin-
ning after December 31, 1937.

(e) Effective date. The eighth sentence
of paragraph (a) of this section is effec-
tive for combinations and divisions of
common trust funds completed on or
after May 2, 1996.

[T.D. 6500, 25 FR 11737, Nov. 26, 1960, as
amended by T.D. 6651, 28 FR 4950, May 17,
1963; T.D. 7935, 49 FR 1695, Jan. 13, 1984; T.D.
8662, 61 FR 19546, May 2, 1996; 61 FR 39072,
July 26, 1996]

§ 1.584–5 Returns of banks with re-
spect to common trust funds.

For rules applicable to filing returns
of common trust funds, see section 6032
and the regulations thereunder.

§ 1.584–6 Net operating loss deduction.
The net operating loss deduction is

not allowed to a common trust fund.
Each participant in a common trust
fund, however, will be allowed the ben-
efits of such deduction. In the com-
putation of such deduction, a partici-
pant in a common trust fund shall take
into account its pro rata share of items
of income, gain, loss, deduction, or
credit of the common trust fund. The
character of any such item shall be de-
termined as if the participant had real-
ized such item directly from the source
from which realized by the common
trust fund, or incurred such item in the
same manner as incurred by the com-
mon trust fund.

§ 1.585–1 Reserve for losses on loans of
banks.

(a) General rule. As an alternative to
a deduction from gross income under
section 166(a) for specific debts which
become worthless in whole or in part, a
financial institution to which section
585 and this section apply shall be al-
lowed a deduction under section 585(a)
(or, for taxable years beginning before
January 1, 1987, section 166(c)), for a
reasonable addition to a reserve for bad
debts provided such financial institu-
tion has adopted or adopts the reserve
method of treating bad debts in accord-
ance with paragraph (b) of § 1.166–1. In
the case of such a taxpayer the amount
of the reasonable addition to such re-
serve for a taxable year beginning after
July 11, 1969, shall be an amount deter-
mined by the taxpayer which does not
exceed the amount computed under
§ 1.585–2. Such reasonable addition for
the taxable year shall be an amount at
least equal to the amount provided by
§ 1.585–2(a)(2). For each taxable year the
taxpayer must include in its income
tax return (or amended return) for that
year a computation of the amount of
the addition determined under this sec-
tion showing the method used to deter-
mine that amount. The use of a par-
ticular method in the return for a tax-
able year is not a binding election by
the taxpayer to apply such method ei-
ther for such taxable year or for subse-
quent taxable years. A financial insti-
tution to which section 585 and this
section apply which adopts the reserve
method is not entitled to charge off
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any bad debts pursuant to section
166(a) with respect to a loan (as defined
in § 1.585–2(e)(2). Except as provided by
§ 1.585–3, the reserve for bad debts of a
financial institution to which section
585 and this section apply shall be es-
tablished and maintained in the same
manner as is provided by section 585
(or, for taxable years beginning before
January 1, 1987, section 166(c)) and
theregulations under section 166 with
respect to reserves for bad debts. Ex-
cept as provided by this section, no de-
duction is allowable for an addition to
a reserve for losses on loans as defined
in § 1.585–2(e)(2) of a financial institu-
tion to which section 585 and this sec-
tion apply. For rules relating to deduc-
tion with respect to debts which are
not loans (as defined in § 1.585–2(e)(2)),
see section 166(a) and the regulations
thereunder. For rules relating to a debt
evidenced by a security (as defined in
section 165(g)(2)(C), see sections 166 and
582(a) and the regulations thereunder.
For the definition of certain terms, see
paragraph (e) of § 1.585–2. For rules re-
lating to a transaction to which sec-
tion 381(a) applies, see § 1.585–4. For
rules relating to large banks, see
§§ 1.585–5 through 1.585–8.

(b) Application of section—(1) In gen-
eral. Except as provided in paragraph
(b)(2) of this section, section 585 and
this section apply to the following fi-
nancial institutions—

(i) Any bank (as defined in section 581
and the regulations thereunder) other
than a mutual savings bank, domestic
building and loan association, or coop-
erative bank, to which section 593 ap-
plies; and

(ii) Any corporation to which para-
graph (b)(1)(i) of this section would
apply except for the fact that it is a
foreign corporation and in the case of
any such foreign corporation, the rules
provided by section 585(a) and (b), this
section, §§ 1.585–2, 1.585–3, and 1.585–4
apply only with respect to loans out-
standing the interest on which is effec-
tively connected with the conduct of a
banking business within the United
States.

(2) Exception. For taxable years be-
ginning after December 31, 1986, section
585(a) and (b) and this section do not
apply to any large bank (as defined in
§ 1.585–5(b)). For these years, a large

bank may not deduct any amount
under section 585 or any other section
for an addition to a reserve for bad
debts.

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

[T.D. 7532, 43 FR 3109, Jan. 23, 1978, as amend-
ed by T.D. 8513, 58 FR 68757, Dec. 29, 1993; 59
FR 15502, Apr. 1, 1994]

§ 1.585–2 Addition to reserve.

(a) In general—(1) Maximum addition.
For taxable years beginning before
January 1, 1988, the maximum reason-
able addition to the reserve for losses
on loans as defined in paragraph (e)(2)
of this section is the amount allowable
under the percentage method provided
by paragraph (b) of this section or the
experience method provided by para-
graph (c) of this section, whichever is
greater. For taxable years beginning
after December 31, 1987, the maximum
reasonable addition to the reserve for
losses on loans is the amount deter-
mined under the experience method
provided by paragraph (c) of this sec-
tion.

(2) Minimum addition. For taxable
years beginning after December 31,
1976, and before January 1, 1988, a tax-
payer to which this section applies
shall make a minimum addition to the
reserve for losses on loans as defined in
paragraph (e)(2) of this section. For
purposes of this subparagraph, the
term minimum addition means an addi-
tion to the reserve for losses on loans
in an amount equal to the lesser of (i)
the amount allowable under section 585
(b)(3)(A) and paragraph (c)(1)(ii) of this
section, or (ii) the maximum amount
allowable under section 585 (b)(2) and
paragraph (b) of this section. For tax-
able years beginning after December 31,
1987, a taxpayer to which this section
applies shall make a minimum addi-
tion to the reserve for losses on loans
for each taxable year in an amount
equal to the amount allowable under
section 585 (b)(3)(A) and paragraph
(c)(1)(ii) of this section.

(b) Percentage method—(1) In general—
(i) Maximum addition. Except as limited
under subparagraph (2) of this para-
graph, the maximum reasonable addi-
tion to the reserve for losses on loans
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under the percentage method for a tax-
able year is the amount determined
under paragraph (b)(1) (ii), (iii), or (iv)
of this section, whichever is applicable.
For purposes of this paragraph, the
term allowable percentage means 1.8 per-
cent for taxable years beginning before
1976; 1.2 percent for taxable years be-
ginning after 1975 but before 1982; 1.0
percent for taxable years beginning in
1982; and 0.6 percent for taxable years
beginning after 1982 and before 1988.
This paragraph does not apply for tax-
able years beginning after 1987.

(ii) Reserve less than allowable percent-
age of eligible loans. (A) If the reserve
for losses on loans as of the close of the
base year is less than the allowable
percentage for the taxable year multi-
plied by the eligible loans outstanding
at the close of the base year, the
amount determined under this subdivi-
sion for the taxable year is the amount
necessary to increase the balance of
the reserve for losses on loans as of the
close of the taxable year to an amount
equal to the allowable percentage for
the taxable year multiplied by the eli-
gible loans outstanding at the close of
that year, except that the amount de-
termined with respect to the reserve
deficiency shall not exceed one-fifth of
the reserve deficiency. For purposes of
this section, the term reserve deficiency
means the excess of the allowable per-
centage for the taxable year multiplied
by the eligible loans outstanding at the
close of the base year over the reserve
forlosses on loans as of the close of the
base year. Where a taxpayer has recov-
eries of bad debts for a taxable year
which exceed the bad debts sustained
for such year, the taxpayer is not re-
quired to reduce its otherwise permis-
sible current addition by the amount of
the net recovery. A reasonable addition
attributable to an increase in eligible
loans outstanding at the close of the
taxable year over eligible loans out-
standing at the close of the base year
may be made only for the portion of
such increase which does not exceed
the excess of eligible loans outstanding
at the close of the taxable year over
the sum of the amount of eligible loans
outstanding at the close of the base
year and the amount of previous in-
creases in such loans for which an addi-
tion was made in taxable years ending

after the close of the base year. For
purposes of this subdivision, the order
in which the factors which make up the
annual reserve addition shall be
claimed is:

(1) An amount equal to one-fifth of
the reserve deficiency;

(2) Net bad debts charged to the re-
serve; and

(3) An amount attributable to an in-
crease in the amount of eligible loans
outstanding.

(B) For its first taxable year, a newly
organized financial institution to
which § 1.585–1 and this section apply
shall be considered to have no reserve
deficiency. For example, a new finan-
cial institution would compute its an-
nual reserve addition by including in
such addition an amount not in excess
of the sum of (1) the amount of its net
bad debts charged to the reserve for the
taxable year, and (2) the allowable per-
centage of the increase in its eligible
loans outstanding at the close of the
taxable year over the amount of its
loans outstanding (zero) at the end of
the year preceding its first taxable
year. Such amount would be subject to
the 0.6 percent limitations provided in
subparagraph (2) of the paragraph.

(C) The application of the rules pro-
vided by this subdivision may be illus-
trated by the following example:

Example. The X Bank is a commercial bank
which has a calendar year as its taxable
year. X adopted the reserve method of ac-
counting for bad debts in 1950. On December
31, 1969, X has $1,000,000 of outstanding eligi-
ble loans and a balance of $13,000 in its re-
serve for losses on loans. The base year is
1969 and, consequently, X has a reserve defi-
ciency of $5,000 ((1.8%×$1,000,000)¥$13,000).

(a) During 1970, X has net bad debts of
$1,000 charged to the reserve for losses on
loans. On December 31, 1970, X has $1,050,000
of outstanding eligible loans. The maximum
reasonable addition under the percentage
method is $2,900 which consists of $1,000 of re-
serve deficiency (1⁄5×$5,000), the $1,000 in net
bad debts charged to the reserve for losses on
loans, and $900 attributable to the increase
in the balance of eligible loans
(1.8%×($1,050,000¥$1,000,000)). Assuming that
X makes an addition to the reserve for losses
on loans of $2,900 for the year, the balance of
the reserve as of December 31, 1970 is $14,900
($13,000¥$1,000+$2,900).

(b) During 1971, X has net bad debts of
$1,000 charged to the reserve for losses on
loans. On December 31, 1971, X has $800,000 of
outstanding eligible loans. The allowable
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percentage of eligible loans is $14,400
(1.8%×$800,000). The maximum reasonable ad-
dition under the percentage method is $500
which is a portion of one-fifth of the reserve
deficiency. Assuming that X makes an addi-
tion to the reserve for losses on loans of $500
for the year, the balance of the reserve as of
December 31, 1971, is $14,400
($14,900¥$1,000+$500).

(c) During 1972, X has net bad debts of $600
charged to the reserve for losses on loans. On
December 31, 1972, X has $850,000 of out-
standing eligible loans. The allowable per-
centage of eligible loans is $15,300
(1.8%×$850,000). The maximum reasonable ad-
dition under the percentage method is $1,500
which consists of $1,000 of reserve deficiency
(1⁄5×$5,000) and $500 of the net bad debts
charged to the reserve for losses on loans in
1971. Even though the full addition with re-
spect to the reserve deficiency in 1971 was
not made, the amount of the addition that
can be made in 1972 with respect to the re-
serve deficiency is limited to one-fifth of
such deficiency. Assuming that X makes an
addition to the reserve for losses on loans of
$1,500 for the year, the balance of the reserve
as of December 31, 1972, is $15,300
($14,400¥$600+$1,500).

(d) During 1973, X did not have any net bad
debts charged to the reserve for losses on
loans. On December 31, 1973, X has $1,000,000
of outstanding eligible loans. The allowable
percentage of eligible loans is $18,000
(1.8%×$1,000,000). The maximum reasonable
addition under the percentage method is
$2,100 which consists of $1,000 of reserve defi-
ciency (1⁄5×$5,000), $500 of net bad debts
charged to the reserve for losses in 1971, and
$600 of net bad debts charged to the reserve
in 1972. Although outstanding eligible loans
increased from $850,000 in 1972 to $1,000,000 in
1973, no addition is permitted with respect to
the increase because the amount of eligible
loans outstanding at the close of 1973
($1,000,000) does not exceed the sum of the
amount of such loans at the close of the base
year ($1,000,000) and the amount of previous
increases in such loans for which an addition
was made in taxable years ending after the
close of the base year ($50,000 loan increase
in 1970). Assuming that X makes an addition
to the reserve for losses on loans of $2,100,
the balance of the reserve as of December 31,
1973, is $17,400 ($15,300+$2,100).

