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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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forfeitures, or other withdrawal fees, it
may deduct under section 591 the total
amount credited as dividends or inter-
est upon such shares or deposits, cred-
ited to a bonus account for such shares
or deposits, or allocated to a series of
shares for the taxable year, notwith-
standing that as a customary condition
of withdrawal:

(1) Amounts invested in, and earnings
credited to, series shares must be with-
drawn in multiples of even shares, or

(2) Such taxpayer has the right, pur-
suant to bylaw, contract, or otherwise,
to retain or recover a portion of the
total amount invested in, or credited
as earnings upon, such shares or depos-
its, such bonus account, or series of
shares, as a fine, penalty, forfeiture, or
other withdrawal fee.
In any taxable year in which the right
referred to in subparagraph (2) of this
paragraph is exercised, there is includ-
ible in the gross income of such tax-
payer for such taxable year amounts
retained or recovered by the taxpayer
pursuant to the exercise of such right.
If the provisions of paragraph (a) of
§ 1.163–4 (relating to deductions for
original issue discount) apply to depos-
its made with respect to a certificate of
deposit, time deposit, bonus plan or
other deposit arrangement, the provi-
sions of this paragraph shall not apply.

(c) Effective date. The provisions of
paragraphs (a) and (b) of this section
shall apply to:

(1) Dividends or interest paid or cred-
ited after October 16, 1962, by any tax-
payer which (at the time of such pay-
ment or credit) qualifies as (i) a mu-
tual savings bank not having capital
stock represented by shares, (ii) a do-
mestic building and loan association
(as defined in section 7701(a)(19)), (iii) a
cooperative bank (as defined in section
7701(a)(32)), or (iv) any other savings in-
stitution chartered and supervised as a
savings and loan or similar association
under Federal or State law; and

(2) Dividends paid or credited before
October 17, 1962, by any taxpayer which
(at the time of such payment or credit)
qualifies as (i) a mutual savings bank
not having capital stock represented
by shares, (ii) a cooperative bank with-
out capital stock organized and oper-
ated for mutual purposes and without
profit, or (iii) a domestic building and

loan association (as defined in section
7701(a)(19) before amendment by sec-
tion 6(c) of the Revenue Act of 1962 (76
Stat. 982)).

[T.D. 6728, 29 FR 5855, May 5, 1964, as amend-
ed by T.D. 7154, 36 FR 24997, Dec. 28, 1971]

§ 1.592–1 Repayment of certain loans
by mutual savings banks, building
and loan associations, and coopera-
tive banks.

There is deductible, under section
592, from the gross income of a mutual
savings bank not having capital stock
represented by shares, a domestic
building and loan association, or a co-
operative bank without capital stock
organized and operated for mutual pur-
poses and without profit, amounts paid
by such institutions during the taxable
year in repayment of loans made before
September 1, 1951, by the United States
or any agency or instrumentality
thereof which is wholly owned by the
United States, or by any mutual fund
established under the authority of the
laws of any State. For example,
amounts paid by such institution in re-
payment of loans made by the Recon-
struction Finance Corporation before
September 1, 1951, are deductible under
this section. Section 592 is not applica-
ble, however, in the case of amounts
paid in repayment of loans made by an
agency or instrumentality not wholly
owned by the United States.

§ 1.593–1 Additions to reserve for bad
debts.

(a) In general. A mutual savings bank
not having capital stock represented
by shares, a domestic building and loan
association, and a cooperative bank
without capital stock organized and
operated for mutual purposes and with-
out profit may, as an alternative to a
deduction from gross income under sec-
tion 166(a) for specific debts which be-
come worthless in whole or in part, de-
duct amounts credited to a reserve for
bad debts in the manner and under the
circumstances prescribed in this sec-
tion and § 1.593–2. In the case of such an
institution, the selection of either of
the alternative methods for treating
bad debts may be made by thetaxpayer
in the return for its first taxable year
beginning after December 31,1951. The
method selected shall be subject to the
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approval of the Commissioner upon ex-
amination of the return. If the method
selected is approved, it must be fol-
lowed in returns for subsequent years,
unless permission is granted by the
Commissioner to change to another
method. Application for permission to
change the method of treating bad
debts shall be made at least 30 days
prior to the close of the taxable year
for which the change is to be effective.

(b) Addition to reserve. Except as oth-
erwise provided in § 1.593–2, the reason-
able addition to a reserve for bad debts
shall be any amount determined by the
taxpayer which does not exceed the
lesser of:

(1) The amount of its taxable income
for the taxable year, computed without
regard to section 593 and without re-
gard to any section providing for a de-
duction the amount of which is depend-
ent upon the amount of taxable income
(such as section 170, relating to chari-
table, etc., contributions and gifts), or

(2) The amount by which 12 percent
of the total deposits or withdrawable
accounts of its depositors at the close
of such year exceeds the sum of its sur-
plus, undivided profits, and reserves at
the beginning of the taxable year.

(c) Adjustments to reserve. Bad debt
losses sustained during the taxable
year shall be charged against the bad
debt reserve. Recoveries of debts
charged against the bad debt reserve
during a prior taxable year in which
the institution was subject to tax
under chapter 1 of the Internal Rev-
enue Code of 1954 or under chapter 1 of
the Internal Revenue Code of 1939 shall
be credited to the bad debt reserve. The
establishment of such reserve and all
adjustments made thereto must be re-
flected on the regular books of account
of the institution at the close of the
taxable year, or as soon as practicable
thereafter. Minimum amounts credited
in compliance with Federal or State
statutes, regulations, or supervisory
orders to reserve or similar accounts,
or additional amounts credited to such
reserve or similar accounts and permis-
sive under such statutes, regulations,
or orders, against which charges may
be made for the purpose of absorbing
losses sustained by an institution, will
be deemed to have been credited to the
bad debt reserve.

(d) Definitions. When used in this sec-
tion and in § 1.593–2:

(1) Institution. The term institution
means either a mutual savings bank
not having capital stock represented
by shares, a domestic building and loan
association as defined in section
7701(a)(19), or a cooperative bank with-
out capital stock organized and oper-
ated for mutual purposes and without
profit.

(2) Surplus, undivided profits, and re-
serves. (i) The phrase surplus, undivided
profits, and reserves means the amount
by which the total assets of an institu-
tion exceed the amount of the total li-
abilities of such an institution.

(ii) For this purpose the term total as-
sets means the sum of money, plus the
aggregate of the adjusted basis of the
property other than money, held by an
institution. Such adjusted basis for any
asset is its adjusted basis for deter-
mining gain upon sale or exchange for
Federal income tax purposes. (See sec-
tions 1011 through 1022, and the regula-
tions thereunder. For special rules
with respect to adjustments to basis
for prior taxable years during which
the institution was exempt from tax,
see section 1016(a)(3) and the regula-
tions thereunder.) The determination
of the total assets of any taxpayer
shall conform to the method of ac-
counting employed by such taxpayer in
determining taxable income and to the
rules applicable in determining its
earnings and profits.

(iii) The term total liabilities means
all liabilities of the taxpayer, which
are fixed and determined, absolute and
not contingent, and includes those
items which constitute liabilities in
the sense of debts or obligations. The
total deposits or withdrawable ac-
counts, as defined in subparagraph (3)
of this paragraph, shall be considered a
liability. In the case of a building and
loan association having permanent
nonwithdrawable capital stock rep-
resented by shares, the paid-in amount
of such stock shall also be considered a
liability. Reserves for contingencies
and other reserves, however, which are
mere appropriations of surplus, are not
liabilities.

(3) Total deposits or withdrawable ac-
counts. The phrase total deposits or
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withdrawable accounts means the aggre-
gate of (i) amounts placed with an in-
stitution for deposit or investment and
(ii) earnings outstanding on the books
of account of the institution at the
close of the taxable year which have
been credited as dividends upon such
accounts prior to the close of the tax-
able year, except that such term, in the
case of a building and loan association,
does not include permanent
nonwithdrawable capital stock rep-
resented by shares, or earnings cred-
ited thereon.

(e) Examples. The provisions of this
section may be illustrated by the fol-
lowing examples:

Example 1. (i) Institution X, which keeps
its books on the basis of the calendar year,
has surplus, reserves, and undivided profits
of $800,000 as of January 1, 1955, and total de-
posits or withdrawable accounts of $10,000,000
as of December 31, 1955. During 1955 the insti-
tution credits $30,000, as required by a Fed-
eral agency, to a Federal insurance reserve
for the sole purpose of absorbing losses.
Likewise, it credits $25,000, as permitted by
State statute, to another reserve fund for
the purpose of absorbing losses. In 1955 Insti-
tution X charges $5,000 against its bad debt
reserve for losses sustained during the tax-
able year.

(ii) The taxable income of Institution X for
the taxable year 1955, computed without re-
gard to section 593 and without regard to any
section providing for a deduction the amount
of which is dependent upon the amount of
taxable income, is $200,000.

(iii) Upon the basis of the facts as stated in
subdivision (i) of this example, the amount
by which 12 percent of the total deposits or
withdrawable accounts of Institution X at
the close of taxable year 1955 exceeds the
sum of such institution’s surplus, undivided
profits, and reserves at the beginning of the
taxable year is $400,000 (12 percent of
$10,000,000, minus $800,000).

(iv) Institution X, therefore, may deduct,
for the taxable year 1955, as an addition to a
reserve for bad debts, any amount it may de-
termine that does not exceed the lesser of
the amounts determined in subdivision (ii)
or (iii) of this example. That amount is
$200,000 (as determined in subdivision (ii) of
this example). Since under paragraph (c) of
this section, the $30,000 credited to the re-
serve as required by the Federal agency and
the $25,000 credited to the reserve as per-
mitted by the State statute are regarded as
amounts credited to a reserve for bad debts
account Institution X can credit an addi-
tional $145,000 ($200,000 minus $55,000) to a
general reserve for bad debts account at any
time during the taxable year.