(iii) Reserve equal to or greater than al-
lowable percentage and eligible loans
have not declined. If the reserve for
losses on loans as of the close of the
base year is equal to or greater than
the allowable percentage for the tax-
able year multiplied by the eligible
loans outstanding at the close of the
base year and if the amount of eligible
loans outstanding at the close of the

taxable year is equal to or greater than
the amount of eligible loans out-
standing at the close of the base year,
the amount determined under this sub-
division is the amount necessary to in-
crease the reserve to the greater of (A)
the allowable percentage for the tax-
able year multiplied by the eligible
loans outstanding at the close of the
year, or (B) the balance of the reserve
as of the close of the base year. The ap-
plication of the rule provided by this
subdivision may be illustrated by the
following example:

Example. The M Bank is a commercial bank
which has a calendar year as its taxable
year. M adopted the reserve method of ac-
counting for bad debts in 1950. On December
31, 1969, M has $1,000,000 of outstanding eligi-
ble loans and a balance of $20,000 in its re-
serve for losses on loans.

(a) During 1970, M has net bad debts of
$1,000 charged to the reserve for losses on
loans. On December 31, 1970, M has $1,100,000
of outstanding eligible loans. The allowable
percentage of eligible loans is $19,800
(1.8%×$1,100,000). The maximum reasonable
addition under the percentage method is
$1,000 which is the amount sufficient to in-
crease the balance of the reserve as of the
close of the taxable year to the balance of
the reserve as of the close of the 1969 base
year ($20,000). Assuming that M makes an ad-
dition to the reserve for losses on loans of
$1,000 for the year, the balance of the reserve
as of December 31, 1970, is $20,000
($20,000¥$1,000+$1,000).

(b) During 1971, M has net bad debts of
$1,000 charged to the reserve for losses on
loans. On December 31, 1971, M has $1,300,000
of outstanding eligible loans. The allowable
percentage of eligible loans is $23,400
(1.8%×$1,300,000). The maximum reasonable
addition under the percentage method is
$4,400 which is the amount sufficient to in-
crease the balance of the reserve to the al-
lowable percentage of eligible loans out-
standing at the close of the taxable year. As-
suming that M makes an addition to the re-
serve for losses on loans of $4,400 for the
year, the balance of the reserve as of Decem-
ber 31, 1971, is $23,400 ($20,000¥$1,000+$4,400).

(c) During 1972, M has net bad debts of
$1,000 charged to the reserve for losses on
loans. On December 31, 1972, M has $1,200,000
of outstanding eligible loans. The allowable
percentage of eligible loans is $21,600
(1.8%×$1,200,000). No reasonable addition may
be made under the percentage method be-
cause the reserve for losses on loans ($22,400,
i.e., $23,400¥$1,000) is greater than the allow-
able percentage of eligible loans outstanding
at the close of the taxable year ($21,600) and
the balance of the reserve as of the close of
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the base year ($20,000). Assuming that no
amount is added under the experience meth-
od provided by paragraph (c) of this section,
the balance of the reserve for losses on loans
as of December 31, 1972, is $22,400
($23,400¥$1,000).

(d) During 1973, M has net bad debts of
$1,000 charged to the reserve for losses on
loans. On December 31, 1973, M has $1,200,000
of outstanding eligible loans. The allowable
percentage of eligible loans is $21,600
(1.8%×$1,200,000). The maximum reasonable
addition under the percentage method is $200
which is the amount sufficient to increase
the reserve for losses on loans to the allow-
able percentage of eligible loans outstanding
at the close of the taxable year. Assuming
that M makes an addition to the reserve for
losses on loans of $200 for the year, the bal-
ance of the reserve as of December 31, 1973, is
$21,600 ($22,400¥$1,000+$200).

(iv) Reserve greater than allowable per-
centage and eligible loans have declined.
If the reserve for losses on loans as of
the close of the base year is equal to or
greater than the allowable percentage
of eligible loans outstanding at such
time and if the amount of eligible
loans at the close of the taxable year is
less than the amount of eligible loans
outstanding at the close of the base
year, the amount determined under
this subdivision is the amount nec-
essary to increase the balance of the
reserve to the amount which bears the
same ratio to eligible loans out-
standing at the close of the taxable
year as the balance of the reserve as of
the close of the base year bears to the
amount of eligible loans outstanding at
the close of the base year. The applica-
tion of the rule provided by this sub-
division may be illustrated by the fol-
lowing example:

Example. The N Bank is a commercial bank
which has a calendar year as its taxable
year. N adopted the reserve method of ac-
counting for bad debts in 1950. On December
31, 1969, N has $1,000,000 of outstanding eligi-
ble loans and a balance of $20,000 in its re-
serve for losses on loans.

(a) During 1970, N has net bad debts of
$3,000 charged to the reserve for losses on
loans. On December 31, 1970, N has $900,000 of
outstanding eligible loans. The maximum
reasonable addition under the percentage
method is $1,000, which is the amount nec-
essary to increase the balance of the reserve
to the amount ($18,000) which bears the same
ratio to eligible loans outstanding at the
close of the taxable year ($900,000) as the bal-
ance of the reserve as of the close of the base
year ($20,000) bears to the amount of the eli-

gible loans outstanding at the close of the
base year ($1,000,000). Assuming that N
makes an addition to the reserve for losses
on loans of $1,000 for the year, the balance of
the reserve as of December 31, 1970, is $18,000
($20,000¥$3,000+$1,000).

(b) During 1971, N has net bad debts of
$1,000 charged to the reserve for losses on
loans. On December 31, 1971, N has $1,100,000
of outstanding eligible loans. The maximum
reasonable addition under the percentage
method, determined under subdivision (iii) of
this subparagraph, is $3,000 which is the
amount necessary to increase the balance of
the reserve to the greater of the allowable
percentage of eligible loans outstanding at
the close of the taxable year ($19,800) or the
balance of the reserve at the close of the
base year ($20,000). Assuming that N makes
an addition to the reserve for losses on loans
of $3,000 for the year, the balance of the re-
serve as of December 31, 1971 is $20,000
($18,000¥$1,000+$3,000).

(2) Limitations. Notwithstanding any
other provision of this paragraph, the
maximum reasonable addition to the
reserve for losses on loans under the
percentage method shall not exceed the
greater of:

(i) Six-tenths of 1 percent of the eli-
gible loans outstanding at the close of
the taxable year, or

(ii) An amount sufficient to increase
the reserve for losses on loans at the
close of the taxable year to six-tenths
of 1 percent of the eligible loans out-
standing at the close of the taxable
year.

The application of the rules provided
by this subparagraph may be illus-
trated by the following example:

Example. The Y Bank begins business as a
commercial bank on July 1, 1974. Y adopts
the calendar year as its taxable year and the
reserve method of accounting for bad debts.

(a) During 1974, Y has net bad debts of
$1,000. On December 31, 1974, Y has $1,000,000
of outstanding eligible loans. Under subpara-
graph (1)(ii)(B) of this paragraph, because Y
is a newly-organized financial institution,
there is no reserve deficiency. Except for the
limitations of this subparagraph, the max-
imum reasonable addition under subpara-
graph (1)(ii)(A) of this paragraph would be
the amount of net bad debts charged to the
reserve for losses ($1,000) plus the allowable
percentage of outstanding eligible loans at
the close of the taxable year $18,000
(1.8%×$1,000,000). However, because of the
limitations of this subparagraph, the max-
imum reasonable addition to the reserve for
losses on loans under the percentage method
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is an amount sufficient to increase the bal-
ance of the reserve for losses on loans to
$6,000 which is 0.6 percent of the eligible
loans outstanding at the close of the taxable
year. Assuming that Y makes an addition to
the reserve for losses on loans of $7,000 for
the year, the balance of the reserve as of De-
cember 31, 1974, is $6,000 ($7,000¥$1,000). The
$7,000 consists of the $1,000 in net bad debts
and $6,000 attributable to the increase in eli-
gible loans outstanding.

(b) During 1975, Y has net bad debts of
$1,000 charged to the reserve for losses on
loans. On December 31, 1975, Y has $1,000,000
of outstanding eligible loans. Except for the
limitations of this subparagraph, the max-
imum reasonable addition under subpara-
graph (1)(ii)(A) of this paragraph would be
the amount of net bad debts charged to the
reserve for losses ($1,000) plus an amount at-
tributable to the increase in the amount of
eligible loans outstanding with respect to
which no reasonable addition was allowed in
1974 ($12,000, i.e., $18,000¥$6,000). However, be-
cause of the limitations of this paragraph,
the maximum reasonable addition to the re-
serve for losses on loans under the percent-
age method is $6,000 which is an amount
equal to 0.6 percent of the eligible loans out-
standing at the close of the taxable year.
This amount consists of net bad debts of
$1,000 and $5,000 attributable to a portion of
the increase in eligible loans in 1974 with re-
spect to which no reasonable addition was al-
lowable for 1974. Assuming that Y makes an
addition to the reserve for losses on loans of
$6,000 for the year, the balance of the reserve
as of December 31, 1975, is $11,000
($6,000¥$1,000+$6,000).

(c) During 1976, Y has net bad debts
charged to the reserve for losses on loans of
$1,000. On December 31, 1976, Y has $1,000,000
in outstanding eligible loans. At the close of
1975 (Y’s base year for 1976), the amount of
outstanding eligible loans was also $1,000,000.
Consequently, there is a reserve deficiency of
$1,000 ((1.2%×$1,000,000)—$11,000). The max-
imum reasonable addition to the reserve for
losses under subparagraph (1)(ii)(A) of this
paragraph is $1,200 which consists of one-
fifth of the reserve deficiency ($1,000×1⁄5=$200)
and the net bad debts charged to the reserve
for losses on loans for the year ($1,000). Be-
cause that amount is less than 0.6 percent of
the eligible loans outstanding at the close of
the taxable year (0.6%×$1,000,000=$6,000), the
limitations of this subparagraph do not
apply. Assuming that Y makes an addition
to the reserve for losses on loans of $1,200 for
the year, the balance of the reserve as of De-
cember 31, 1976, is $11,200
($11,000¥$1,000+$1,200).

(c) Experience method—(1) In general—
(i) Maximum addition. The amount de-
termined under this paragraph for a
taxable year is the amount necessary

to increase the balance of the reserve
for losses on loans (as of the close of
the taxable year) to the greater of the
amount determined under subdivision
(ii) or (iii) of this subparagraph. For
special rules for a new financial insti-
tution, see subparagraph (2) of this
paragraph.

(ii) Six-year moving average amount.
The amount determined under this sub-
division is the amount which bears the
same ratio to loans outstanding at the
close of the taxable year as (A) the
total bad debts sustained during the
taxable year and the 5 preceding tax-
able years (or, with the approval of the
Commissioner, a shorter period), ad-
justed for recoveries of bad debts dur-
ing such period, bears to (B) the sum of
the loans outstanding at the close of
such 6 (or fewer) taxable years. For
purposes of applying this subdivision, a
period shorter than 6 years generally
would be appropriate only where there
is a change in the type of a substantial
portion of the loans outstanding such
that the risk of loss is substantially in-
creased. For example, if the major por-
tion of a bank’s portfolio of loans
changes fromagricultural loans to in-
dustrial loans which results in a sub-
stantial increase in the risk of loss, a
period shorter than 6 years may be ap-
propriate. Similarly, a bank which has
recently altered its lending practices
to include in its portfolio of loans con-
sumer-installment loans, when it had
previously made only commercial
loans, may also qualify to use a period
shorter than six years. A decline in the
general economic conditions in the
area, which substantially increase the
risk of loss, is a relevant factor which
may be considered. In any case, how-
ever, approval to use a shorter period
will not be granted unless the taxpayer
supplies specific evidence that the
loans outstanding at the close of the
taxable years for the shorter period re-
quested are not comparable in nature
and risk to loans outstanding at the
close of the six taxable years. The fact
that a bank’s bad debt experience has
shown a substantial increase is not, by
itself, sufficient to justify use of a
shorter period. If approval is granted to
use a shorter period, the experience for
those taxable years which are excluded
shall not be used for any subsequent
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year. A request for approval to exclude
the experience of a prior taxable year
shall not be considered unless it is sent
to the Commissioner at least 30 days
before the close of the first taxable
year for which such approval is re-
quested.

(iii) Base year amount. The amount
determined under this subdivision is
the lower of (A) the balance of the re-
serve as of the close of the base year,
or (B) if the amount of loans out-
standing at the close of the taxable
year is less than the amount of loans
outstanding at the close of the base
year, the amount which bears the same
ratio to loans outstanding at the close
of the taxable year as the balance of
the reserve as of the close of the base
year bears to the amount of loans out-
standing at the close of the base year.

(2) Special rules for new financial insti-
tutions—(i) In general. In the case of
any taxable year preceded by less than
5 authorization years (as defined in
paragraph (e)(5) of this section), sub-
paragraph (1) of this paragraph shall be
applied with the adjustments provided
by subdivision (ii) of this subpara-
graph.