(v) The loss of $5,000 charged to the bad
debt reserve during the taxable year does not
affect the amount of the addition to the bad
debt reserve provided for in paragraph (b) of
this section. It is of significance only in de-
termining the surplus, undivided profits, and
reserves of Institution X as of January 1,
1956.

Example 2. The taxable income of Institu-
tion Y for the taxable year 1955, computed
without regard to the deduction under sec-
tion 593 and without regard to any section
providing for a deduction the amount of
which is dependent upon the amount of tax-
able income, is determined to be $250,000. The
amount by which 12 percent of the total de-
posits or withdrawable accounts of Institu-
tion Y at the close of the taxable year ex-
ceeds the sum of such institution’s surplus,
undivided profits, and reserves at the begin-
ning of the taxable year is $500,000. Institu-
tion Y credits $250,000 to its bad debt reserve
in 1955. In 1957, it is determined that the cor-
rect taxable income of Institution Y for 1955,
computed without regard to any deduction
under section 593 and without regard to any
section providing for a deduction the amount
of which is dependent upon the amount of
taxable income, is $275,000 and not $250,000.
Assuming that Institution Y credits the ad-
ditional $25,000 to its bad debt reserve,
$275,000 is allowable as a deduction from
gross income for such institution for the tax-
able year 1955.

§ 1.593–2 Additions to reserve for bad
debts where surplus, reserves, and
undivided profits equal or exceed
12 percent of deposits or
withdrawable accounts.

Where 12 percent of the total deposits
or withdrawable accounts of an institu-
tion at the close of the taxable year is
equal to or less than the sum of such
institution’s surplus, undivided profits,
and reserves at the beginning of the
taxable year, a reasonable addition to
the reserve for bad debts as determined
under the general provisions of section
166(c) may be allowable as a deduction
from gross income. In making such de-
termination, there shall be taken into
account (a) surplus or bad debt reserves
existing at the close of December 31,
1951 (i.e., the amount of surplus, undi-
vided profits, and reserves accumulated
prior to January 1, 1952, and in exist-
ence at the close of December 31, 1951),
and (b) changes in the surplus, undi-
vided profits, and reserves of the insti-
tution from December 31, 1951, until
the beginning of the taxable year. A de-
duction for an addition to the reserve
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for bad debts pursuant to this section
will be authorized only in those cases
where the institution proves to the sat-
isfaction of the Commissioner that the
bad debt experience of the institution
warrants an addition to the reserve for
bad debts in excess of that provided in
paragraph (b) of § 1.593–1. For defini-
tions, see paragraph (d) of § 1.593–1.

§ 1.593–3 Taxable years affected.
Sections 1.593–1 and 1.593–2 apply only

to taxable years beginning after De-
cember 31, 1953, and ending after Au-
gust 16, 1954, but before January 1, 1963,
and all references to sections of the
Code are to the Internal Revenue Code
of 1954 before amendment by the Rev-
enue Act of 1962. Sections 1.593–4
through 1.593–11 apply only to taxable
years ending after December 31, 1962,
and all references to sections of the
Code are to the Internal Revenue Code
of 1954 after amendment by the Rev-
enue Act of 1962.

[T.D. 6728, 29 FR 5857, May 5, 1964]

§ 1.593–4 Organizations to which sec-
tion 593 applies.

The provisions of section 593 and
§§ 1.593–5 through 1.593–11 (except sub-
section (f) of section 593 and § 1.593–10)
apply to any mutual savings bank not
having capital stock represented by
shares, any domestic building and loan
association, and any cooperative bank
without capital stock organized and
operated for mutual purposes and with-
out profit. The term thrift institution, as
used in this section and §§ 1.593–5
through 1.593–11, refers to any such fi-
nancial institution. For definition of
the terms domestic building and loan as-
sociation and cooperative bank, see para-
graphs (19) and (32), respectively, of
section 7701(a).

[T.D. 549, 43 FR 21454, May 18, 1978]

§ 1.593–5 Addition to reserves for bad
debts.

(a) Amount of addition. As an alter-
native to a deduction from gross in-
come under section 166(a) for specific
debts which become worthless in whole
or in part, a thrift institution is al-
lowed a deduction under section 166(c)
for a reasonable addition to a reserve
for bad debts. In the case of a thrift in-

stitution, the amount of the reasonable
addition to such reserve for a taxable
year may not exceed:

(1) For taxable years beginning after
July 11, 1969, the sum of (i) the amount
determined to be the reasonable addi-
tion to the reserve for losses on non-
qualifying loans, determined in the
same manner as is provided with re-
spect to additions to the reserve for
losses on qualifying real property loans
under paragraph (d) of § 1.593–6A (relat-
ing to the experience method), and (ii)
the amount determined under § 1.593–6A
to be the reasonable addition to the re-
serve for losses on qualifying real prop-
erty loans, or

(2) For taxable years beginning be-
fore July 12, 1969, the sum of (i) the
amount determined under § 1.166–4 to be
the reasonable addition to the reserve
for losses on nonqualifying loans, and
(ii) the amount determined under
§ 1.593–6 to be the reasonable addition
to the reserve for losses on qualifying
real property loans.

(b) Crediting to reserves required—(1) In
general. The amounts referred to in
paragraph (a) (1) and (2) of this section
must be credited, respectively, to the
reserve for losses on nonqualifying
loans and to the reserve for losses on
qualifying real property loans by the
close of the taxable year, or as soon as
practicable thereafter. For rules with
respect to accounting for such reserves
see paragraph (a)(2) of § 1.593–7.

(2) Subsequent adjustments. If an ad-
justment with respect to the income
tax return for a taxable year is made,
and if such adjustment (whether initi-
ated by the taxpayer or the Commis-
sioner) has the effect of permitting an
increase, or requiring a reduction, in
the amount claimed on such return as
an addition to the reserve for losses on
nonqualifying loans or to the reserve
for losses on qualifying real property
loans, then the amount initially cred-
ited to such reserve for such year pur-
suant to subparagraph (1) of this para-
graph may have to be increased or de-
creased, as the case may be, to the ex-
tent necessary to reflect such adjust-
ment.
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(c) Transition year. For rules gov-
erning the computation of taxable in-
come in the case of a taxable year be-
ginning in 1962 and ending in 1963, see
§ 1.593–9.

[T.D. 6728, 29 FR 5857, May 5, 1964, as amend-
ed by T.D. 549, 43 FR 21455, May 18, 1978]

§ 1.593–6 Pre-1970 addition to reserve
for losses on qualifying real prop-
erty loans.

(a) In general. For purposes of para-
graph (a)(2)(ii) of § 1.593–5, the amount
of the addition to the reserve for losses
on qualifying real property loans for
any taxable year beginning before July
12, 1969, is the amount which the tax-
payer determines to constitute a rea-
sonable addition to such reserve for
such year. However, the amount so de-
termined for such year:

(1) Cannot exceed the largest of the
amounts computed under one of the
three methods described in paragraph
(b), (c), or (d) of this section (relating,
respectively, to the percentage of tax-
able income method, the percentage of
real property loans method, and the ex-
perience method),

(2) Cannot exceed the maximum per-
missible addition described in para-
graph (e) of this section (if applicable),
and

(3) Shall be determined without re-
gard to any amount charged for any
taxable year against the reserve for
losses on qualifying real property loans
pursuant to § 1.593–10 (relating to cer-
tain distributions to shareholders by a
domestic building and loan associa-
tion).
For each taxable year the taxpayer
must include in its income tax return
for such year a computation of the ad-
dition under this section. The use of a
particular method in the return for a
taxable year is not a binding election
by the taxpayer to apply such method
either for such taxable year or for sub-
sequent taxable years. Thus, in the
case of a subsequent adjustment de-
scribed in paragraph (b)(2) of § 1.593–5
which has the effect of permitting an
increase, or requiring a reduction, in
the amount claimed in the return for a
taxable year as an addition to the re-
serve for losses on qualifying real prop-
erty loans, the amount of such addition
may be recomputed under whichever

method the taxpayer selects for the
purposes of such recomputation, irre-
spective of the method initially applied
for such taxable year. However, a tax-
payer may not subsequently reduce the
amount claimed in the return for a tax-
able year for the purpose of obtaining a
larger deduction in a later year.

(b) Percentage of taxable income meth-
od—(1) In general. The amount deter-
mined under the percentage of taxable
income method for any taxable year is
an amount equal to 60 percent of the
taxable income for such year, minus
the amount determined under § 1.166–4
as a reasonable addition for such year
to the reserve for losses on nonquali-
fying loans. However, the amount de-
termined under such method shall not
exceed the amount necessary to in-
crease the balance (as of the close of
the taxable year) of the reserve for
losses on qualifying real property loans
to an amount equal to 6 percent of such
loans outstanding at such time.

(2) Taxable income defined. For pur-
poses of this paragraph, taxable income
shall be computed:

(i) By excluding from gross income
any amount included therein by reason
of the application of § 1.593–10 (relating
to certain distributions to shareholders
by a domestic building and loan asso-
ciation);

(ii) Without regard to any deduction
allowable under section 166(c) for an
addition to a reserve for bad debts;

(iii) Without regard to any section
providing for a deduction the amount
of which is dependent upon the amount
of taxable income (such as section 170,
relating to charitable, etc., contribu-
tions and gifts), other than sections
243, 244, and 245 (relating to deductions
for dividends received); and

(iv) Without regard to any net oper-
ating loss carryback to such year
under section 172.

In computing the deductions under sec-
tions 243, 244, and 245, section 246(b) (re-
lating to limitation on aggregate
amount of deduction) shall not apply.
For purposes of subdivision (iii) of this
subparagraph, a net operating loss de-
duction under section 172 is not a de-
duction the amount of which is depend-
ent upon the amount of taxable in-
come.
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(c) Percentage of real property loans
method—(1) General rule. The amount
determined under the percentage of
real property loans method for any tax-
able year is the amount necessary to
increase the balance (as of the close of
such year) of the reserve for losses on
qualifying real property loans to:

(i) An amount equal to 3 percent of
such loans outstanding at such time,
plus

(ii) In the case of a taxpayer de-
scribed in subparagraph (2) of this
paragraph, an amount equal to:

(a) The lesser of 2 percent of such
loans outstanding at such time, or
$80,000, reduced (but not below zero) by

(b) The balance as of the close of such
year, if any, of such taxpayer’s supple-
mental reserve for losses on loans.

(2) Certain new companies. (i) Subpara-
graph (1)(ii) of this paragraph applies
only in the case of a taxpayer which is
a new company, and which does not
have capital stock with respect to
which distributions of property (as de-
fined in section 317(a)) are not allow-
able as a deduction under section 591.

(ii) For purposes of this subpara-
graph, a taxpayer is a new company for
any taxable year only if such year be-
gins not more than 10 calendar years
after the first day on which such tax-
payer, or any predecessor of such tax-
payer, was authorized by Federal or
State law to do business as (a) a mu-
tual savings bank not having capital
stock represented by shares, (b) a do-
mestic building and loan association,
(c) a cooperative bank without capital
stock organized and operated for mu-
tual purposes and without profit, or (d)
any other savings institution chartered
and supervised as a savings and loan or
similar association under Federal or
State law.

(iii) As used in subdivision (ii) of this
subparagraph, the term calendar year
has the meaning assigned to such term
in section 441 (relating to the period for
computation of taxable income); and
the term predecessor means any organi-
zation which transferred more than 50
percent of the total amount of its as-
sets to the taxpayer, and which, prior
to the time of such transfer, was (a) au-
thorized by Federal or State law to do
business as a mutual savings bank not
having capital stock represented by

shares, a domestic building and loan
association, or a cooperative bank
without capital stock organized and
operated for mutual purposes and with-
out profit, or (b) any other savings in-
stitution chartered and supervised as a
savings and loan or similar association
under Federal or State law. The term
predecessor also means any predecessor
of such predecessor.

(d) Experience method. The amount de-
termined under the experience method
for any taxable year is the amount de-
termined under § 1.166–4 to be a reason-
able addition for such year to the re-
serve for losses on qualifying real prop-
erty loans.

(e) Maximum permissible addition where
percentage of taxable income method or
percentage of real property loans method
is applied—(1) 12 percent of deposits limi-
tation. If, for the taxable year, the tax-
payer uses either the percentage of tax-
able income method described in para-
graph (b) of this section or the percent-
age of real property loans method de-
scribed in paragraph (c) of this section,
then (unless subparagraph (2) of this
paragraph applies) the maximum per-
missible addition for such year is equal
to the lesser of:

(i) The amount determined under
such paragraph (b) or (c), or

(ii) An amount which, when added to
the amount determined under § 1.166–4
as an addition for such year to the re-
serve for losses on nonqualifying loans,
equals the amount by which 12 percent
of the total deposits or withdrawable
accounts of depositors of the taxpayer
at the close of such year exceeds the
sum of the taxpayer’s surplus, undi-
vided profits, and reserves at the begin-
ning of such year (taking into account
any portion thereof which is attrib-
utable to the period before the first
taxable year beginning after December
31, 1951).
For definition of the terms surplus, un-
divided profits, and reserves and total de-
posits or withdrawable accounts, see
paragraph (f) of this section.

(2) Special rule where a domestic build-
ing and loan association or cooperative
bank exceeds certain assets limitations. If,
for the taxable year, the taxpayer uses
either the percentage of taxable in-
come method described in paragraph
(b) of this section or the percentage of
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real property loans method described
in paragraph (c) of this section, and if
for such year such taxpayer qualifies as
a domestic building and loan associa-
tion under the first sentence of para-
graph (19) of section 7701(a) (or as a co-
operative bank under paragraph (32)
thereof) solely by reason of the appli-
cation of the second sentence of such
paragraph (19) (that is, solely by reason
of the fact that for such year more
than 36 percent, but not more than 41
percent, of the amount of the total as-
sets of such association or bank con-
sists of assets other than assets de-
scribed in section 7701(a)(19)(D)(ii)),
then the maximum permissible addi-
tion for such year is equal to the
amount determined under subpara-
graph (1) of this paragraph, reduced in
accordance with the following table:

If the percentage of
the taxpayer’s assets
which are not assets
described in section
7701(a)(1()(D)(ii) ex-

ceeds—Percent

But does not ex-
ceed—Percent

The reduction
shall be the fol-

lowing proportion
of the amount de-

termined under
such subpara-

graph (1)—

36 37 1⁄12

37 38 1⁄6
38 39 1⁄4
39 40 1⁄3
40 41 5⁄12

(f) Definitions. For purposes of this
section:

(1) Surplus, undivided profits, and re-
serves. The term surplus, undivided prof-
its, and reserves means the amount by
which the total assets of the taxpayer
exceed its total liabilities. The deter-
mination of such total assets and total
liabilities shall conform to the method
of accounting employed by the tax-
payer in determining taxable income
and to the rules applicable in deter-
mining its earnings and profits. Total
deposits or withdrawable accounts (as
defined in subparagraph (3) of this
paragraph but determined as of the be-
ginning of the taxable year) shall be
considered a liability. In the case of a
domestic building and loan association
having permanent nonwithdrawable
capital stock represented by shares,
the paid-in amount of such stock shall
also be considered a liability. However,
reserves for contingencies and other re-
serves which are mere appropriations
of surplus are not liabilities for pur-
poses of this section.

(2) Total assets. The term total assets
means the sum of money (including
time or demand deposits with, or
withdrawable accounts in, any finan-
cial institution), plus the aggregate of
the adjusted basis (determined under
§ 1.1011–1) of the property other than
money held by the taxpayer. For spe-
cial rules with respect to adjustments
to basis in the case of property ac-
quired by the taxpayer in a transaction
described in section 595(a), see section
595.

(3) Total deposits or withdrawable ac-
counts. The term total deposits or
withdrawable amounts means the total
of the amounts placed with the tax-
payer for deposit or investment. Such
term also includes earnings out-
standing on the books of account of the
taxpayer at the close of the taxable
year which have been credited as divi-
dends or interest upon such deposits or
withdrawable accounts prior to the
close of such taxable year, and which
are withdrawable on demand subject
only to customary notice of intention
to withdraw. In the case of a domestic
building and loan association, however,
such phrase does not include perma-
nent nonwithdrawable capital stock
represented by shares, or earnings
credited thereon.

(g) Examples. The provisions of this
section may be illustrated by the fol-
lowing examples:

Example 1— (i) Facts. X is a domestic build-
ing and loan association which was organized
in 1947 and which makes its returns on the
basis of the calendar year and the reserve
method of accounting for bad debts. X’s ac-
counts contain the following entries:

Account

Balance as of—

Jan. 1, 1965 Dec. 31,
1965

Total deposits or withdrawable
accounts ................................. $1,000,000 $1,200,000

Nonqualifying loans ................... 50,000 60,000
Qualifying real property loans ... 900,000 940,000
Reserve for losses on nonquali-

fying loans .............................. 200 *160
Reserve for losses on qualifying

real property loans ................. 24,000 *21,000
Supplemental reserve for losses

on loans ................................. 60,800 60,800
Surplus, undivided profits, and

other reserves ........................ 15,000 18,040

*Computed before any addition for 1965 under section
166(c).
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X’s taxable income for 1965 (before any de-
ductible addition to a reserve for bad debts
and without regard to charitable contribu-
tions of $200) is $20,000, computed as follows:
Interest and other income ...................................... $19,940
Dividends received from Y Corporation, a domes-

tic corporation subject to taxation under chapter
1 of the Code ..................................................... 400

20,340
Deduction for 85 percent of dividends received

computed without regard to the limitation of
section 246(b) .................................................... 340

Taxable income ....................................... 20,000

It is assumed that under § 1.166–4 X’s addition
for 1965 to its reserve for losses on nonquali-
fying loans is $80.

(ii) Computation of addition to reserve for
losses on qualifying real property loans—(a) In
general. X determines that the reasonable ad-
dition for 1965 to its reserve for losses on
qualifying real property loans is $11,920.
Such amount, compared under the percent-
age of taxable income method, is the largest
of the amounts determined under (b), (c), and
(d) of this subdivision, and does not exceed
the 12 percent of deposits limitation com-
puted under (e) of this subdivision.

(b) Percentage of taxable income method. The
amount determined under the percentage of
taxable income method is $11,920, that is, 60
percent of the taxable income for 1965, or
$12,000 (60 percent of $20,000), minus $80, the
addition for such year to the reserve for
losses on nonqualifying loans. This amount
is not subject to reduction under the 6 per-
cent of qualifying real property loans limita-
tion described in paragraph (b) (1) of this sec-
tion since the addition of $11,920 to the
$21,000 balance of the reserve for losses on
qualifying real property loans at the close of
1965 will not increase such balance to an
amount in excess of $56,400, that is, 6 percent
of such loans of $940,000 outstanding at such
time.

(c) Percentage of real property loans method.
Since X is not a new company within the
meaning of paragraph (c) (2) of this section,
the amount determined under the percentage
of real property loans method is $7,200, that
is, the amount necessary to increase the bal-
ance of the reserve for losses on qualifying
real property loans at the close of 1965 from
$21,000 to an amount equal to 3 percent of
such loans outstanding at such time, or
$28,200 (3 percent of $940,000).

(d) Experience method. The amount deter-
mined under the experience method is zero
since it is assumed that the $21,000 balance of
the reserve for losses on qualifying real prop-
erty loans at the close of 1965 before any ad-
dition for such year exceeds the maximum
amount to which such reserve could be in-
creased under such method.

(e) 12 percent of deposits limitation. The
amount determined under the 12 percent of
deposits limitation is $43,920, that is, $44,000

(the excess of 12 percent of $1,200,000 of de-
posits at the close of 1965, or $144,000, over
the $100,000 of surplus, undivided profits, and
reserves at the beginning of such year),
minus $80, the addition for such year to the
reserve for losses on nonqualifying loans.
Since such $43,920 is greater than $11,920 (the
amount determined under (b) of this subdivi-
sion), the 12 percent of deposits limitation
does not apply for 1965.