(ii) Adjustments. (A) The total bad
debts for the 6-year period computed
under subparagraph (1)(ii)(A) of this
paragraph shall be the sum of:

(1) The bad debts sustained by the
taxpayer during its authorization
years, adjusted for recoveries of bad
debts for such years, and

(2) That fraction of the total bad
debts sustained by a comparable bank
(as defined in paragraph (e)(7) of this
section) during the comparison years
(as defined in paragraph (e)(6) of this
section), adjusted for recoveries of bad
debts for such years, which bears the
same ratio to such total as the average
loans outstanding of the taxpayer dur-
ing the authorization years bears to
the average loans outstanding of the
comparable bank during the compari-
son years.

(B) The total amount of loans out-
standing during the 6-year period com-
puted under subparagraph (1)(ii)(B) of
this paragraph shall be six times the
average loans outstanding of the tax-
payer during the authorization years.

(d) Change in accounting method from
specific charge-off method to reserve

method of treating bad debts—(1) In gen-
eral. If a bank is granted permission in
accordance with § 1.446–1(e)(3) to change
its method of accounting for bad debts
from a method under which specific
bad debt items are deducted to the re-
serve method of treating bad debts, the
taxpayer shall effect the change as pro-
vided in subparagraphs (2) and (3) of
this paragraph.

(2) Initial balance of the reserve. The
initial balance of the reserve at the
close of the year of change shall be no
less than the minimum addition as de-
scribed in paragraph (a)(2) of this sec-
tion and shall be no larger than the
greater of:

(i) The allowable percentage of eligi-
ble loans outstanding at the close of
the taxable year of change, or

(ii) The amount which bears the same
ratio to loans outstanding at the close
of the taxable year as the total bad
debts sustained during the taxable year
and the 5 preceding taxable years (or,
with the approval of the Commissioner,
a shorter period), adjusted for recov-
eries of bad debts during such period,
bears to the sum of the loans out-
standing at the close of such 6 or fewer
taxable years.
In the case of taxable years beginning
after 1987, the initial balance of the re-
serve at the end of the year of change
shall be the amount specified in sub-
division (ii) of this subparagraph.

(3) Deduction with respect to initial bal-
ance. The deduction with respect to the
initial balance of the reserve at the
close of the taxable year of change, de-
termined under subparagraph (2) of this
paragraph, is allowable ratably over a
period of 10 years commencing with the
taxable year of change (or a shorter pe-
riod as may be approved by the Com-
missioner). Thus, the bad debt deduc-
tion under section 166 for the taxable
year of change will consist of the
amount of debts determined to be
wholly or partially worthless and
charged-off during such taxable year
plus one-tenth (if a 10-year period is
used) of the amount of the reserve de-
termined under subparagraph (2) of this
paragraph. For each of the 9 taxable
years following the taxable year of
change, the bad debt deduction will
consist of the reasonable addition to
the reserve for bad debts for each such
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year as provided by section 585, as oth-
erwise determined, plus one-tenth of
the amount determined to be theinitial
balance of the reserve under subpara-
graph (2) of this paragraph. The
amount established as a bad debt re-
serve for the taxable year of change
under subparagraph (2) of this para-
graph shall be considered as the bal-
ance of the reserve for purposes of de-
termining the amount of subsequent
additions to such reserve, even though
the entire amount of the reserve may
not have been deducted under section
585(a)(1) or former section 166(c) be-
cause of the requirement that it be de-
ducted over a number of years.

(e) Definitions—(1) Base year—(i) Per-
centage method. For purposes of para-
graph (b) of this section (relating to
the percentage method), the term base
year means: For years beginning before
1976, the last taxable year beginning on
or before July 11, 1969; for taxable
years beginning after 1975 but before
1983, the last taxable year beginning
before 1976; and, for taxable years be-
ginning after 1982, the last taxable year
beginning before 1983. However, for pur-
poses of section 585(b)(2)(A) the term
base year means the last taxable year
before the most recent adoption of the
percentage method, if later than the
base year as determined under the pre-
ceding sentence.

(ii) Experience method. For purposes of
paragraph (c) of this section (relating
to the experience method), the term
base year means (A) the last taxable
year before the most recent adoption of
the experience method, or (B) the last
taxable year beginning on or before
July 11, 1969, which ever is later; and
for taxable years beginning after 1987,
the last taxable year beginning before
1988.

(iii) Example. The application of the
rules provided by this subparagraph
may be illustrated by the following ex-
ample:

Example. The T Bank is a commercial bank
which has a calendar year as its taxable
year. T adopted the reserve method of ac-
counting for bad debts in 1950. On December
31, 1969, T has $1,000,000 of outstanding eligi-
ble loans and a balance of $19,300 in its re-
serve for losses on loans.

(a) During 1970, T has net bad debts of
$1,000 charged to the reserve for losses on
loans. On December 31, 1970, T has $1,050,000

of outstanding eligible loans. T elects the
percentage method. The base year is 1969.
The maximum reasonable addition under the
percentage method of $1,000 which is the
amount sufficient to increase the balance of
the reserve as of the close of the taxable year
to the balance of the reserve as of the close
of the base year 1969 ($19.300). Assuming that
T makes an addition to the reserve for losses
on loans of $1,000 for the year, the balance of
the reserve for losses on loans as of Decem-
ber 31, 1970, is $19,300 ($19,300¥$1,000+$1,000).

(b) During 1971, T has net bad debts of
$8,000 charged to the reserve for losses on
loans. On December 31, 1971, T has $1,100,000
of outstanding eligible loans. T elects the ex-
perience method. The base year is 1970. The
maximum reasonable addition under the ex-
perience method is $8,000 which is the
amount sufficient to increase the balance of
the reserve as of the close of the taxable year
to the balance of the reserve as of the close
of the 1970 base year ($19,300). Assuming that
T makes an addition to the reserve for losses
on loans of $8,000 for the year, the balance of
the reserve for losses on loans as of Decem-
ber 31, 1971, is $19,300, ($19,300¥$8,000+$8,000).

(c) During 1972, T has net bad debts of
$1,000 charged to the reserve for losses on
loans. On December 31, 1972, T has $1,200,000
of outstanding eligible loans. T elects the
percentage method. The base year is 1971 and
there is a reserve deficiency of $500
((1.8%×$1,100,000)¥$19,300). The maximum
reasonable addition under the percentage
method is $2,900 which consists of $100 of re-
serve deficiency (1⁄5×$500), the $1,000 in net
bad debts charged to the reserve for losses on
loans, and $1,800 attributable to the increase
in the balance of eligible loans
(1.8%×($1,200,000¥$1,100,000)). Assuming that
T makes an addition to the reserve for losses
on loans of $2,900 for the year, the balance of
the reserve for losses on loans as of Decem-
ber 31, 1972, is $21,200 ($19,300¥$1,000+$2,900).

(2) Loan—(i) General rule. For pur-
poses of this section and §§ 1.585–1,
1.585–3, and 1.585–4, the term loan
means debt as the term debt is used in
section 166 and the regulations there-
under. The term loan includes (but is
not limited to) the following items:

(A) An overdraft in one or more de-
posit accounts by a customer in good
faith whether or not other deposit ac-
counts of the same customer have bal-
ances in excess of the overdraft;

(B) A bankers acceptance purchased
or discounted by a bank; and

(C) A loan participation to the extent
that the taxpayer bears a risk of loss.

For purposes of (B) of this subdivi-
sion (i), a bankers acceptance shall be
considered as a loan made by the bank
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which purchased or discounted the
bankers acceptance and not a loan
made by the originating bank.

(ii) Exceptions. Notwithstanding the
provisions of subdivision (i) of this sub-
paragraph, the term loan does not in-
clude the following items:

(A) Discount or interest receivable
reflected in the face amount of an out-
standing loan, which discount or inter-
est has not been included in gross in-
come;

(B) For taxable years beginning after
December 31, 1976, commercial paper,
however acquired by the bank, includ-
ing, for example, short-term promis-
sory notes which may be purchased on
the open market;

(C) For taxable years beginning after
December 31, 1976, a debt evidenced by
a security (as defined in section
165(g)(2)(C) and the regulations there-
under);

(D) Any loan which is entered into or
acquired for the primary purpose of en-
larging the otherwise available bad
debt deduction;

(E) Loans which have been contrac-
tually committed to the extent that
funds have not been disbursed to the
borrower or disbursed on behalf of the
borrower; and

(F) Any transaction which is in viola-
tion of a Federal or State statute that
governs the activities of the financial
institution.

(3) Eligible loan—(i) General rule. For
purposes of this section and §§ 1.585–3
and 1.585–4, the term eligible loan means
a loan (as defined in subparagraph (2)
of this paragraph) which is incurred in
the course of the normal customer loan
activities of a financial institution and
which is not a loan described in sub-
division (ii) of this subparagraph. Noth-
ing within the preceding sentence will
be construed to exclude from the term
eligible loan a bona fide loan in a new
market or under a novel repayment ar-
rangement if the likelihood of non-
repayment is at least as great as that
of other customer loans of the financial
institution.

(ii) Exceptions. Loans which do not
constitute eligible loans include:

(A) A loan to a bank (as defined in
section 581 and the regulations there-
under) or to a domestic branch of a for-
eign corporation to which § 1.585–1 ap-

plies, including a repurchase trans-
action or other similar transaction;

(B) Bank funds on deposit in any
bank (foreign or domestic) such as a
deposit represented by a certificate of
deposit or any other form of instru-
ment evidencing the deposit of a sum
of money with the issuing bank that
will be available on or after a stated
date or period of time;

(C) A sale or loan of Federal funds ir-
respective of the purchaser or bor-
rower;

(D) A loan, to the extent that it is di-
rectly or indirectly made to, guaran-
teed by, or insured by the United
States, a possession or instrumentality
thereof, or a State or political subdivi-
sion thereof; and

(E) A loan which is secured by a de-
posit in the lending financial institu-
tion or in a bank as defined in section
581 or a domestic branch of a foreign
corporation to which this section ap-
plies to the extent that the financial
institution has control over with-
drawal of such deposit.

(iii) Definition of loan which is secured
by a deposit. For purposes of subdivi-
sion (ii)(E) of this subparagraph:

(A) A loan is considered secured if
the loan is on the security of any in-
strument which makes the deposit spe-
cific security for the payment of the
loan, provided that such instrument is
of such a nature that in the event of
default the deposit could be subjected
to the satisfaction of the loan;

(B) A deposit includes a guarantee
deposit in the form of a holdback,
pledged collateral that has been re-
duced to cash, and loan payments that
are maintained in a separate account;
and

(C) Control over the withdrawal of a
deposit is evidenced by possession of a
passbook, certificate of deposit, note,
or other similar instrument the posses-
sion of which is normally required to
permit withdrawal. The lending finan-
cial institution does not have control
over withdrawal of the deposit if the
deposit can be withdrawn without con-
sent of the lending financial institu-
tion. Thus, the lending financial insti-
tution normally does not have control
over the withdrawal of a deposit in an
account merely because the borrower

VerDate 11<MAY>2000 10:44 May 03, 2001 Jkt 194086 PO 00000 Frm 00317 Fmt 8010 Sfmt 8010 Y:\SGML\194086T.XXX pfrm13 PsN: 194086T



318

26 CFR Ch. I (4–1–01 Edition)§ 1.585–3

agrees to maintain a minimum, aver-
age, or compensating balance.

(4) Predecessor. For purposes of this
section, the term predecessor means (i)
any taxpayer which transferred more
than 50 percent of the total amount of
its assets to the taxpayer and is de-
scribed in § 1.585–1, or (ii) any prede-
cessor of such predecessor.

(5) Authorization years. For purposes
of this section, the term authorization
years means the number of years, con-
taining 12 complete months, between
(i) the first day of the first full taxable
year of the taxpayer for which it (or
any predecessor) was authorized to do
business as a financial institution de-
scribed in § 1.585–1, and (ii) the taxable
year.

(6) Comparison years. For purposes of
this section, the term comparison years
means those consecutive taxable years
containing 12 complete months of a
comparable bank, the last of which
ends within 12 months immediately
preceding the beginning of the first
taxable year of the taxpayer, which are
equal in number to six minus the num-
ber of authorization years of the tax-
payer.

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

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

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

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

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

§ 1.585–3 Special rules.
(a) Treatment of reserve. For taxable

years beginning after July 11, 1969, if a
financial institution to which section

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

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

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

[T.D. 7532, 43 FR 3114, Jan. 23, 1978, as amend-
ed by T.D. 8513, 58 FR 68757, Dec. 29, 1993]

§ 1.585–4 Reorganizations and asset ac-
quisitions.

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

(b) Base year and base year amounts of
acquiring corporation—(1) Base year. For
transactions to which section 381(a) ap-
plies, the base year of the acquiring
corporation for the first taxable year
ending after the date of distribution or
transfer shall be the last taxable year
ending on or before the date of dis-

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

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

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

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

Example 2. The M Corporation and the N
Corporation are commercial banks. M has a
fiscal year ending September 30, as its tax-
able year and N has a calendar year as its
taxable year. Both M and N adopted the re-
serve method of accounting for bad debts
prior to July 11, 1969. For the taxable years
ending in 1970, 1971, and 1972, M determined
its reasonable addition to a reserve for losses
under the percentage method; for the taxable
year ending in 1973 M adopted the experience
method. For the taxable years 1970 through
1973 N determined its reasonable addition
under the percentage method. M is merged
into N on June 30, 1974, and for its short tax-
able year ending on June 30, 1974, M deter-
mines its reasonable addition under the ex-
perience method. If, for the taxable year end-
ing on December 31, 1974 (thefirst taxable
year ending after the date of distribution or
transfer), N determines its reasonable addi-
tion to a reserve for losses under the per-
centage method, then at the close of the base
year (1973) the reserve balance, the amount
of loans outstanding, and the amount of eli-
gible loans outstanding are the sum of M’s
respective amounts at the close of (a) if M

had a reserve deficiency as of June 30, 1974,
its short taxable year ending on June 30, 1974
(M’s last taxable year before its (N’s) most
recent adoption of the percentage method),
or (b) if M did not have a reserve deficiency,
the taxable year ending on September 30,
1969, and N’s respective amounts at the close
of its taxable year 1979. If, instead of the
above, N adopts the experience method for
the taxable year 1974, then at the close of the
base year the reserve balance, the amount of
outstanding loans, and the amount of eligi-
ble loans outstanding are the sum of M’s re-
spective amounts at the close of its taxable
year ending on September 30, 1972 (the last
taxable year before M’s most recent adoption
of the experience method), and N’s respective
amounts at the close of the taxable year 1973
(the last taxable year ending before N’s most
recent adoption of the experience method).

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

[T.D. 7532, 43 FR 3114, Jan. 23, 1978]

§ 1.585–5 Denial of bad debt reserves
for large banks.

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

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

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

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

(2) Large bank resulting from transfer
by large bank—(i) In general. If a cor-
poration acquires the assets of a large
bank (as defined in this paragraph (b))
in an acquisition to which paragraph
(b)(2) (ii), (iii) or (iv) of this section ap-
plies, the acquiring corporation (the
acquiror) is treated as a large bank for
any taxable year ending after the date
of the acquisition in which it is an in-
stitution described in § 1.585–1(b)(1) (i)
or (ii).

(ii) Transfer of significant portion of
assets where control is retained. This
paragraph (b)(2)(ii) applies to any di-
rect or indirect acquisition of a signifi-
cant portion of a large bank’s assets if,
after the acquisition, the transferor
large bank owns more than 50 percent
(by vote or value) of the outstanding
stock of the acquiror. For this purpose,
stock of an acquiror is considered
owned by a transferor bank if the stock
is owned by any member of a parent-
subsidiary controlled group (as defined
in paragraph (d)(2) of this section) of
which the bank is a member, by any re-
lated party within the meaning of sec-
tion 267(b) or 707(b), or by any person
that received the stock in a trans-
action to which section 355 applies.

(iii) Transfer to which section 381 ap-
plies. This paragraph (b)(2)(iii) applies
to any acquisition to which section
381(a) applies if, immediately after the
acquisition, the acquiror’s principal
method of accounting for bad debts (de-
termined under § 1.381(c)(4)–1(c)(2)) with
respect to its banking business is the
specific charge-off method. In applying
§ 1.381(c)(4)–1(c)(2) for this purpose, the
following rules apply: A transferor
large bank is considered to use the spe-
cific charge-off method for all of its
loans immediately before the acquisi-
tion; an acquiror is considered to use a

reserve method for all of its loans im-
mediately before the acquisition; and
all banking businesses of the acquiror
immediately after the acquisition are
treated as one integrated business. See
§§ 1.585–6(c)(3) and 1.585–7(d)(2) for rules
on the treatment of assets acquired
from large banks in section 381(a)
transactions.

(iv) Transfer of substantially all assets
to related party. This paragraph
(b)(2)(iv) applies to any direct or indi-
rect acquisition of substantially all of
a large bank’s assets if the transferor
large bank and the acquiror are related
parties before or after the acquisition
and a principal purpose of the acquisi-
tion is to avoid treating the acquired
assets as those of a large bank. A
transferor bank and an acquiror are
considered to be related parties for this
purpose if they are members of the
same parent-subsidiary controlled
group (as defined in paragraph (d)(2) of
this section) or related parties within
the meaning of section 267(b) or 707(b).

(3) Examples. The following examples
illustrate the principles of this para-
graph (b):

Example 1. Bank M, a calendar year tax-
payer, is an institution described in § 1.585–
1(b)(1)(i). For its taxable year beginning on
January 1, 1987, M has average total assets of
$600 million. Since M’s average total assets
for 1987 exceed $500 million, M is a large bank
for that year. Pursuant to § 1.585–5(d)(1), 1987
is M’s disqualification year. If M maintained
a bad debt reserve under section 585 for its
immediately preceding taxable year (1986), M
must change in 1987 to the specific charge-off
method of accounting for bad debts, in ac-
cordance with § 1.585–6 or § 1.585–7.

Example 2. Assume the same facts as in Ex-
ample 1. Also assume that in 1988 M disposes
of a portion of its assets and, as a result, M’s
average total assets for taxable year 1988 fall
to $400 million. M remains a large bank for
taxable year 1988 and succeeding taxable
years, since its average total assets for a pre-
ceding taxable year (1987) beginning after
December 31, 1986, exceeded $500 million.

Example 3. Bank P, a calendar year tax-
payer, is an institution described in § 1.585–
1(b)(1)(i). P has average total assets of $300
million for its taxable year beginning on
January 1, 1988. For the same year, P is a
member of a parent-subsidiary controlled
group (within the meaning of § 1.585–5(d)(2))
that has average total assets of $800 million.
In February 1989, the group sells its stock in
P to several individual investors. P is a large
bank for taxable year 1988 because it is a
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member of a group described in § 1.585–
5(b)(1)(ii) for that year. P also is a large bank
for taxable year 1989 and succeeding taxable
years because it was a member of a group de-
scribed in § 1.585–5(b)(1)(ii) for a preceding
taxable year (1988) beginning after December
31, 1986.

Example 4. Assume the same facts as in Ex-
ample 3, except that P’s stock is purchased
by a corporation that is not a large bank
under § 1.585–5(b). Also assume that the pur-
chasing corporation elects under section 338
to treat the stock purchase as an asset ac-
quisition. Under section 338, P is considered
to have sold all of its assets on the purchase
date and is treated as a new corporation that
purchased these assets on the next day.
Since P is treated as a new corporation, its
prior membership in a group described in
§ 1.585–5(b)(1)(ii) does not cause it to be treat-
ed as a large bank for taxable years ending
after the date of its sale by the group. How-
ever, P may be treated as a large bank be-
cause of new membership in such a group or
pursuant to § 1.585–5(b)(1)(i) or (b)(2).

Example 5. Bank Q is a large bank, within
the meaning of § 1.585–5(b)(1), for its taxable
year beginning on January 1, 1988, and hence
for all later years. On March 1, 1989, Q trans-
fers $200 million of its $600 million of assets
to Bank R, a newly created subsidiary, in a
transaction to which section 351 applies;
these assets are R’s only assets. On the same
day, Q then spins off R in a transaction to
which section 355 applies. After these trans-
actions, the shareholders of Q own more than
50 percent of R’s outstanding stock. Al-
though R’s average total assets do not ex-
ceed $500 million, R becomes a large bank on
March 1, 1989, pursuant to § 1.585–5(b)(2)(ii).
These transactions do not affect Q’s status
as a large bank.

Example 6. Bank S is a large bank, within
the meaning of § 1.585–5(b)(1)(ii), for its tax-
able year beginning on January 1, 1987. As a
result, S changes to the specific charge-off
method of accounting for bad debts in that
year. Bank T, which is not a large bank
under § 1.585–5(b), uses the reserve method of
accounting for bad debts. On June 30, 1988, T
acquires substantially all of S’s assets in a
transaction to which section 381(a) applies.
Immediately before the acquisition, S’s
banking business has total assets of $200 mil-
lion, and T’s has total assets of $250 million.
To determine whether T is a large bank
under § 1.585–5(b)(2)(iii) for taxable years end-
ing after the acquisition, it is necessary to
determine T’s principal method of account-
ing for bad debts with respect to its banking
business immediately after the acquisition.
This determination requires an application
of § 1.381(c)(4)–1(c)(2). For this purpose, T’s
original and acquired banking businesses are
treated as an integrated business. Applying
§ 1.381(c)(4)–1(c)(2), it is determined that the
business’s principal method of accounting for

bad debts immediately after the acquisition
is the reserve method. Hence, the acquisition
does not cause T to become a large bank
under § 1.585–5(b)(2)(iii).

(c) Average total assets—(1) In general.
For purposes of paragraph (b)(1) of this
section, and except as otherwise pro-
vided in paragraph (c)(3)(ii) of this sec-
tion, the average total assets of an in-
stitution or group for any taxable year
are determined by—

(i) Computing, for each report date
(as defined in paragraph (c)(2) of this
section) within the taxable year, the
amount of total assets (as defined in
paragraph (c)(3) of this section) held by
the institution or group as of the close
of business on the report date;

(ii) Adding these amounts; and
(iii) Dividing the sum of these

amounts by the number of report dates
within the taxable year.

(2) Report date—(i) Institutions—(A) In
general. A report date for an institution
generally is the last day of the regular
period for which the institution must
report to its primary Federal regu-
latory agency. However, an institution
that is required to report to its pri-
mary Federal regulatory agency more
frequently than quarterly may choose
the last day of the calendar quarter as
its report date, and an institution that
is required to report to its primary
Federal regulatory agency less fre-
quently than quarterly must choose
the last day of the calendar quarter as
its report date. If an institution does
not have a Federal regulatory agency,
its primary State regulatory agency is
considered its primary Federal regu-
latory agency for purposes of this para-
graph (c)(2)(i)(A). In the case of a short
taxable year that does not otherwise
include a report date, the first or last
day of the taxable year is the institu-
tion’s report date for the year.

(B) Alternative report date. In lieu of
the report date prescribed by para-
graph (c)(2)(i)(A) of this section, for
any taxable year an institution may
choose as its report date the last day of
any regular interval in the taxable
year that is more frequent than quar-
terly (such as bi-monthly, monthly,
weekly, or daily).

(ii) Groups. If all members of a par-
ent-subsidiary controlled group have
the same taxable year, a report date
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for the group is the report date, deter-
mined under paragraph (c)(2)(i) of this
section, for any one member of the
group that is an institution described
in § 1.585–1(b)(1) (i) or (ii). The same re-
port date must be used in applying
paragraph (b)(1)(ii) of this section to
all members of the group for a taxable
year. If all members of a parent-sub-
sidiary controlled group do not have
the same taxable year, a report date
for the group must be determined
under similar principles.

(iii) Member of group for only part of
taxable year. If an institution is a mem-
ber of a parent-subsidiary controlled
group for only part of a taxable year,
paragraph (b)(1)(ii) of this section is
applied to the institution for that year
on the basis of the group’s average
total assets for the portion of the year
that the institution is a member of the
group. Thus, only the group’s report
dates (as determined under paragraph
(c)(2)(ii) of this section) that are in-
cluded in that portion of the year are
taken into account in determining the
group’s average total assets for pur-
poses of applying paragraph (b)(1)(ii) of
this section to the institution. If no re-
port date of the group is included in
that portion of the year, the first or
last day of that portion of the year
must be treated as the group’s report
date for purposes of this paragraph
(c)(2)(iii).

(3) Total assets—(i) All corporations.
The amount of total assets held by an
institution or group is the amount of
cash, plus the sum of the adjusted
bases of all other assets, held by the in-
stitution or group. For this purpose,
the adjusted basis of an asset generally
is its basis for Federal income tax pur-
poses, determined under sections 1012,
1016 and other applicable sections of
the Internal Revenue Code. In deter-
mining the amount of total assets held
by a group, any asset of a member of
the group that is an interest in another
member of the group is not to be
counted.

(ii) Foreign corporations. In deter-
mining the amount of total assets held
by a foreign corporation, all of the cor-
poration’s assets are taken into ac-
count, including those that are not ef-
fectively connected with the conduct of
a banking business within the United

States. In the case of a foreign corpora-
tion that is not engaged in a trade or
business in the United States, the ad-
justed basis of an asset must be deter-
mined substantially in accordance with
United States tax principles as pro-
vided in regulations under section 964.
In the case of a foreign corporation
that is engaged in a trade or business
in the United States, the amount of its
average total assets for a taxable year
(within the meaning of paragraph (c)(1)
of this section) is the amount of the
corporation’s average worldwide assets
used for purposes of computing the in-
terest expense deduction allowable
under section 882 and § 1.882–5 for the
taxable year.