(iii) Computation of taxable income for 1965.
X’s taxable income for 1965, after deducting
the additions for such year to its reserves for
losses on nonqualifying loans and on quali-
fying real property loans, after deducting the
charitable contributions which were not
taken into account in computing taxable in-
come for purposes of the addition to the re-
serve for losses on qualifying real property
loans, after including in taxable income divi-
dends received from Y Corporation, and after
taking into account the deduction for divi-
dends received under section 243 (subject to
the limitation in section 246(b)), is $7,800,
computed as follows:
Interest and other income .................. $19,940
Dividends received from Y Corpora-

tion .................................................. 400

$20,340
Less:

Deduction for charitable contribu-
tions ......................................... 200

85 percent of dividends received
from Y Corporation ................. 340

Additions to reserves for bad
debts ....................................... 12,000

12,540

Taxable income ................................. 7,800

Example 2. Assume the same facts as in ex-
ample 1, except that X Corporation was orga-
nized in 1957, and qualifies for the taxable
year 1965 as a new company within the mean-
ing of paragraph (c) (2) of this section. The
maximum permissible addition for 1965 to
X’s reserve for losses on qualifying real prop-
erty loans is $18,000, the amount computed
under the percentage of real property loans
method, since such amount is greater than
(i) $11,920, the amount computed under the
percentage of taxable income method, or (ii)
zero, the amount computed under the experi-
ence method. The $18,000 amount (as com-
puted under the percentage of real property
loans method) is the amount necessary to in-
crease the reserve for losses on qualifying
real property loans from the $21,000 closing
balance to $39,000, computed as follows:
3 percent of $940,000 of qualifying real property

loans at close of 1965 ........................................ $28,200
Plus:

Lesser of $80,000 or $18,800 (2
percent of such loans of
$940,000) ................................ $18,800
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Reduced by the balance of sup-
plemental reserve for losses
on loans .................................. 8,000

$10,800

39,000

Example 3. Assume the same facts as in ex-
ample 1, except that for 1965, 38.4 percent of
X’s total assets consist of assets other than
the assets described in section
7701(a)(19)(D)(ii). In such case, the maximum
permissible addition of $11,920 for such year
to the reserve for losses on qualifying real
property loans (as determined under subdivi-
sion (ii) of example 1) would be reduced by
$2,980 (1⁄4 of $11,920) to $8,940.

[T.D. 6728, 29 FR 5857, May 5, 1964, as amend-
ed by T.D. 549, 43 FR 21455, May 18, 1978]

§ 1.593–6A Post-1969 addition to re-
serve for losses on qualifying real
property loans.

(a) In general—(1) Amount of addition
determined for the taxable year. For pur-
poses of paragraph (a)(1)(ii) of § 1.593–5,
the amount of the addition to the re-
serve for losses on qualifying real prop-
erty loans for any taxable year begin-
ning after July 11, 1969, is the amount
which the taxpayer determines to con-
stitute a reasonable addition to such
reserve for such year. However, the
amount so determined for such year:

(i) Cannot exceed the largest of the
amount determined under section 593
(b) (2), (3), or (4) (relating, respectively,
to the percentage of taxable income
method, the percentage method, and
the experience method), and

(ii) Shall be determined without re-
gard to any amount charged for any
taxable year against the reserve for
losses on qualifying real property loans
pursuant to § 1.593–10 (relating to cer-
tain distributions to shareholders by a
domestic building and loan associa-
tion).
For each taxable year the taxpayer
must include in its income tax return
for such year a computation of the
amount of the addition determined
under this section. 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. Thus, in the case
of a subsequent adjustment described
in paragraph (b)(2) of § 1.593–5 which has

the effect of permitting an increase, or
requiring a reduction, in the amount
claimed in the return for a taxable
year as an addition to the reserve for
losses on qualifying real property
loans, the amount of such addition
may be recomputed under whichever
method the taxpayer selects for the
purpose of such recomputation, irre-
spective of the method initially applied
for such taxable year.

(2) Method of determination. For pur-
poses of this section and § 1.596–1 (relat-
ing to limitation on dividends received
deduction), a thrift institution is
deemed to have determined the addi-
tion to its reserve for losses on quali-
fying real property loans for the tax-
able year under the percentage of tax-
able income method provided by sec-
tion 593(b)(2) and paragraph (b) of this
section if the amount finally deter-
mined to be a reasonable addition for
such year to such reserve exceeds the
amount determined for such year under
section 593(b)(3) (relating to the per-
centage method) and exceeds the
amount determined for such year under
section 593(b)(4) (relating to the experi-
ence method).

(b) Percentage of taxable income meth-
od—(1) In general. Subject to the limi-
tations described in subparagraph (4) of
this paragraph and in paragraph (e) of
this section, the amount determined
under section 593(b)(2) and this para-
graph for the taxable year, if such sec-
tion and paragraph are applicable, is an
amount equal to the applicable per-
centage of the taxable income for such
year, reduced by the amount deter-
mined under subparagraph (3) of this
paragraph. For this purpose, taxable
income is computed as provided in sub-
paragraph (5) of this paragraph, and
the applicable percentage (except as re-
duced under subparagraph (2) of this
paragraph) is determined under the fol-
lowing table:

For a taxable year beginning in—

The applicable
percentage

under this sub-
paragraph is—

1969 ............................................................... 60 percent.
1970 ............................................................... 57 percent.
1971 ............................................................... 54 percent.
1972 ............................................................... 51 percent.
1973 ............................................................... 49 percent.
1974 ............................................................... 47 percent.
1975 ............................................................... 45 percent.
1976 ............................................................... 43 percent.
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For a taxable year beginning in—

The applicable
percentage

under this sub-
paragraph is—

1977 ............................................................... 42 percent.
1978 ............................................................... 41 percent.
1979 or thereafter .......................................... 40 percent.

(2) Reduction of applicable percentage
in certain cases—(i) General rules. If for
the taxable year the percentage of the
assets of a thrift institution, which are
assets described in section
7701(a)(19)(C) (relating to assets of a do-
mestic building and loan association)
is less than:

(a) 82 percent of the total assets in
the case of a thrift institution other
than a mutual savings bank, the appli-
cable percentage for such year provided
by subparagraph (1) of this paragraph
is reduced by three-fourths of 1 per-
centage point for each 1 percentage
point of such difference; or

(b) 72 percent of the total assets in
the case of a thrift institution which is
a mutual savings bank, the applicable
percentage for such year provided by
subparagraph (1) of this paragraph is
reduced by 11⁄2 percentage points for
each 1 percentage point of such dif-
ference.
If such percentage is less than 60 per-
cent of the total assets in the case of
any thrift institution (less than 50 per-
cent of the total assets for a taxable
year beginning before 1973 in the case
of a thrift institution which is a mu-
tual savings bank), section 593(b)(2) and
this paragraph are not applicable. The
percentage of total assets specified in
this subparagraph is computed as of
the close of the taxable year or, at the
option of the taxpayer, may be com-
puted on the basis of the average assets
outstanding during the taxable year.
Such average is determined by com-
puting such percentage either as of the
close of each month, as of the close of
each quarter, or as of the close of each
semiannual period during the taxable
year and by using the yearly average of
the monthly, quarterly, or semiannual
percentages. A thrift institution which
is a mutual savings bankand which de-
termines the amount of the reasonable
addition for the taxable year to the re-
serve for losses on qualifying real prop-
erty loans under this paragraph shall
file for such taxable year a statement

which shall show the amount of assets
defined in paragraph (e) of § 402.1–2
(Temporary Regulations on Procedure
and Administration under Tax Reform
Act of 1969) as of the close of the tax-
able year and a brief description and
the amount of all other assets, to-
gether with a description of the meth-
od used in determining such amounts.
If the percentage specified in this sub-
paragraph is computed by such thrift
institution on the basis of the average
assets outstanding during the taxable
year, the statement shall also show
such information as of the end of each
month, each quarter, or each semi-
annual period and the manner of calcu-
lating the average.

(ii) Example. The provisions of this
subparagraph may be illustrated by the
following example:

Example. M is a cooperative bank to which
section 593 applies. For its taxable year be-
ginning in 1970, 80.4 percent of M’s assets
(computed as of the close of such year) con-
stitute assets described in section
7701(a)(19)(C). M’s assets which are assets de-
scribed in section 7701(a)(19)(C), when com-
puted on semiannual, quarterly, and month-
ly bases, constitute 79.8, 79.6, and 79.5 per-
cent, respectively, of its total assets com-
puted on the corresponding bases. M’s appli-
cable percentage for 1970 is 56.25 percent, de-
termined as follows:

Per-
cent

Percentage of total assets specified in (a) of subdivi-
sion (i) of this subparagraph .................................... 82.0

Percentage of total assets constituting assets de-
scribed in section 7701(a)(19)(C) ............................ 80.4

Difference ...................................................... 1.6
Applicable percentage determined under table in sub-

paragraph (1) of this paragraph ............................... 57.0
Reduction of applicable percentage required by (a) of

subdivision (i) of this subparagraph (3⁄4 of 1 per-
centage point for each full percentage point of dif-
ference) .................................................................... .75

Applicable percentage ................................... 56.25

(3) Reduction for addition to reserve for
nonqualifying loans—(i) General rule.
Subparagraph (1) of this paragraph pro-
vides that, subject to certain limita-
tions, the amount determined under
the percentage of taxable income
method provided by section 593(b)(2)
and this paragraph for the taxable year
is an amount equal to the applicable
percentage of the taxable income for
such year, reduced by the amount de-
termined under this subparagraph. In
the case of a thrift institution other
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than a mutual savings bank, the
amount determined under this subpara-
graph is an amount equal to the
amount determined under paragraph
(a)(1)(i) of § 1.593–5 to be a reasonable
addition for the taxable year to the re-
serve for losses on nonqualifying loans
multiplied by a fraction:

(a) The numerator of which is 18 per-
cent, and

(b) The denominator of which is the
percentage (in no case less than 18 per-
cent) of the assets of the taxpayer for
such year which are not assets defined
in paragraph (e) of § 402.1–2 of this chap-
ter.
In the case of a thrift institution which
is a mutual savings bank, the amount
determined under this subparagraph is
an amount determined in the manner
described in the preceding sentence, ex-
cept that the numerator of the fraction
described therein is 28 percent, and the
denominator of such fraction shall not
be less than 28 percent. For purposes of
this subparagraph, the percentage of
assets for a taxable year which are not
assets defined in paragraph (e) of
§ 402.1–2 of this chapter is determined
upon the same annual or average basis
as is used in determining the percent-
age specified in subparagraph (2) of this
paragraph.