(4) Estimated adjusted tax bases—(i) In
general. The amount of the adjusted
Federal income tax bases (tax bases) of
assets held on a report date may be es-
timated, for purposes of applying para-
graph (c)(3) of this section. This esti-
mate must be based on the adjusted
bases of the assets on that date as de-
termined by reference to the asset
holder’s books and records maintained
for financial reporting purposes (book
bases). The estimate must reflect any
change in the ratio between the asset
holder’s tax and book bases of assets
that occurs during the taxable year,
and the estimate must assume that
this change occurs ratably. If an insti-
tution or group member estimates the
tax bases of assets held on any report
date during a taxable year, it must do
so for all assets (other than cash) held
on that report date, and it must do so
for all other report dates during the
year. However, the tax bases of assets
may not be estimated for any report
date that is the first or last day of the
taxable year or that is determined
under paragraph (c)(2)(i)(B) of this sec-
tion.

(ii) Formulas. The estimated amount
of the tax bases of assets held on any
report date during a taxable year is
based on the following variables: The
total book bases of the assets on the
report date (B); the asset holder’s tax/
book ratio as of the close of the pre-
ceding taxable year (R); and the result
(whether positive or negative) obtained
when R is subtracted from the asset
holder’s tax/book ratio as of the close of
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the current taxable year (Y). For pur-
poses of determining R and Y, an asset
holder’s tax/book ratio is the ratio of the
total tax bases of all of the holder’s as-
sets (other than cash), to the total
book bases of those assets. If an asset
holder’s taxable year is the calendar
year and its report date is the last day
of the calendar quarter, its estimated
tax bases of assets held on the first
three report dates of the year are de-
termined under the following formulas:

1st Report Date=B×(R+1⁄4Y)
2nd Report Date=B×(R+1⁄2Y)
3rd Report Date=B×(R+3⁄4Y)

(5) Examples. The following examples
illustrate the principles of this para-
graph (c):

Example 1. Bank U is a fiscal year tax-
payer, and its fiscal year ends on January 31.
U reports to its primary Federal regulatory
agency as of the last day of the calendar
quarter. U does not choose under § 1.585–
5(c)(2)(i)(B) a report date more frequent than
quarterly. Thus, U’s report dates under
§ 1.585–5(c)(2)(i)(A) are March 31, June 30, Sep-
tember 30, and December 31. For its taxable
year beginning on February 1, 1987, U has
total assets (within the meaning of § 1.585–
5(c)(3)) of $480 million on March 31, $490 mil-
lion on June 30, $510 million on September
30, and $540 million on December 31. Thus,
pursuant to § 1.585–5(c)(1), U’s average total
assets for its taxable year beginning on Feb-
ruary 1, 1987, are $505 million.

Example 2. Bank W is a calendar year tax-
payer, and its report date (within the mean-
ing of § 1.585–5(c)(2)(i)(A)) is the last day of
the calendar quarter. Pursuant to § 1.585–
5(c)(4), W chooses to estimate the tax bases
of its assets for 1990. Therefore, W must esti-
mate the tax bases of all of its assets (other
than cash) for its first three report dates in
1990. Since W’s fourth report date (December
31) is the last day of its taxable year, the tax
bases of its assets may not be estimated for
this date. The adjusted tax bases ofall of W’s
assets (other than cash) are $450z on Decem-
ber 31, 1989, and $480z on December 31, 1990.
The book bases of those assets are $500z on
December 31, 1989; $520z on March 31, 1990;
$540z on June 30, 1990; $560z on September 30,
1990; and $600z on December 31, 1990. Applying
the formulas provided in § 1.585–5(c)(4)(ii),
W’s tax/book ratio as of the close of 1989 (R),
is 0.9 (450z/500z). W’s tax/book ratio as of the
close of 1990 is 0.8 (480z/600z). Thus, Y is ¥0.1.
The estimated adjusted tax bases of all of
W’s assets (other than cash) on the first
three report dates of 1990 are as follows:

1 1 4
0 9 1 4 0 1

2 1 2
0 9 1 2 0 1

3 3 4
0 9 3 4 0 1

st B R Y
z
z

nd B R Y
z
z

rd B R Y
z
z

= × +
= × + −
=
= × +
= × + −
=
= × +
= × + −
=

( )
$520 [ . ( . )]
$455

( )
$540 [ . ( . )]
$459

( )
$560 [ . ( . )]
$462

(d) Definitions. The following defini-
tions apply for purposes of this section
and §§ 1.585–6, 1.585–7 and 1.585–8:

(1) Disqualification year. A bank’s dis-
qualification year is its first taxable
year beginning after December 31, 1986,
for which the bank is a large bank
within the meaning of paragraph (b) of
this section.

(2) Parent-subsidiary controlled group.
A parent-subsidiary controlled group
includes all of the members of a con-
trolled group of corporations described
in section 1563(a)(1). The members of
such a group are determined without
regard to whether any member is an ex-
cluded member described in section
1563(b)(2), a foreign entity, or a com-
mercial bank.

(3) Example. The following example il-
lustrates the principles of this para-
graph (d):

Example. Bank X is a large bank within the
meaning of § 1.585–5(b)(1)(i). Bank Y is not a
large bank under § 1.585–5(b), and it main-
tains a bad debt reserve under section 585. In
1988, X purchases all of the stock of Y. If the
acquisition causes Y to become a member of
a parent-subsidiary controlled group de-
scribed in § 1.585–5(b)(1)(ii), Y is a large bank
beginning in its first taxable year that ends
after the date of the acquisition. Pursuant to
§ 1.585–5(d)(1), this year is Y’s disqualification
year. Y must change in this year to the spe-
cific charge-off method of accounting for bad
debts, in accordance with § 1.585–6 or § 1.585–7.

[T.D. 8513, 58 FR 68757, Dec. 29, 1993; 59 FR
15502, Apr. 1, 1994]

§ 1.585–6 Recapture method of chang-
ing from the reserve method of sec-
tion 585.

(a) General rule. This section applies
to any large bank (as defined in § 1.585–
5(b)) that maintained a reserve for bad
debts under section 585 for the taxable
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year immediately preceding its dis-
qualification year (as defined in § 1.585–
5(d)(1)) and that does not elect the cut-
off method set forth in § 1.585–7. Except
as otherwise provided in paragraphs (c)
and (d) of this section, any bank to
which this section applies must include
in income the amount of its net section
481(a) adjustment (as defined in para-
graph (b)(3) of this section) over the
four-year period beginning with the
bank’s disqualification year. If a bank
follows the rules prescribed by
thissection, its change to the specific
charge-off method of accounting for
bad debts in its disqualification year
will be treated as a change in account-
ing method that is made with the con-
sent of the Commissioner. Paragraph
(b) of this section specifies the portion
of the net section 481(a) adjustment to
be included in income in each year of
the recapture period; paragraph (c) of
this section provides rules on the effect
of disposing of loans; and paragraph (d)
of this section provides rules on the
suspension of recapture by financially
troubled banks.

(b) Four-year spread of net section
481(a) adjustment—(1) In general. If a
bank to which this section applies does
not make the election allowed by para-
graph (b)(2) of this section, the bank
must include in income the following
portions of its net section 481(a) adjust-
ment in each year of the four-year re-
capture period: 10 percent in the bank’s
disqualification year; 20 percent in its
first taxable year after its disqualifica-
tion year; 30 percent in its second tax-
able year after its disqualification
year; and 40 percent in its third taxable
year after its disqualification year.

(2) Election to include more than 10 per-
cent in disqualification year. A bank to
which this section applies may elect to
include in income, in its disqualifica-
tion year, any percentage of its net
section 481(a) adjustment that is larger
than 10 percent. Any such election
must be made at the time and in the
manner prescribed by § 1.585–8. If a
bank makes such an election, the bank
must include in income the remainder,
if any, of its net section 481(a) adjust-
ment in the following portions: 2⁄9 of
the remainder in the bank’s first tax-
able year after its disqualification
year; 1⁄3 of the remainder in its second

taxable year after its disqualification
year; and 4⁄9 of the remainder in its
third taxable year after its disquali-
fication year. For this purpose, the re-
mainder of a bank’s net section 481(a)
adjustment is any portion of the ad-
justment that the bank does not elect
to include in income in its disqualifica-
tion year.

(3) Net section 481(a) adjustment. For
purposes of this section, the amount of
a bank’s net section 481(a) adjustment
is the amount of the bank’s reserve for
bad debts as of the close of the taxable
year immediately preceding its dis-
qualification year. Since the change
from the reserve method of section 585
is initiated by the taxpayer, the
amount of the bank’s bad debt reserve
for this purpose is not reduced by
amounts attributable to taxable years
beginning before 1954.

(4) Examples. The following examples
illustrate the principles of this para-
graph (b):

Example 1. Bank M is a large bank within
the meaning of § 1.585–5(b). M’s disqualifica-
tion year is its taxable year beginning on
January 1, 1989, and M maintained a bad debt
reserve under section 585 for the preceding
taxable year. Pursuant to § 1.585–5(a), M must
change from the reserve method of account-
ing for bad debts to the specific charge-off
method in its disqualification year. M does
not elect the cut-off method set forth in
§ 1.585–7. Thus, M must follow the recapture
method set forth in this § 1.585–6. M’s net sec-
tion 481(a) adjustment, as defined in § 1.585–
6(b)(3), is $2 million. M does not make the
election allowed by § 1.585–6(b)(2). Pursuant
to § 1.585–6(b)(1), M must include the fol-
lowing amounts in income: $200,000 in tax-
able year 1989; $400,000 in 1990; $600,000 in 1991;
and $800,000 in 1992.

Example 2. Assume the same facts as in Ex-
ample 1, except that M elects under § 1.585–
6(b)(2) to recapture 55 percent of its net sec-
tion 481(a) adjustment in its disqualification
year. Pursuant to § 1.585–6(b)(2), M must in-
clude the following amounts in income:
$1,100,000 in taxable year 1989; $200,000 in 1990;
$300,000 in 1991; and $400,000 in 1992.

(c) Effect of disposing of loans—(1) In
general. Except as provided in para-
graphs (c)(2) and (c)(3) of this section,
if a bank to which this section applies
sells or otherwise disposes of any of its
outstanding loans on or after the first
day of its disqualification year, the dis-
position does not affect the bank’s obli-
gation under this section to include in
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income the amount of its net section
481(a) adjustment, and the disposition
does not affect the amount of this ad-
justment.

(2) Cessation of banking business—(i) In
general. If a bank to which this section
applies ceases to engage in the business
of banking before it is otherwise re-
quired to include in income the full
amount of its net section 481(a) adjust-
ment, the bank must include in income
the remaining amount of the adjust-
ment in the taxable year in which it
ceases to engage in the business of
banking. For this purpose, and except
as provided in paragraph (c)(2)(ii) of
this section, whether a bank ceases to
engage in the business of banking is de-
termined under the principles of § 1.446–
1(e)(3)(ii) and its administrative proce-
dures.

(ii) Transition rule. A bank that
ceases to engage in the business of
banking as the result of a transaction
to which section 381(a) applies is not
treated as ceasing to engage in the
business of banking if, on or before
March 29, 1994, either the transaction
occurs or the bank enters into a bind-
ing written agreement to carry out the
transaction.

(3) Certain section 381 transactions.
This paragraph (c)(3) applies if a bank
to which this section applies transfers
outstanding loans to another corpora-
tion on or after the first day of the
bank’s disqualification year (and be-
fore it has included in income the full
amount of its net section 481(a) adjust-
ment) in a transaction to which section
381(a) applies, and under paragraph
(c)(2) (i) or (ii) of this section the trans-
feror bank is not treated as ceasing to
engage in the business of banking as a
result of the transaction. If this para-
graph (c)(3) applies, the acquiring cor-
poration (the acquiror) steps into the
shoes of the transferor with respect to
using the recapture method prescribed
by this section and assumes all of the
transferor’s rights and obligations
under paragraph (b) of this section. The
unrecaptured balance of the trans-
feror’s net section 481(a) adjustment
carries over in the transaction to the
acquiror, and the acquiror must com-
plete the four-year recapture procedure
begun by the transferor. In applying
this procedure, the transferor’s taxable

year that ends on or includes the date
of the acquisition and the acquiror’s
first taxable year ending after the date
of the acquisition represent two con-
secutive taxable years within the four-
year recapture period.

(4) Examples. The following examples
illustrate the principles of this para-
graph (c):

Example 1. Bank P is a bank to which this
§ 1.585–6 applies. P’s disqualification year is
its taxable year beginning on January 1, 1989,
and P recaptures 10 percent of its net section
481(a) adjustment in that year pursuant to
§ 1.585–6(b)(1). In July 1990 P disposes of a por-
tion of its loan portfolio in a transaction to
which section 381(a) does not apply, and P
continues to engage in the business of bank-
ing. Pursuant to § 1.585–6(c)(1), the disposi-
tion does not affect P’s obligation under
§ 1.585–6(b)(1) to recapture the remainder of
its net section 481(a) adjustment in 1990, 1991
and 1992. Nor does the disposition affect the
amount of the adjustment.