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

Example 1. K is a domestic building and
loan association to which section 593 applies.
The amount determined under subparagraph
(1) of this paragraph (before reduction by the
amount determined under this subparagraph)
to be the reasonable addition for the taxable
year to K’s reserve for losses on qualifying
real property loans is $100,000. The amount
determined under paragraph (a)(1)(i) of
§ 1.593–5 as the reasonable addition for the
taxable year to the association’s reserve for
losses on nonqualifying loans is $10,000. The
percentage of K’s assets which are not assets
defined in paragraph (e) of § 402.1–2 is 24 per-
cent. The amount determined under subpara-
graph (1) of this paragraph ($100,000) must be
reduced by $7,500.

$10,000×18 percent/24 percent.

Therefore, subject to the limitations de-
scribed in subparagraph (4) of this paragraph
and in paragraph (e) of this section, the
amount determined under this paragraph to
be the reasonable addition for the taxable
year to K’s reserve for losses on qualifying

real property loans is $92,500 ($100,000 less
$7,500).

Example 2. The facts are the same as in ex-
ample 1, except that the percentage of K’s
assets which are not assets defined in para-
graph (e) of § 402.1–2 is 12 percent. The
amount determined under subparagraph (1)
of this paragraph (before reduction by the
amount determined under this subparagraph)
to be the reasonable addition for the taxable
year to K’s reserve for losses on qualifying
real property loans must be reduced by
$10,000.

$10,000×18 percent/18 percent.

Because the denominator of the fraction may
not be less than 18 percent, the fraction used
in determining the amount of such reduction
is equal to 1.

(4) Overall limitation. The amount de-
termined under this paragraph shall
not exceed the amount necessary to in-
crease the balance (as of the close of
the taxable year) of the reserve for
losses on qualifying real property loans
to 6 percent of such loans outstanding
at such time.

(5) Computation of taxable income. For
purposes of this paragraph, taxable in-
come is computed:

(i) By excluding from gross income
any amount included therein by reason
of the application of section 593(e) and
§ 1.593–10 (relating to certain distribu-
tions to shareholders by a domestic
building and loan association).

(ii) Without regard to any deduction
allowable under section 166(c) (whether
or not determined under section 593)
and the regulations thereunder for an
addition to a reserve for bad debts.

(iii) (a) By excluding from gross in-
come an amount equal to the excess (if
any) or (1) the total gains of the tax-
able year arising from sales and ex-
changes at a gain of (i) obligations the
interest on which is excludable from
gross income under section 103, and (ii)
corporate stock, over (2) the total
losses of such year arising from sales
and exchanges at a loss of such obliga-
tions and stock.

(b) The provisions of this subdivision
(iii) may be illustrated by the fol-
lowing example:

Example. For its taxable year beginning in
1971, the gains and losses of a domestic build-
ing and loan association from sales of stock
and securities (all of which were made on De-
cember 31, 1971) were as follows:
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Gain Loss

Municipal bonds acquired July 1,
1969, the interest on which is ex-
cludable from income under sec.
103 ................................................. $25,000 ................

Stock of Corporation A, acquired July
14, 1971 ......................................... ................ $6,000

Stock of Corporation B, acquired
Dec. 22, 1970 ................................ $3,000 ................

For purposes of this paragraph, the asso-
ciation’s taxable income for 1971 is computed
by excluding $22,000 ($25,000+$3,000¥$6,000)
from its gross income.

(iv) By excluding from gross income
an amount equal to the lesser of (a)
three-eighths of the net long-term cap-
ital gain for the taxable year or (b)
three-eighths of the net long-term cap-
ital gain for the taxable year from the
sale or exchange of property other than
property described in subdivision (iii)
of this subparagraph.

(v)(a) By excluding from gross in-
come so much of the amount of divi-
dends with respect to which a deduc-
tion is allowable under part VIII, sub-
chapter B, chapter 1, subtitle A of
theCode (section 241 and following) as
is in excess of the applicable percent-
age (determined under subparagraphs
(1) and (2) of this paragraph) of the
dividends received deduction (deter-
mined under part VIII, subchapter B,
chapter 1, subtitle A of the Code, with-
out regard to section 596) for the tax-
able year.

(b) The provisions of this subdivision
(v) may be illustrated by the following
example:

Example. For its taxable year beginning in
1977, a domestic building and loan associa-
tion receives dividends of $100 with respect
to which a dividends received deduction of
$85 is allowable under section 243(a)(1). The
association receives no other dividends for
the taxable year. The association’s applica-
ble percentage for the taxable year, as deter-
mined under subparagraphs (1) and (2) of this
paragraph, is 42 percent. For purposes of this
paragraph, the association’s taxable income
is computed by excluding from gross income
the excess of the amount of dividends re-
ceived ($100) over the applicable percentage
of the allowable dividends received deduction
(42 percent of $85, or $35.70), computed with-
out regard to section 596. Thus, for purposes
of this paragraph, $64.30 ($100 less $35.70) is
excluded from gross income. See section 596
and § 1.596–1 with respect to the computation
of the dividends received deduction for pur-

poses of determining taxable income under
section 63(a).

(vi) For taxable years beginning be-
fore January 1, 1978, without regard to
any deduction the amount of which is
computed upon, or may be subject to a
limitation computed upon, the amount
of taxable income, and without regard
to any net operating loss carryback to
such year from a taxable year begin-
ning before January 1, 1979. (For pur-
poses of this subparagraph, a net oper-
ating loss deduction under section 172
is not a deduction the amount of which
may be subject to a limitation com-
puted upon the amount of taxable in-
come.)

(vii) For taxable years beginning
after December 31, 1977, by taking into
account any deduction the amount of
which is computed upon or may be sub-
ject to a limitation computed upon the
amount of taxable income, and any
other deduction or loss allowed under
subtitle A of the Code, such as any de-
duction allowable under section 172 or
any loss allowable under section 1212
(a), unless otherwise provided in this
subparagraph.

(c) Percentage method. [Reserved]
(d) Experience method. [Reserved]
(e) Percentage of deposits limitation

where percentage of taxable income meth-
od or percentage method is applied. If the
amount determined by the taxpayer to
constitute a reasonable addition for
the taxable year to the reserve for
losses on qualifying real property loans
is greater than the amount determined
under paragraph (d) of this section (re-
lating to the experience method), the
amount so determined cannot exceed
an amount which, when added to the
amount determined under paragraph
(a)(1)(i) of § 1.593–5 to be a reasonable
addition for such year to the reserve
for losses on nonqualifying loans,
equals the amount by which 12 percent
of the total deposits or withdrawable
accounts of depositors of the taxpayer
at the close of such year exceeds the
sum of the taxpayer’s surplus, undi-
vided profits, and reserves at the begin-
ning of such year (taking into account
any portion thereof which is attrib-
utable to the period before the first
taxable year beginning after December
31, 1951. The terms surplus, undivided
profit, and reserves and total deposits or
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withdrawable accounts have the same
meanings as are assigned to them in
paragraph (f) of § 1.593.6.

[T.D. 549, 43 FR 21455, May 18, 1978, as amend-
ed by T.D. 7626, 44 FR 31177, May 31, 1979]

§ 1.593–7 Establishment and treatment
of reserves for bad debts.

(a) Establishment of reserves—(1) In
general. A taxpayer described in § 1.593–
4 shall establish and maintain a reserve
for losses on nonqualifying loans, a re-
serve for losses on qualifying real prop-
erty loans, and, if required under para-
graph (b)(4) or (c)(3)(i)(c) of this sec-
tion, a supplemental reserve for losses
on loans. For rules governing the cred-
iting of additions to the reserve for
losses on nonqualifying loans and the
reserve for losses on qualifying real
property loans, see paragraph (b) of
§ 1.593–5.

(2) Accounting for reserves. (i) The tax-
payer shall establish and maintain as a
permanent part of its regular books of
account an account for each of the re-
serves established pursuant to subpara-
graph (1) of this paragraph. For pur-
poses of the preceding sentence, a tax-
payer may establish and maintain a
permanent subsidiary ledger con-
taining an account for each of such re-
serves. If a taxpayer maintains such a
permanent subsidiary ledger, the total
of the reserve accounts in such ledger
and the total of the reserve accounts in
any other ledger must be reconciled.

(ii) Any credit or charge to a reserve
established pursuant to subparagraph
(1) of this paragraph must be made to
such reserve irrespective of whether
the amount thereof is also credited or
charged to any surplus, reserve, or
other account which the taxpayer may
be required or permitted to maintain
pursuant to any Federal or State stat-
ute, regulation, or supervisory order.
Minimum amounts credited in compli-
ance with such Federal or State stat-
utes, regulations, or supervisory orders
to reserve or similar accounts, or addi-
tional amounts credited to such re-
serve or similar accounts and permis-
sible under such statutes, regulations,
or orders, against which charges may
be made for the purpose of absorbing
losses sustained by the taxpayer, may
also be credited to the reserve for
losses on nonqualifying loans or the re-

serve for losses on qualifying real prop-
erty loans, provided that the total of
the amounts so credited to the reserve
for losses on nonqualifying loans, or to
the reserve for losses on qualifying real
property loans, for any taxable years
does not exceed the amount described
in subparagraph (1) or (2) of § 1.593–5(a)
(whichever applies) as the addition to
such reserve for such year year.

(b) Allocation of pre-1963 reserves— (1)
In general. In the case of a taxpayer de-
scribed in § 1.593–4, the pre-1963 re-
serves, if any, of such taxpayer shall be
allocated to (and constitute the open-
ing balance of) the reserve for losses on
nonqualifying loans, the reserve for
losses on qualifying real property
loans, and, if required under subpara-
graph (4) of this paragraph, the supple-
mental reserve for losses on loans. The
term pre-1963 reserves means the net
amount (determined as of the close of
December 31, 1962) accumulated for tax-
able years beginning after December 31,
1951, in the taxpayer’s reserve for bad
debts pursuant to section 166(c) of the
Internal Revenue Code of 1954 and sec-
tion 23(k) (1) of the Internal Revenue
Code of 1939 (including the amount of
any bad debt reserves acquired from
another taxpayer). For purposes of the
preceding sentence in the case of a tax-
able year beginning before January 1,
1963, and ending after December 31,
1962, the part of such year occurring
before January 1, 1963, shall be treated
as a taxable year. Thus, the pre-1963 re-
serves of the taxpayer shall be an
amount equal to:

(i) The sum of the amounts allowed
as deductions for additions to a reserve
for bad debts for taxable years begin-
ning after December 31, 1951, and end-
ing before January 1, 1963, plus

(ii) In the case of a taxable year be-
ginning before January 1, 1963, and end-
ing after December 31, 1962, the amount
(determined under § 1.593–1 or 1.593–2)
which would be allowable under section
166(c) as a deduction for an addition to
a reserve for bad debts for the part of
such year occurring before January 1,
1963, if such part year constituted a
taxable year, minus

(iii) The total amount of bad debts
charged against a reserve for bad debts
during the period which begins with
the opening of the first taxable year
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beginning after December 31, 1951, and
which ends at the close of December 31,
1962 plus

(iv) The total amount of recoveries
during the period described in subdivi-
sion (iii) of this subparagraph, on bad
debts charged against a reserve for bad
debts in a taxable year beginning after
December 31, 1951.

(2) Allocation to opening balance of re-
serve for losses on nonqualifying loans. (i)
As of the close of December 31, 1962 the
pre-1963 reserves shall first be allocated
to (and constitute the opening balance
of) the reserve for losses on nonquali-
fying loans in an amount equal to the
lesser of (a) the amount of such pre-
1963 reserves, or (b) the amount deter-
mined under subdivision (ii) of this
subparagraph.

(ii) The amount referred to in sub-
division (i)(b) of this subparagraph
shall be the amount which would con-
stitute a reasonable addition to the re-
serve for losses on nonqualifying loans
under § 1.166–4 for a period in which the
taxpayer’s nonqualifying loans in-
creased from zero to the amount there-
of outstanding at the close of Decem-
ber 31, 1962.

(3) Allocation to opening balance of re-
serve for losses on qualifying real property
loans. (i) Any portion of the pre-1963 re-
serves remaining after the allocation
provided in subparagraph (2) of this
paragraph shall, as of the close of De-
cember 31, 1962, be allocated to (and
constitute the opening balance of) the
reserve for losses on qualifying real
property loans in an amount equal to
the lesser of (a) the amount of such re-
maining portion, or (b) the amount de-
termined under subdivision (ii) of this
subparagraph. If the amount described
in (a) of the preceding sentence is less
than the amount described in (b) there-
of, see § 1.593–8 for allocation of pre-1952
surplus, if any, to the opening balance
of such reserve.

(ii) The amount referred to in sub-
division (i)(b) of this subparagraph
shall be an amount equal to the greater
of:

(a) 3 percent of the taxpayer’s quali-
fying real property loans outstanding
at the close of December 31, 1962, or

(b) The amount which would con-
stitute a reasonable addition to the re-
serve for losses on such loans under

§ 1.166–4 for a period in which the
amount of such loans increased from
zero to the amount thereof outstanding
at the close of December 31, 1962.

(4) Allocation to supplemental reserve
for losses on loans. Any portion of the
pre-1963 reserves remaining after the
allocations provided in subparagraphs
(2) and (3) of this paragraph shall be al-
located in its entirety to the supple-
mental reserve for losses on loans. (5)
Examples. This paragraph may be illus-
trated by the following examples:

Example 1— (i) Facts. X Corporation, a do-
mestic building and loan association orga-
nized on April 1, 1954, makes its returns on
the basis of a taxable year ending March 31
and the reserve method of accounting for bad
debts. For its taxable years ending March 31,
1955, through March 31, 1962, X was allowed a
total of $750,000 as deductible additions to its
reserve for bad debts under section 166(c).
For its taxable year ending March 31, 1963, X
was allowed a deduction under section 166(c)
for an addition to a reserve for bad debts. Of
such deduction $46,000 was determined under
§ 1.593–1 (relating to additions to reserve for
bad debts) by reference to § 1.593–9 (relating
to taxable income for taxable years begin-
ning in 1962 and ending in 1963) as the
amount which would be allowable for the pe-
riod April 1 through December 31, 1962, if
such period constituted a taxable year. Dur-
ing the taxable years ending March 31, 1955,
through March 31, 1963, X charged bad debts
of $55,000 against its reserve for bad debts
and made recoveries on such debts of $10,000.
Of suchbad debt charges and recoveries,
$50,000 was charged off and $9,000 was recov-
ered prior to January 1, 1963. At the close of
December 31, 1962, X had outstanding non-
qualifying loans of $500,000 and outstanding
qualifying real property loans of $10 million.
It is assumed that, under § 1.166–4, $2,000
would constitute a reasonable addition to
the reserve for losses on nonqualifying loans
for a period in which such loans increased
from zero to $500,000 and $20,000 would con-
stitute a reasonable addition to the reserve
for losses on qualifying real property loans
for a period in which such loans increased
from zero to $10 million.

(ii) Pre-1963 reserves determined. X’s pre-1963
reserves are $755,000, computed as follows:
Deductible additions to reserve for

bad debts:.
Years ending March 31, 1955

through March 31, 1962 ..... $750,000
Period April 1 through Decem-

ber 31, 1962 ........................ 46,000

$796,000
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Less:
Net bad debt losses for period

April 1, 1954 through De-
cember 31, 1962:

Bad debts ........................ 50,000
Recoveries ....................... (9,000) 41,000

755,000

(iii) Allocation to opening balance of reserve
for losses on nonqualifying loans. The portion
of the $755,000 of pre-1963 reserves to be allo-
cated to the reserve for losses on nonquali-
fying loans as the opening balance thereof is
$2,000 since such amount would constitute a
reasonable addition to the reserve for losses
on nonqualifying loans under § 1.166–4 for a
period in which the amount of such loans in-
creased from zero to $500,000.

(iv) Allocation to opening balance of reserve
for losses on qualifying real property loans. Of
the $753,000 ($755,000 minus $2,000) of pre-1963
reserves remaining after the allocation de-
scribed in subdivision (iii) of this example,
$300,000 (3 percent of $10 million, the total
amount of qualifying real property loans
outstanding at the close of December 31,
1962) is allocated to the opening balance of
the reserve for losses on qualifying real prop-
erty loans, since such amount is greater
than $20,000, the amount which would con-
stitute a reasonable addition to the reserve
for losses on such loans under § 1.166–4 for a
period in which the amount of such loans in-
creased from zero to $10 million.

(v) Allocation to supplemental reserve for
losses on loans. The balance of the pre-1963 re-
serves, or $453,000 ($755,000 minus the sum of
$2,000 and $300,000), is allocated in its en-
tirety to the supplemental reserve for losses
on loans.

Example 2. Assume the same facts as in ex-
ample 1, except that X was organized in 1936,
and on December 31, 1962, had pre-1963 re-
serves of only $15,000 (rather than $755,000).
In such case, $2,000 of such pre-1963 reserves
would be allocated to, and constitute the
opening balance of, the reserve for losses on
nonqualifying loans, and $13,000 ($15,000
minus $2,000) would be allocated to and con-
stitute part of the opening balance of the re-
serve for losses on qualifying real property
loans. However, since such $13,000 is less than
$300,000 (3 percent of $10 million), the opening
balance of the reserve for losses on quali-
fying real property loans must be increased
by so much of the taxpayer’s pre-1952 surplus
as is necessary to increase such opening bal-
ance to $300,000. For rules on the allocation
of pre-1952 surplus to the opening balance of
the reserve for losses on qualifying real prop-
erty loans, see § 1.593–8.

(c) Treatment of reserves—(1) In gen-
eral. Except as provided in paragraph
(d) of § 1.593–8 (relating to the alloca-
tion of pre-1952 surplus), each of the re-
serves established pursuant to para-

graph (a) of this section shall be treat-
ed, for purposes of subtitle A of the
Code, as a reserve for bad debts, except
that no deduction shall be allowed
under section 166 for any addition to
the supplemental reserve for losses on
loans. Accordingly, if in any taxable
year the taxpayer charges any of the
reserves established pursuant to para-
graph (a) of this section for an item
other than a bad debt, gross income for
such year shall be increased by the
amount of such charge. For special
rules in case of certain nondeductible
distributions to shareholders by a do-
mestic building and loan association,
see § 1.593–10.

(2) Bad debt losses. Any bad debt in re-
spect of a nonqualifying loan shall be
charged against the reserve for losses
on nonqualifying loans, and any bad
debt in respect of a qualifying real
property loan shall be charged against
the reserve for losses on qualifying real
property loans. At the option of the
taxpayer, however, any bad debt in re-
spect of either class of loans may be
charged in whole or in part against the
supplemental reserve for losses on
loans.