Example 2. Assume the same facts as in Ex-
ample 1, except that P ceases to engage in
the business of banking in 1990, as deter-
mined under the principles of § 1.446–
1(e)(3)(ii) and its administrative procedures.
Pursuant to § 1.585–6(c)(2)(i), in 1990 P must
include in income the remaining 90 percent
of its net section 481(a) adjustment.

Example 3. Assume the same facts as in Ex-
ample 1, except that P’s 1990 disposition of
loans is a transaction to which section 381(a)
applies, P ceases to engage in the business of
banking as a result of the transaction, and
P’s taxable year ends on the date of the
transaction. Thus, in the transaction, P
transfers substantially all of its loans to an
acquiring corporation (Q). Q is a calendar
year taxpayer. Because the transaction oc-
curred before March 29, 1994, the transition
rule of § 1.585–6(c)(2)(ii) applies, and P is not
treated as ceasing to engage in the business
of banking. Pursuant to § 1.585–6(c)(3), Q
steps into P’s shoes with respect to using the
recapture method prescribed by § 1.585–6. The
unrecaptured balance of P’s net section
481(a) adjustment carries over to Q in the
section 381(a) transaction, and Q must com-
plete the four-year recapture procedure
begun by P. Pursuant to §§ 1.585–6(b) and
1.585–6(c)(3), P includes 20 percent of its net
section 481(a) adjustment in income in its
taxable year ending on the date of the sec-
tion 381(a) transaction, and Q includes 30 per-
cent of the adjustment in income in 1990 and
40 percent in 1991.

Example 4. Assume the same facts as in Ex-
ample 3. Assume also that Q becomes a large
bank under § 1.585–5(b) as a result of the
transaction and maintained a bad debt re-
serve immediately before the transaction. Q
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must change to the specific charge-off meth-
od for all of its loans in the first taxable year
that it is a large bank. Thus, Q not only
completes the recapture procedure begun by
P but also follows the rules prescribed by
§ 1.585–6 or § 1.585–7 with respect to its own re-
serve.

Example 5. Assume the same facts as in Ex-
ample 3. Assume also that Q is not a large
bank after the transaction and properly es-
tablishes a bad debt reserve for the loans it
receives in the transaction. This establish-
ment of the reserve results in a new negative
section 481(a) adjustment. Thus, Q not only
completes the recapture procedure begun by
P but also takes into account the new nega-
tive adjustment as required under section
381.

(d) Suspension of recapture by finan-
cially troubled banks—(1) In general. Ex-
cept as provided in paragraph (d)(2) of
this section, a bank that is financially
troubled (within the meaning of para-
graph (d)(3) of this section) for any tax-
able year must not include any amount
in income under paragraphs (a) and (b)
of this section for that taxable year
and must disregard that taxable year
in applying paragraphs (a) and (b) of
this section to other taxable years. See
paragraph (d)(4) of this section for
rules on determining estimated tax
payments of financially troubled
banks, and see paragraph (d)(5) of this
section for examples illustrating this
paragraph (d).

(2) Election to recapture. A bank that
is financially troubled (within the
meaning of paragraph (d)(3) of this sec-
tion) for its disqualification year may
elect to include in income, in one tax-
able year, any percentage of its net
section 481(a) adjustment that is great-
er than 10 percent. This election may
be made for the bank’s disqualification
year, for the first taxable year after
the disqualification year in which the
bank is not financially troubled (with-
in the meaning of paragraph (d)(3) of
this section), or for any intervening
taxable year. Any such election must
be made at the time and in the manner
prescribed by § 1.585–8. A bank that
makes this election must include an
amount in income under paragraphs (a)
and (b) of this section in the year for
which the election is made (election
year) and must not disregard this year
in applying paragraphs (a) and (b) of
this section to other taxable years.
Such a bank must follow the rules of

paragraph (b)(2) of this section in ap-
plying paragraph (b) of this section to
later taxable years, treating the elec-
tion year as the disqualification year
for purposes of applying paragraph
(b)(2) of this section. However, if the
bank is financially troubled for any
year after its election year, the bank
must not include any amount in in-
come under paragraphs (a) and (b) of
this section for the later year and must
disregard the later year in applying
paragraphs (a) and (b) of this section to
other taxable years.

(3) Definition of financially troubled—
(i) In general. For purposes of this sec-
tion, a bank is considered financially
troubled for any taxable year if the
bank’s nonperforming loan percentage
for that year exceeds 75 percent. For
this purpose, a bank’s nonperforming
loan percentage is the percentage de-
termined by dividing the sum of the
outstanding balances of the bank’s
nonperforming loans (as defined in
paragraph (d)(3)(iii) of this section) as
of the close of each quarter of the tax-
able year, by the sum of the amounts
of the bank’s equity (as defined in
paragraph (d)(3)(iv) of this section) as
of the close of each such quarter. The
quarters for a short taxable year of at
least 3 months are the same as those of
the bank’s annual accounting period,
except that quarters ending before or
after the short year are disregarded. If
a taxable year consists of less than 3
months, the first or last day of the tax-
able year is treated as the last day of
its only quarter. In lieu of determining
its nonperforming loan percentageon
the basis of loans and equity as of the
close of each quarter of the taxable
year, a bank may, for all years, deter-
mine this percentage on the basis of
loans and equity as of the close of each
report date (as defined in § 1.585–5(c)(2),
without regard to § 1.585–5(c)(2)(i)(B)).
In the case of a bank that is a foreign
corporation, all nonperforming loans
and equity of the bank are taken into
account, including loans and equity
that are not effectively connected with
the conduct of a banking business
within the United States.

(ii) Parent-subsidiary controlled
groups—(A) In general. If a bank is a
member of a parent-subsidiary con-
trolled group (as defined in § 1.585–
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5(d)(2)) for the taxable year, the non-
performing loans and the equity of all
members of the bank’s financial group
(as determined under paragraph
(d)(3)(ii)(B) of this section) are treated
as the nonperforming loans and the eq-
uity of the bank for purposes of para-
graph (d)(3)(i) of this section. However,
any equity interest that a member of a
bank’s financial group holds in another
member of this group is not to be
counted in determining equity. Simi-
larly, any loan that a member of a
bank’s financial group makes to an-
other member of the group is not to be
counted in determining nonperforming
loans. All banks that are members of
the same parent-subsidiary controlled
group must (for all taxable years that
they are members of this group) deter-
mine their nonperforming loan per-
centage on the basis of the close of
each quarter of the taxable year, or all
must (for all such taxable years) deter-
mine this percentage on the basis of
the close of each report date (as deter-
mined under § 1.585–5(c)(2)(ii), applied
without regard to § 1.585–5(c)(2)(i)(B)).

(B) Financial group—(1) In general. All
banks that are members of the same
parent-subsidiary controlled group
must (for all taxable years that they
are members of this group) determine
their financial group under paragraph
(d)(3)(ii)(B)(2) of this section, or all
must (for all such taxable years) deter-
mine their financial group under para-
graph (d)(3)(ii)(B)(3) of this section.

(2) Financial institution members of
parent-subsidiary controlled group. A
bank’s financial group, determined
under this paragraph (d)(3)(ii)(B)(2),
consists of all financial institutions
within the meaning of section 265(b)(5)
(and comparable foreign financial in-
stitutions) that are members of the
parent-subsidiary controlled group of
which the bank is a member.

(3) All members of parent-subsidiary
controlled group. A bank’s financial
group, determined under this para-
graph (d)(3)(ii)(B)(3), consists of all
members of the parent-subsidiary con-
trolled group of which the bank is a
member.

(iii) Nonperforming loan—(A) In gen-
eral. For purposes of this section, a
nonperforming loan is any loan (as de-
fined in paragraph (d)(3)(iii)(B) of this

section) that is considered to be non-
performing by the holder’s primary
Federal regulatory agency. Nonper-
forming loans include the following
types of loans as defined by the Federal
Financial Institutions Examination
Council: Loans that are past due 90
days or more and still accruing; loans
that are in nonaccrual status; and
loans that are restructured troubled
debt. A loan is not considered to be
nonperforming merely because it is
past due, if it is past due less than 90
days. The outstanding balances of non-
performing loans are determined on the
basis of amounts that are required to
be reported to the holder’s primary
Federal regulatory agency. For pur-
poses of this paragraph (d)(3)(iii)(A), a
holder that does not have a Federal
regulatory agency is treated as Feder-
ally regulated under the standards pre-
scribed by the Federal Financial Insti-
tutions Examination Council.

(B) Loan. For purposes of paragraph
(d)(3)(iii)(A) of this section, a loan is
any extension of credit that is defined
and treated as a loan under the stand-
ards prescribed by the Federal Finan-
cial Institutions Examination Council.
(Accordingly, a troubled debt restruc-
turing that is in substance a fore-
closure or repossession is not consid-
ered a loan.) In addition, a debt evi-
denced by a security issued by a for-
eign government is treated as a loan if
the security is issued as an integral
part of a restructuring of one or more
troubled loans to the foreign govern-
ment (or an agency or instrumentality
thereof). Similarly, a deposit with the
central bank of a foreign country is
treated as a loan if the deposit is made
under a deposit facility agreement that
is entered into as an integral part of a
restructuring of one or more troubled
loans to the foreign country’s govern-
ment (or an agency or instrumentality
thereof).

(iv) Equity. For purposes of this sec-
tion, the equity of a bank or other fi-
nancial institution is its equity (i.e.,
assets minus liabilities) as required to
be reported to the institution’s pri-
mary Federal regulatory agency (or, if
the institution does not have a Federal
regulatory agency, as required under
the standards prescribed by the Federal
Financial Institutions Examination
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Council). The balance in a reserve for
bad debts is not treated as equity.

(4) Estimated tax payments of finan-
cially troubled banks. For purposes of
applying section 6655(e)(2)(A)(i) with
respect to any installment of estimated
tax, a bank that is financially troubled
as of the due date of the installment is
treated as if no amount will be in-
cluded in income under paragraphs (a)
and (b) of this section for the taxable
year. For this purpose, a bank is con-
sidered financially troubled as of the
due date of an installment of estimated
tax only if its nonperforming loan per-
centage (computed under paragraph
(d)(3) of this section) would exceed 75
percent for a short taxable year ending
on that date. For purposes of com-
puting this nonperforming loan per-
centage, the ending of such a short tax-
able year would not cause the last day
of that year to be treated as the last
day of a quarter of the taxable year.

(5) Examples. The following examples
illustrate the principles of this para-
graph (d):

Example 1. Bank R is a bank to which this
§ 1.585–6 applies. R’s disqualification year is
its taxable year beginning on January 1, 1987.
R is not financially troubled (within the
meaning of § 1.585–6(d)(3)) for taxable year
1987 or for any taxable year after 1989, but it
is financially troubled for taxable years 1988
and 1989. Since R is not financially troubled
for its disqualification year, R must include
an amount in income under § 1.585–6 (a) and
(b) for that year (taxable year 1987). R may
make the election allowed by § 1.585–6(b)(2)
for that year. Since R is financially troubled
for taxable years 1988 and 1989, pursuant to
§ 1.585–6(d)(1) R does not include any amount
in income under § 1.585–6 (a) and (b) for these
years, and it treats taxable years 1990, 1991
and 1992 as the first, second and third taxable
years after its disqualification year for pur-
poses of applying § 1.585–6 (a) and (b).

Example 2. Assume the same facts as in Ex-
ample 1, except that R is financially troubled
for taxable year 1987 (its disqualification
year). R may make the election allowed by
§ 1.585–6(d)(2) for 1987 (the disqualification
year), for 1990 (the first year after the dis-
qualification year in which R is not finan-
cially troubled), or for 1988 or 1989 (the inter-
vening years). R elects to include 60 percent
of its net section 481(a) adjustment in in-
come in 1987. Thus, the remainder of the ad-
justment, for purposes of applying the rules
of § 1.585–6(b)(2), is 40 percent. R must include
in income 2/9 of the remainder in 1990, 1/3 of
the remainder in 1991, and 4/9 of the remain-
der in 1992.