(3) Recoveries of bad debts. Any
amount recovered after December 31,
1962, in respect of a bad debt shall be
credited to the reserves established
pursuant to paragraph (a) of this sec-
tion in the following manner:

(i) If the recovery is in respect of a
bad debt which was charged prior to
January 1, 1963, against a reserve for
bad debts established pursuant to sec-
tion 166(c) of the Internal Revenue
Code of 1954, or section 23(k)(1) of the
Internal Revenue Code of 1939, then the
amount recovered shall be credited:

(a) First, to the reserve for losses on
nonqualifying loans in an amount
equal to the amount, if any, by which
the amount determined under subdivi-
sion (ii) of paragraph (b)(2) of this sec-
tion exceeds the opening balance of
such reserve (determined under such
paragraph (b)(2)),

(b) Second, to the reserve for losses
on qualifying real property loans in an
amount equal to the amount, if any, by
which the amount determined under
subdivision (ii) of paragraph (b)(3) of
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this section exceeds the opening bal-
ance of such reserve (determined under
such paragraph (b)(3)), and

(c) Finally, to the supplemental re-
serve for losses on loans.

For purposes of determining the
amounts of the credits under (a) and (b)
of this subdivision, the opening bal-
ances of the reserve for losses on non-
qualifying loans and the reserve for
losses on qualifying real property loans
shall be deemed to include the sum of
the amounts of any prior credits made
to such reserves pursuant to this sub-
division.

(ii) If the recovery is in respect of a
bad debt which is charged after Decem-
ber 31, 1962, against only one of the re-
serves established pursuant to para-
graph (a) of this section, the entire
amount recovered shall be credited to
the reserve so charged.

(iii) If the recovery is in respect of a
bad debt which is charged after Decem-
ber 31, 1962, against more than one of
the reserves established pursuant to
paragraph (a) of this section, then the
amount recovered shall be credited to
each of the reserves so charged in the
ratio which the amount of the bad debt
charged against such reserve bears to
the total amount of such bad debt
charged against both such reserves.

(iv) Subdivision (i) of this subpara-
graph may be illustrated by the fol-
lowing example:

Example. In 1962, the taxpayer sustained a
bad debt of $10,000, which was charged
against a reserve for bad debts established
pursuant to section 166(c). As of the close of
December 31, 1962, the balance of the tax-
payer’s reserve for losses on nonqualifying
loans was $2,000, the amount determined
under paragraph (b)(2)(ii) of this section. As
of the same time, the balance of the tax-
payer’s reserve for losses on qualifying real
property loans was $100,000, but the amount
determined under paragraph (b)(3)(ii) of this
section was $106,000. In 1963, the taxpayer re-
covers $8,000 of the $10,000 charged off in 1962.
Of the $8,000 recovered in 1963, $6,000 ($106,000
minus $100,000) is credited to the reserve for
losses on qualifying real property loans, and
the balance of $2,000 is credited to the sup-
plemental reserve for losses on loans.

[T.D. 6728, 29 FR 5859, May 5, 1964, as amend-
ed by T.D. 549, 43 FR 21457, May 18, 1978]

§ 1.593–8 Allocation of pre-1952 surplus
to opening balance of reserve for
losses on qualifying real property
loans.

(a) General rule. In the case of a tax-
payer described in § 1.593–4, if the
amount of pre-1963 reserves allocated
(under paragraph (b)(3)(i) of § 1.593–7) to
the opening balance of the reserve for
losses on qualifying real property loans
is less than an amount equal to the
greater of:

(1) The total amount of qualifying
real property loans outstanding at the
close of December 31, 1962, multiplied
by 3 percent, or

(2) The amount which would con-
stitute a reasonable addition to the re-
serve for losses on such loans under
§ 1.166–4 for a period in which the
amount of such loans increased from
zero to the amount thereof outstanding
at the close of December 31, 1962,

then such opening balance shall be in-
creased by an amount equal to so much
of the pre-1952 surplus of the taxpayer
as is necessary to increase such open-
ing balance to the greater of the
amounts described in subparagraph (1)
or (2) of this paragraph. The amount of
such increase shall be deemed to be in-
cluded in such opening balance solely
for the limited purpose described in
paragraph (d) of this section.

(b) Pre-1952 surplus defined—(1) In gen-
eral. For purposes of this section and
§ 1.593–7, the term pre-1952 surplus
means an amount equal to:

(i) The sum of the taxpayer’s surplus,
undivided profits, and reserves deter-
mined (under the principles of para-
graph (d)(2) of § 1.593–1) as of the close
of the taxpayer’s last taxable year be-
ginning before January 1, 1952 (includ-
ing any amount acquired from another
taxpayer), minus

(ii) The amount of any impairments
of such sum (as determined under para-
graph (c) of this section).

(2) Reduction for certain excludable in-
terest. (i) The amount otherwise deter-
mined under subparagraph (1) of this
paragraph may, at the option of the
taxpayer, be reduced by the portion, if
any, of such amount which is attrib-
utable to interest which would have
been excludable from gross income of
such taxpayer under section 22(b)(4) of
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the Internal Revenue Code of 1939 (re-
lating to interest on governmental ob-
ligations) or the corresponding provi-
sions of prior revenue laws, had such
taxpayer been subject, when such in-
terest was received or accrued, to the
income tax imposed by such Code or
prior revenue laws.

(ii) For purposes of subdivision (i) of
this subparagraph, the portion of the
amount otherwise determined under
subparagraph (1) of this paragraph
which is attributable to interest which
would have been excludable from gross
income shall be determined by multi-
plying such amount by the ratio which:

(a) The total amount of such exclud-
able interest for the period before the
taxpayer’s first taxable year beginning
after December 31, 1951, bears to

(b) The total amount of the tax-
payer’s gross income, plus the total
amount of such excludable interest, for
such period.

If the amount determined under sub-
paragraph (1)(i) of this paragraph in-
cludes any amount acquired from an-
other taxpayer, then the gross income
and excludable interest of the taxpayer
for the period before its first taxable
year beginning after December 31, 1951,
shall include the gross income and ex-
cludable interest (for the same period)
of such other taxpayer.

(c) Impairment of surplus, undivided
profits, and reserves—(1) General rule. In
the case of a taxable year beginning
after December 31, 1951, and ending be-
fore January 1, 1963, if for such year:

(i) The amount described in para-
graph (b)(1)(i) of this section (as de-
creased under subparagraph (3)(i) of
this paragraph), exceeds

(ii) The sum of the taxpayer’s sur-
plus, undivided profits, and reserves
(excluding the amount of any pre-1963
reserves) determined as of the close of
such year under the principles of para-
graph (d)(2) of § 1.593–1,

then the amount described in para-
graph (b)(1)(i) of this section may, at
the option of the taxpayer, be reduced
by the amount of such excess.

(2) Transition year. In the case of a
taxable year beginning before January
1, 1963, and ending after December 31,
1962, the part of such year which occurs
before January 1, 1963, shall be consid-

ered to be a taxable year for purposes
of subparagraph (1) of this paragraph.

(3) Rules for applying subparagraph (1).
(i) For purposes of subparagraph (1)(i)
of this paragraph, the amount de-
scribed in paragraph (b)(1)(i) of this
section shall be decreased by the total
of any reductions under subparagraph
(1) of this paragraph for prior taxable
years; and

(ii) For purposes of subparagraph
(1)(ii) of this paragraph, the term pre-
1963 reserves means the amount deter-
mined under the principles of para-
graph (b)(1) of § 1.593–7 for the period
which begins with the first day of the
first taxable year beginning after De-
cember 31, 1951, and which ends at the
close of the taxable year with respect
to which the computation under sub-
paragraph (1) is being made.

(d) Treatment of pre-1952 surplus. Any
portion of the taxpayer’s pre-1952 sur-
plus which, pursuant to paragraph (a)
of this section, is deemed to be in-
cluded in the opening balance of the re-
serve for losses on qualifying real prop-
erty loans shall not be treated as a re-
serve for bad debts for any purpose
other than computing for any taxable
year the amount determined under the
method described in paragraph (b), (c),
or (d) of § 1.593–6 (relating, respectively,
to the percentage of taxable income
method, the percentage of real prop-
erty loans method, and the experience
method) or paragraph (b), (c), or (d) of
§ 1.593–6A (relating, respectively, to the
percentage of taxable income method,
the percentage method, and the experi-
ence method). For such limited pur-
pose, such portion shall be deemed to
remain in, and constitute a part of, the
reserve for losses on qualifying real
property loans. For all other purposes,
such portion will retain its character
as part of the taxpayer’s pre-1952 sur-
plus.

(e) Example. The provisions of this
section may be illustrated by the fol-
lowing example:

Example —(1) Facts. X Corporation, a mu-
tual savings bank organized in 1934, makes
its returns on the basis of the calendar year
and the reserve method of accounting for bad
debts. For the taxable years 1934 through
1951, X’s gross income was $2.7 million, in ad-
dition to which X received $300,000 of interest
which would have been excludable from gross
income under section 22(b)(4) of the Internal
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Revenue Code of 1939, or the corresponding
provisions of prior revenue laws, if X had
been subject to the income tax imposed by
such Code or prior revenue laws when such
interest was received. At the close of 1951,
the sum of X’s surplus, undivided profits, and
reserves was $650,000. At the close of 1954, X
had pre-1963 reserves of $10,000, and surplus,
undivided profits, and reserves of $630,000. At
the close of 1955, X had pre-1963 reserves of
$15,000, and surplus, undivided profits, and
reserves of $625,000. At the close of 1962, X
had pre-1963 reserves of $55,000, nonqualifying
loans of $4 million, and qualifying real prop-
erty loans of $10 million. It is assumed that,
under § 1.166–4, $16,000 would constitute a rea-
sonable addition to the reserve for losses on
nonqualifying loans for a period in which
such loans increased from zero to $4 million
and $20,000 would constitute a
reasonableaddition to the reserve for losses
on qualifying real property loans for a period
in which such loans increased from zero to
$10 million.