Example 3. Bank S, which is not a member
of a parent-subsidiary controlled group, is a
bank to which this § 1.585–6 applies. S’s dis-
qualification year is its taxable year begin-
ning on January 1, 1987. S determines its
nonperforming loan percentage under § 1.585–
6(d)(3) on a quarterly basis. S is not finan-
cially troubled for taxable year 1987 and in-
cludes 10 percent of its net section 481(a) ad-
justment in income in that year. S’s out-
standing balance of nonperforming loans (as
defined in § 1.585–6(d)(3)(iii)) is $80 million on
March 31, 1988; $68 million on June 30, 1988;
and $59 million on September 30, 1988. The
amount of S’s equity (as defined in § 1.585–
6(d)(3)(iv)) is $100 million on each of these
threedates. Thus, S’s nonperforming loan
percentage, computed under § 1.585–6(d)(3),
would be 80 percent (80/100) for a short tax-
able year ending on April 15 or June 15, 74
percent [(80+68) ÷ 200] for a short taxable
year ending on September 15, and 69 percent
[(80+68+59) ÷ 300] for a short taxable year end-
ing on December 15. Since S’s nonperforming
loan percentage for a short taxable year end-
ing on April 15 or June 15 would exceed 75
percent, pursuant to § 1.585–6(d)(4) S is con-
sidered financially troubled as of these
dates. Thus, S is treated as if no amount will
be included in income under § 1.585–6 (a) and
(b) for the year for purposes of applying sec-
tion 6655(e)(2)(A)(i) with respect to the in-
stallments of estimated tax that are due on
April 15, 1988, and June 15, 1988. However,
since S’s nonperforming loan percentage for
a short taxable year ending on September 15
or December 15 would not exceed 75 percent,
S is not considered financially troubled as of
these dates. Thus, S is treated as if 20 per-
cent of its net section 481(a) adjustment will
be included in income under § 1.585–6 (a) and
(b) for the year for purposes of applying sec-
tion 6655(e)(2)(A)(i) with respect to the in-
stallments of estimated tax that are due on
September 15, 1988, and December 15, 1988.

[T.D. 8513, 58 FR 68760, Dec. 29, 1993; 59 FR
15502, Apr. 1, 1994]

§ 1.585–7 Elective cut-off method of
changing from the reserve method
of section 585.

(a) General rule. Any large bank (as
defined in § 1.585–5(b)) that maintained
a reserve for bad debts under section
585 for the taxable year immediately
preceding its disqualification year (as
defined in § 1.585–5(d)(1)) may elect to
use the cut-off method set forth in this
section. Any such election must be
made at the time and in the manner
prescribed by § 1.585–8. If a bank makes
this election, the bank must maintain
its bad debt reserve for its pre- dis-
qualification loans, as prescribed in
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paragraph (b) of this section, and the
bank must include in income any ex-
cess balance in this reserve, as required
by paragraph (c) of this section. The
bank may not deduct, for its disquali-
fication year or any subsequent taxable
year, any amount allowed under sec-
tion 166(a) for pre-disqualification
loans (as defined in paragraph (b)(2) of
this section) that become worthless in
whole or in part, except as allowed by
paragraph (b)(1) of this section. How-
ever, except as provided in para-
graph(d)(3) of this section, the bank
may deduct, for its disqualification
year or any subsequent taxable year,
amounts allowed under section 166(a)
for loans that the bank originates or
acquires on or after the first day of its
disqualification year and that become
worthless in whole or in part. If a bank
makes the election allowed by this
paragraph (a), its change to the specific
charge-off method of accounting for
bad debts in its disqualification year
does not give rise to a section 481(a) ad-
justment.

(b) Maintaining reserve for pre-disquali-
fication loans—(1) In general. A bank
that makes the election allowed by
paragraph (a) of this section must
maintain its bad debt reserve for its
pre-disqualification loans (as defined in
paragraph (b)(2) of this section). Except
as provided in paragraph (d)(3) of this
section, the bank must charge against
the reserve the amount of any losses
resulting from these loans (including
losses resulting from the sale or other
disposition of these loans), and the
bank must add to the reserve the
amount of recoveries with respect to
these loans. In general, the reserve
must be maintained in the manner pro-
vided by former section 166(c) of the In-
ternal Revenue Code and the regula-
tions thereunder. However, after the
balance in the reserve is reduced to
zero, the bank is to account for any
losses and recoveries with respect to
outstanding pre-disqualification loans
under the specific charge-off method of
accounting for bad debts, as if the bank
always had accounted for these loans
under this method.

(2) Definition of pre-disqualification
loans. For purposes of this section, a
pre-disqualification loan of a bank is
any loan that the bank held on the last

day of its taxable year immediately
preceding its disqualification year (as
defined in § 1.585–5(d)(1)). If the amount
of a pre-disqualification loan is in-
creased during or after the disquali-
fication year, the amount of the in-
crease is not treated as a pre-disquali-
fication loan.

(c) Amount to be included in income
when reserve balance exceeds loan bal-
ance. If, as of the close of any taxable
year, the balance in a bank’s reserve
that is maintained under paragraph (b)
of this section exceeds the balance of
the bank’s outstanding pre-disquali-
fication loans, the bank must include
in income the amount of the excess for
the taxable year. The balance in the re-
serve is then reduced by the amount of
this excess. See paragraph (d) of this
section for rules on the application of
this paragraph (c) when a bank dis-
poses of loans.

(d) Effect of disposing of loans—(1) In
general. Except as provided in para-
graphs (d)(2) and (d)(3) of this section,
if a bank that makes the election al-
lowed by paragraph (a) of this section
sells or otherwise disposes of any of its
outstanding pre-disqualification loans,
the bank is to reduce the balance of its
outstanding pre-disqualification loans
by the amount of the loans disposed of,
for purposes of applying paragraph (c)
of this section.

(2) Section 381 transactions. If a bank
that makes the election allowed by
paragraph (a) of this section transfers
outstanding pre-disqualification loans
to another corporation in a transaction
to which section 381(a) applies, the ac-
quiring corporation (the acquiror)
must follow the rules of paragraph
(d)(2)(i) or (ii) of this section.

(i) Acquiror completes cut-off method of
change. Except as provided in para-
graph (d)(2)(ii) of this section, the
acquiror steps into the shoes of the
transferor in the section 381(a) trans-
action with respect to using the cut-off
method of change. Thus, the trans-
feror’s bad debt reserve immediately
before the section 381(a) transaction
carries over to the acquiror, and the
acquiror must complete the cut-off
method begun by the transferor. For
purposes of completing the transferor’s
cut-off method, the acquiror’s balance
of outstanding pre-disqualification
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loans immediately after the section
381(a) transaction is the balance of
these loans that it receives in the
transaction, and the acquiror assumes
all of the transferor’s rights and obli-
gations under this section.

(ii) Acquiror uses reserve method. If the
acquiror is not a large bank (within the
meaning of § 1.585–5(b)) immediately
after the section 381(a) transaction and
uses a reserve method of accounting for
bad debts attributable to the pre-dis-
qualification loans (and any other
loans) received in the transaction, the
acquiror does not step into the shoes of
the transferor with respect to using the
cut-off method of change. The trans-
feror’s bad debt reserve immediately
before the section 381(a) transaction
carries over to the acquiror, but the
acquiror does not continue the cut-off
method begun by the transferor. If the
six-year moving average amount (as
defined in § 1.585–2(c)(1)(ii)) for all of
the loans received in the transaction
exceeds the balance of the reserve that
carries over to the acquiror, the
acquiror increases this balance by the
amount of the excess. Any such in-
crease in the reserve results in a nega-
tive section 481(a) adjustment that is
taken into account as required under
section 381.

(3) Dispositions intended to change the
status of pre-disqualification loans. This
paragraph (d)(3) applies if a bank that
makes the election allowed by para-
graph (a) of this section sells, ex-
changes, or otherwise disposes of a sig-
nificant amount of its pre-disqualifica-
tion loans (as defined in paragraph
(b)(2) of this section) and a principal
purpose of the transaction is to avoid
the provisions of this section by in-
creasing the amount of loans for which
deductions are allowable under the spe-
cific charge-off method. If this para-
graph (d)(3) applies, the District Direc-
tor may disregard the disposition for
purposes of paragraphs (b)(1) and (d)(1)
of this section or treat the replacement
loans as pre-disqualification loans. If
loans are so treated as pre-disqualifica-
tion loans, no deductions are allowable
under the specific charge-off method
for the loans, except as provided in
paragraph (b)(1) of this section, and the
disposition that causes the loans to be
so treated may be disregarded for pur-

poses of paragraphs (b)(1) and (d)(1) of
this section. If a bank sells pre-dis-
qualification loans and uses the pro-
ceeds of the sale to originate new
loans, this paragraph (d)(3) does not
apply to the transaction.

(e) Examples. The following examples
illustrate the principles of this section:

Example 1. Bank M is a bank that properly
elects to use the cut-off method set forth in
this § 1.585–7. M’s disqualification year is its
taxable year beginning on January 1, 1987.
On December 31, 1986, M had outstanding
loans of $700 million (pre-disqualification
loans), and the balance in its bad debt re-
serve was $10 million. M must maintain its
reserve for its pre-disqualification loans in
accordance with § 1.585–7(b), and it may not
deduct any addition to this reserve for tax-
able year 1987 or any later year. For these
years, M may deduct amounts allowed under
section 166(a) for loans that it originates or
acquires after December 31, 1986, and that be-
come worthless in whole or in part.

Example 2. Assume the same facts as in Ex-
ample 1. Also assume that in 1987 M collects
$150 million of its pre- disqualification loans,
M determines that $2 million of its pre-dis-
qualification loans are worthless, and M re-
covers $1 million of pre-disqualification
loans that it had previously charged against
the reserve as worthless. On December 31,
1987, the balance in M’s bad debt reserve is $9
million ($10 million ¥ $2 million + $1 mil-
lion), and the balance of its outstanding pre-
disqualification loans is $548 million ($700
million ¥ $150 million ¥ $2 million).

Example 3. Assume the same facts as in Ex-
amples 1 and 2. Also assume that on Decem-
ber 31, 1990, the balance in M’s bad debt re-
serve is $5 million and the balance of its out-
standing pre-disqualification loans is $25
million. In 1991 M collects $21 million of its
outstanding pre-disqualification loans and
determines that $1 million of its outstanding
pre-disqualification loans are worthless.
Thus, on December 31, 1991, the balance in
M’s bad debt reserve is $4 million ($5 million
¥ $1 million), and the balance of its out-
standing pre-disqualification loans is $3 mil-
lion ($25 million ¥ $21 million ¥ $1 million).
Accordingly, M must include $1 million ($4
million ¥ $3 million) in income in taxable
year 1991, pursuant to § 1.585–7(c). On January
1, 1992, the balance in M’s reserve is $3 mil-
lion ($4 million ¥ $1 million).

Example 4. Assume the same facts as in Ex-
amples 1 through 3. Also assume that in 1992
M transfers substantially all of its assets to
another corporation (N) in a transaction to
which section 381(a) applies, and N is treated
as a large bank under § 1.585–5(b)(2) for tax-
able years ending after the date of the trans-
action. Pursuant to § 1.585–7(d)(2)(i), N steps
into M’s shoes with respect to using the cut-
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off method. M’s bad debt reserve imme-
diately before the section 381(a) transaction
carries over to N, and N must complete the
cut-off procedure begun by M. For this pur-
pose, N’s balance of outstanding pre-disquali-
fication loans immediately after the section
381(a) transaction is the balance of these
loans that it receives from M.

Example 5. Assume the same facts as in Ex-
amples 1 through 4, except that N is not
treated as a large bank after the section
381(a) transaction. Also assume that N uses
the reserve method of section 585 and plans
to use this method for all of the loans it ac-
quires from M (including loans that were not
pre-disqualification loans). Pursuant to
§ 1.585–7(d)(2)(ii), M’s bad debt reserve imme-
diately before the section 381(a) transaction
carries over to N in the transaction; how-
ever, N does not continue the cut-off proce-
dure begun by M and does not treat any loan
as a pre-disqualification loan. If the six-year
moving average amount (as defined in § 1.585–
2(c)(1)(ii)) for all of N’s newly acquired loans
exceeds the balance of the reserve that car-
ries over to N, N increases this balance by
the amount of the excess. Any such increase
in the reserve results in a negative section
481(a) adjustment that is taken into account
as required under section 381.

[T.D. 8513, 58 FR 68762, Dec. 29, 1993; 59 FR
15502, Apr. 1, 1994]

§ 1.585–8 Rules for making and revok-
ing elections under §§ 1.585–6 and
1.585–7.

(a) Time of making elections—(1) In
general. Any election under § 1.585–
6(b)(2), § 1.585–6(d)(2) or § 1.585–7(a) must
be made on or before the later of-

(i) February 28, 1994; or
(ii) The due date (taking extensions

into account) of the electing bank’s
original tax return for its disqualifica-
tion year (as defined in § 1.585–5(d)(1))
or, for elections under § 1.585–6(d)(2),
the year for which the election is
made.

(2) No extension of time for payment.
Payments of tax due must be made in
accordance with chapter 62 of the In-
ternal Revenue Code. However, if an
election under § 1.585–6(b)(2), § 1.585–
6(d)(2) or § 1.585–7(a) is made or revoked
on or before February 28, 1994 and the
making or revoking of the election re-
sults in an underpayment of estimated
tax (within the meaning of section
6655(a)) with respect to an installment
of estimated tax due on or before the
date the election was so made or re-
voked, no addition to tax will be im-

posed under section 6655(a) with respect
to the amount of the underpayment at-
tributable to the making or revoking
of the election.

(b) Manner of making elections—(1) In
general. Except as provided in para-
graph (b)(2) of this section, an electing
bank must make any election under
§ 1.585–6(b)(2), § 1.585–6(d)(2) or § 1.585–
7(a) by attaching a statement to its tax
return (or amended return) for its dis-
qualification year or, for elections
under § 1.585–6(d)(2), the year for which
the election is made. This statement
must contain the following informa-
tion:

(i) The name, address and taxpayer
identification number of the electing
bank;

(ii) The nature of the election being
made (i.e., whether the election is to
include in income more than 10 percent
of the bank’s net section 481(a) adjust-
ment under § 1.585–6 (b)(2) or (d)(2) or to
use the cut-off method under § 1.585–7);
and

(iii) If the election is under § 1.585–
6(b)(2) or (d)(2), the percentage being
elected.

(2) Certain tax returns filed before De-
cember 29, 1993. A bank is deemed to
have made an election under § 1.585–
6(b)(2) or (d)(2) if the bank evidences its
intent to make an election under sec-
tion 585(c)(3)(A)(iii)(I) or section
585(c)(3)(B)(ii) for its disqualification
year (or, for elections under § 1.585–
6(d)(2), the election year), by desig-
nating a specific recapture amount on
its tax return or amended return for
that year (or attaching a statement in
accordance with § 301.9100–7T(a)(3)(i) of
this chapter), and the return is filed be-
fore December 29, 1993. A bank is
deemed to have made an election under
§ 1.585–7(a) if the bank evidences its in-
tent to make an election under section
585(c)(4) for its disqualification year by
attaching a statement in accordance
with § 301.9100–7T(a)(3)(i) of this chapter
to its tax return or amended return for
that year, and the return is filed before
December 29, 1993.

(c) Revocation of elections—(1) On or
before final date for making election. An
election under § 1.585–6(b)(2), § 1.585–
6(d)(2) or § 1.585–7(a) may be revoked
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without the consent of the Commis-
sioner on or before the final date pre-
scribed by paragraph (a)(1) of this sec-
tion for making the election. To do so,
the bank that made the election must
file an amended tax return for its dis-
qualification year (or, for elections
under § 1.585–6(d)(2), the year for which
the election was made) and attach a
statement that—

(i) Includes the bank’s name, address
and taxpayer identification number;

(ii) Identifies and withdraws the pre-
vious election; and

(iii) If the bank is making a new elec-
tion under § 1.585–6(b)(2), § 1.585–6(d)(2)
or § 1.585–7(a), contains the information
described in paragraphs (b)(1)(ii) and
(b)(1)(iii) of this section.

(2) After final date for making election.
An election under § 1.585–6(b)(2), § 1.585–
6(d)(2) or § 1.585–7(a) may be revoked
only with the consent of the Commis-
sioner after the final date prescribed by
paragraph (a)(1) of this section for
making the election. The Commis-
sioner will grant this consent only in
extraordinary circumstances.

(d) Elections by banks that are members
of parent-subsidiary controlled groups. In
the case of a bank that is a member of
a parent-subsidiary controlled group
(as defined in § 1.585–5(d)(2)), any elec-
tion under § 1.585–6(b)(2), § 1.585–6(d)(2)
or § 1.585–7(a) with respect to the bank
is to be made separately by the bank.
An election made by one member of
such a group is not binding on any
other member of the group.

(e) Elections made or revoked by amend-
ed return on or before February 28, 1994.
This paragraph (e) applies to any elec-
tion that a bank seeks to make under
paragraph (b) of this section, or revoke
under paragraph (c) of this section, by
means of an amended return that is
filed on or before February 28, 1994. To
make or revoke an election to which
this paragraph (e) applies, a bank must
file (before expiration of each applica-
ble period of limitations under section
6501) this amended return and amended
returns for all taxable years after the
taxable year for which the election is
made or revoked by amended return, to
any extent necessary to report the
bank’s tax liability in a manner con-

sistent with the making or revoking of
the election by amended return.

[T.D. 8513, 58 FR 68764, Dec. 29, 1993; 59 FR
4583, Feb. 1, 1994; 59 FR 15502, Apr. 1, 1994]

§ 1.586–1 Reserve for losses on loans of
small business investment compa-
nies, etc.

(a) General rule. As an alternative to
a deduction from gross income under
section 166(a) for specific debts which
become worthless in whole or in part, a
taxpayer which is a financial institu-
tion to which section 586 and this sec-
tion apply is allowed a deduction under
section 166(c) for a reasonable addition
to a reserve for bad debts provided such
financial institution has adopted or
adopts the reserve method of treating
bad debts in accordance with paragraph
(b) of § 1.166–1. In the case of such a tax-
payer, the amount of the reasonable
addition to such reserve for a taxable
year beginning after July 11, 1969, shall
be an amount determined by the tax-
payer which does not exceed the
amount computed under § 1.586–2. A fi-
nancial institution to which section 586
and this section apply which adopts the
reserve method is not entitled to
charge-off any bad debts pursuant to
section 166(a) with respect to a loan (as
defined in § 1.586–2(c)(2)). Except as pro-
vided by § 1.586–2, regarding the manner
of computation of the addition to the
reserve for bad debts, the reserve for
bad debts of a financial institution to
which this section applies shall be
maintained in the same manner as is
provided by section 166(c) and the regu-
lations thereunder with respect to re-
serves for bad debts. Except as provided
by this section, no deduction is allow-
able for an addition to a reserve for bad
debts of a financial institution to
which section 586 and this section
apply. For rules relating to deduction
with respect to debts which are not
loans (as defined in § 1.586–2(c)(2)), see
section 166(a) and the regulations
thereunder.

(b) Application of section. Section 586
and this section shall apply only to the
following financial institutions:

(1) Any small business investment
company operating under the Small
Business Investment Act of 1958 as
amended and supplemented (72 Stat.
689), and
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(2) Any business development cor-
poration, which for purposes of this
section, means a corporation which
was created by or pursuant to an act of
a State legislature for purposes of pro-
moting, maintaining, and assisting the
economy and industry within such
State on a regional or statewide basis
by making loans which would generally
not be made by banks (as defined in
section 581 and the regulations there-
under) within such region or State in
the ordinary course of their businesses
(except on the basis of a partial partici-
pation), and which is operated pri-
marily for such purposes.

[T.D. 7444, 41 FR 53482, Dec. 7, 1976]

§ 1.586–2 Addition to reserve.
(a) General rule. Except as provided

by paragraph (b) of this section, the
amount computed under this section is
the amount necessary to increase the
balance of the reserve for bad debts (as
of the close of the taxable year) to the
greater of:

(1) The amount which bears the same
ratio to loans outstanding at the close
of the taxable year as (i) the total bad
debts sustained during the taxable year
and the 5 preceding taxable years (or,
with the approval of the Commissioner,
a shorter period), adjusted for recov-
eries of bad debts during such period,
bears to (ii) the sum of the loans out-
standing at the close of such 6 or fewer
taxable years, or

(2) The lower of:
(i) The balance of the reserve as of

the close of the base year, or
(ii) If the amount of loans out-

standing at the close of the taxable
year is less than the amount of loans
outstanding at the close of the base
year, the amount which bears the same
ratio to loans outstanding at the close
of the taxable year as the balance of
the reserve as of the close of the base
year bears to the amount of loans out-
standing at the close of the base year.
For purposes of subparagraph (2) of this
paragraph, the term base year means
the last taxable year beginning on or
before July 11, 1969. For purposes of ap-
plying this paragraph, a period shorter
than the 6 years generally would be ap-
propriate only where there is a change
in the type of a substantial portion of

the loans outstanding such that the
risk of loss is substantially increased.
For example, if the major portion of a
business development corporation’s
portfolio of loans changes from agricul-
tural loans to industrial loans which
results in a substantial increase in the
risk of loss, a period shorter than the 6
years may be appropriate. If approval
is granted to use a shorter period, the
experience for those taxable years
which are excluded shall not be used
for any subsequent year. A request for
approval to exclude the experience of a
prior taxable year shall not be consid-
ered unless it is sent to the Commis-
sioner at least 30 days before the close
of the current taxable year. The re-
quest shall include a statement of the
reasons such experience should be ex-
cluded.

(b) New financial institutions—(1) Small
business investment companies. In the
case of a new financial institution
which is a small business investment
company to which section 586 applies,
the amount computed under this sec-
tion is the greater of the amount com-
puted under paragraph (a) of this sec-
tion or the amount necessary to in-
crease the balance of the reserve for
bad debts as of the close of the taxable
year to the amount which bears the
same ratio to loans outstanding at the
close of the taxable year as:

(i) The total bad debts (as determined
by the Commissioner) sustained by all
such small business investment compa-
nies during the 12-month period ending
on March 31 that ends with or within
the taxpayer’s previous taxable year,
and during the five 12-month periods
ending on March 31 that precede such
12-month period, adjusted for recov-
eries of bad debts during such periods
(as determined by the Commissioner),
bears to

(ii) The sum of the loans outstanding
(as determined by the Commissioner)
by all such small business investment
companies at the close of each of such
six 12-month periods ending on March
31.

(2) Business development corporations.
In the case of a new financial institu-
tion which is a business development
corporation to which section 586 ap-
plies, the amount computed under this
section is the greater of the amount
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computed under paragraph (a) of this
section or the amount necessary to in-
crease the balance of the reserve for
bad debts as of the close of the taxable
year to the amount which bears the
same ratio to loans outstanding at the
close of the taxable year as:

(i) The total bad debts (as determined
by the Commissioner) sustained by all
such business development corpora-
tions during the calendar year ending
with or within the taxpayer’s previous
taxable year and during the 5 calendar
years preceding such calendar year, ad-
justed for recoveries of bad debts dur-
ing such period (as determined by the
Commissioner), bears to

(ii) The sum of the loans outstanding
(as determined by the Commissioner)
by all such business development cor-
porations at the close of each of such 6
calendar years.

(c) Definitions. For purposes of this
section:

(1) New financial institution. A finan-
cial institution is a new financial insti-
tution for any taxable year beginning
less than 10 years after the day on
which it (or any predecessor) was au-
thorized to do business as a financial
institution described in the applicable
subparagraph of § 1.586–1(b). For this
purpose, the term predecessor means (i)
any taxpayer which transferred more
than 50 percent of the total amount of
its assets to the taxpayer and is de-
scribed in the same subparagraph of
§ 1.586–1(b) which describes the tax-
payer, or (ii) any predecessor of such
predecessor.

(2) Loan. (i) The term loan means
debt, as the term debt is used in section
166 and the regulations there-under.

(ii) The term loan does not include
the following items:

(A) Discount or interest receivable
reflected in the face amount of an out-
standing loan, which discount or inter-
est has not been included in gross in-
come;

(B) A debt evidenced by a security (as
defined in section 165(g)(2)(C) and the
regulations thereunder); and

(C) Any loan which is entered into or
acquired for the primary purpose of en-
larging the otherwise available bad
debt deduction.

[T.D. 7444, 41 FR 53482, Dec. 7, 1976]

MUTUAL SAVINGS BANKS, ETC.

§ 1.591–1 Deduction for dividends paid
on deposits.

(a) In general. (1) In the case of a tax-
payer described in paragraph (c)(1) or
(2) of this section, whichever is applica-
ble, there are allowed as deductions
from gross income amounts which dur-
ing the taxable year are paid to, or
credited to the accounts of, depositors
or holders of accounts as dividends or
interest on their deposits or
withdrawable accounts, if such
amounts paid or credited are
withdrawable on demand subject only
to customary notice of intention to
withdraw.

(2) The deduction provided in section
591 is applicable to the taxable year in
which amounts credited as dividends or
interest become withdrawable by the
depositor or holder of an account sub-
ject only to customary notice of inten-
tion to withdraw. Thus, amounts
which, as of the last day of the taxable
year, are credited as dividends or inter-
est, but which are not withdrawable by
depositors or holders of accounts until
the following business day, are deduct-
ible under section 591 in the year subse-
quent to the taxable year in which
they were so credited. A deduction
under this section will not be denied by
reason of the fact that the amounts
credited as dividends or interest, other-
wise deductible under section 591, are
subject to the terms of a pledge agree-
ment between the taxpayer and the de-
positor or holder of an account. In the
case of a domestic building and loan as-
sociation having nonwithdrawable cap-
ital stock represented by shares, no de-
duction is allowable under this section
for amounts paid or credited as divi-
dends on such shares. In the case of a
taxable year ending after December 31,
1962, for special rules governing the
treatment of dividends or interest paid
or credited for periods representing
more than 12 months, see section
461(e).

(b) Serial associations, bonus plans, etc.
If a taxpayer described in paragraph
(c)(1) or (2) of this section, whichever is
applicable, operates in whole or in part
as a serial association, maintains a
bonus plan, or issues shares, or accepts
deposits, subject to fines, penalties,
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