(2) Impairment of surplus, undivided profits,
and reserves for 1954. The sum of X’s surplus,
undivided profits, and reserves at the close of
1951 was impaired during 1954 by $30,000, com-
puted as follows:
Sum of surplus, undivided profits, and reserves

at close of 1951 ............................................... $650,000
Less:

Sum of surplus, undivided profits, and re-
serves at close of 1954, excluding pre-
1963 reserves at close of such year
($630,000 minus $10,000) ........................ 620,000

30,000

(3) Impairment of surplus, undivided profits,
and reserves for 1955. The sum of X’s surplus,
undivided profits, and reserves at the close of
1951 was further impaired during 1955 by
$10,000, computed as follows:
Sum of surplus, undivided profits, and reserves

at close of 1951, decreased by amount of
1954 impairment ($650,000 minus $30,000) ... $620,000

Less:
Sum of surplus, undivided profits, and re-

serves at close of 1955, excluding pre-
1963 reserves at close of such year
($625,000 minus $15,000) ........................ 610,000

10,000

(4) Pre-1952 surplus. X’s pre-1952 surplus is
$549,000, computed as follows:
Sum of surplus, undivided profits

and reserves at close of 1951 ... $650,000
Less:

Sum of impairments for 1954
and 1955 ($30,000 plus
$10,000) .............................. 40,000

$610,000

Less:
Portion of such $610,000

which is attributable to ex-
cludable interest ($610,000
multiplied by $300,000/$3
million) ................................. 61,000

549,000

(5) Allocation of pre-1963 reserves to reserve
for losses on nonqualifying loans and to reserve
for losses on qualifying real property loans. Of
the $55,000 of pre-1963 reserves at the close of
1962, $16,000 (the amount which would con-
stitute a reasonable addition to the reserve
for losses on nonqualifying loans for a period
in which such loans increased from zero to $4
million) shall be allocated to, and constitute
the opening balance of, the reserve for losses
on nonqualifying loans, and the balance of
$39,000 ($55,000 minus $16,000) shall be allo-
cated to, and constitute a part of the open-
ing balance of, the reserve for losses on
qualifying real property loans.

(6) Allocation of pre-1952 surplus to reserve for
losses on qualifying real property loans. X’s
pre-1963 reserves are not sufficient to bring
the opening balance of the reserve for losses
on qualifying real property loans to $300,000,
which is an amount equal to the greater of:

(i) $300,000 (i.e., $10 million of qualifying
real property loans outstanding at the close
of 1962, multiplied by 3 percent), or

(ii) $20,000 (the amount which would con-
stitute a reasonable addition to the reserve
for losses on such loans under § 1.166–4 for a
period in which the amount of such loans in-
creased from zero to the $10 million).

Therefore, $261,000 ($300,000 minus $39,000) of
X’s pre-1952 surplus of $549,000 shall be
deemed to be included in the opening balance
of such reserve in order to increase such
opening balance to $300,000.

[T.D. 6728, 29 FR 5861, May 5, 1964, as amend-
ed by T.D. 549, 43 FR 21457, May 18, 1978]

§ 1.593–10 Certain distributions to
shareholders by a domestic build-
ing and loan association.

(a) In general. Section 593(f) provides
that if a domestic building and loan as-
sociation (as defined in section
7701(a)(19) and the regulations there-
under) distributes property after De-
cember 31, 1962, to a shareholder with
respect to its stock and if the amount
of such distribution is not allowable to
the association as a deduction under
section 591 (relating to deduction for
dividends paid on deposits), then, not-
withstanding any other provision of
the Code, the distribution shall be
treated as provided in paragraphs (b)
and (c) of this section. For purposes of
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the preceding sentence, the term dis-
tribution includes any distribution in
redemption of stock to which section
302(a) or 303 applies, or in partial or
complete liquidation of the associa-
tion, as well as any other distribution
which the association may make to a
shareholder with respect to its stock.
For definition of the term property, see
section 317(a). For determination of the
amount of a distribution, see section
301(b). For taxable years beginning
after July 11, 1969, this paragraph is
not applicable to any transaction to
which section 381 (relating to
carryovers in certain corporate acqui-
sitions) and the regulations thereunder
apply.

(b) Distributions out of certain re-
serves—(1) Distributions not in exchange
for stock. If the distribution is not a re-
demption to which section 302(a) or 303
applies or in partial or complete liq-
uidation of the association, then to the
extent that the distribution is not out
of earnings and profits of the taxable
year (within the meaning of section
316(a)(2)) or out of earnings and profits
accumulated in taxable years begin-
ning after December 31, 1951, the dis-
tribution shall be treated as made out
of:

(i) First, the reserve for losses on
qualifying real property loans (deter-
mined under subparagraph (3) of this
paragraph), to the extent thereof,

(ii) Second, the supplemental reserve
for losses on loans, to the extent there-
of, and

(iii) Finally, such other accounts as
may be proper.

(2) Distributions in redemption of stock
or in liquidation. If the distribution is a
redemption to which section 302(a) or
303 applies, or in partial or complete
liquidation of the association, the dis-
tribution shall be treated as made out
of:

(i) First, the reserve for losses on
qualifying real property loans (as de-
termined under subparagraph (3) of this
paragraph), to the extent thereof,

(ii) Second, the supplemental reserve
for losses on loans, to the extent there-
of,

(iii) Third, earnings and profits of the
taxable year (within the meaning of
section 316(a)(2)),

(iv) Fourth, earnings and profits ac-
cumulated in taxable years beginning
after December 31, 1951, and

(v) Finally, such other accounts as
may be proper.

(3) Special rule. For purposes of sub-
paragraphs (1)(i) and (2)(i) of this para-
graph, the reserve for losses on quali-
fying real property loans shall be an
amount equal to:

(i) The balance of such reserve deter-
mined as of the close of the taxable
year after all adjustments for such
year have been made (including the ad-
dition for such year determined under
§ 1.593–6 or § 1.593–6A (whichever is ap-
plicable)), minus.

(ii) The sum of:
(a) The amount which would have

constituted the opening balance of
such reserve (at the close of December
31, 1962) if such opening balance had
been determined under the experience
method described in paragraph
(b)(3)(ii)(b) of § 1.593–7 (relating to allo-
cation of pre-1963 reserves to the open-
ing balance of the reserve for losses on
qualifying real property loans), and

(b) The total amount of the annual
additions which would have been made
to such reserve under section 166(c) for
taxable years ending after December
31, 1962, if each such addition had been
determined under the experience meth-
od described in paragraph (d) of § 1.593–
6 or paragraph (d) of § 1.593–6A, which-
ever is applicable for the taxable year
of such addition.
For purposes of subdivision (i) of this
subparagraph, the balance of the re-
serve for losses on qualifying real prop-
erty loans shall include the total
amount of any pre-1963 reserves allo-
cated thereto under paragraph (b)(3) of
§ 1.593–7, but shall not include any pre-
1952 surplus which is deemed to be in-
cluded therein under paragraph (a) of
§ 1.593–8 (relating to allocation of pre-
1952 surplus to the opening balance of
the reserve for losses on qualifying real
property loans).

(c) Amount charged against reserve and
included in gross income—(1) In general.
If a distribution is treated under para-
graph (b) (1) or (2) of this section as
having been made out of the reserve for
losses on qualifying real property loans
or out of the supplemental reserve for
losses on loans, such reserves shall be
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charged with, and gross income for the
taxable year shall be increased by, an
amount equal to the lesser of:

(i) The amount of such reserves, or
(ii) The amount which, when reduced

by the amount of income tax imposed
by chapter 1 of the Code and attrib-
utable to the inclusion of such amount
in gross income, is equal to the amount
of such distribution.

(2) Special rule. For purposes of sub-
paragraph (1)(ii) of this paragraph, in
determining the income tax attrib-
utable to the inclusion of an amount in
gross income, taxable income shall be
determined without regard to any net
operating loss carryback to the taxable
year under section 172.

(d) Examples. This section may be il-
lustrated by the following examples:

Example 1 —(i) Facts. X Corporation, a do-
mestic building and loan association having
nonwithdrawable capital stock represented
by shares, was organized in 1946, and makes
its returns on the basis of the calendar year
and the reserve method of accounting for bad
debts. As of the close of December 31, 1962, X
had $6,900 of earnings and
profitsaccumulated in taxable years begin-
ning after December 31, 1951. X’s taxable in-
come for 1963 is $30,000 (computed prior to
the inclusion of any amount in gross income
for such year under section 593(f)) and during
such year X received tax-exempt interest of
$500. X’s earnings and profits for 1963 (com-
puted at the close of the taxable year with-
out diminution by reason of any distribu-
tions made during the taxable year) is
$20,400. The opening balance of X’s reserve
for losses on qualifying real property loans
as of the close of December 31, 1962 (deter-
mined under paragraph (b)(3)(ii)(a) of § 1.593–
7) was $24,500. Pre-1963 reserves of $22,500
were included in such opening balance, but it
is assumed that pre-1963 reserves of only
$2,500 would have been included in the open-
ing balance if the opening balance had been
determined under the experience method de-
scribed in paragraph (b)(3)(ii)(b) of § 1.593–7.
Pre-1952 surplus of $2,000 was deemed in-
cluded in such opening balance under para-
graph (a) of § 1.593–8. The deductible addition
to such reserve for 1963 is $47,000. It is as-
sumed that the addition to such reserve for
1963 would have been $2,200 if such addition
had been computed under the experience
method described in paragraph (d) of § 1.593–
6. On each of four dates during 1963 (January
1, April 1, July 1, and October 1), X made a
$12,000 distribution (which was not a redemp-
tion to which section 302(a) or 303 applied or
in partial or complete liquidation of X) to its
shareholders with respect to its stock.

(ii) Reserve for losses on qualifying real prop-
erty loans. For purposes of paragraph (b)(1)(i)
of this section, X’s reserve for losses on
qualifying real property loans is $64,800, com-
puted as follows:
Closing balance of reserve for losses on quali-

fying real property loans after addition for 1963
($24,500 opening balance plus $47,000 addi-
tion) .................................................................... $71,500

Minus:
Amount of pre-1963 reserves

which would have been in-
cluded in opening balance
under experience method ....... 2,500

Total additions which would have
been made under experience
method ........................................... 2,200

Pre-1952 surplus included in opening
balance ........................................... 2,000

6,700

64,800

(iii) Treatment of distributions. Of each
$12,000 quarterly distribution, $5,100 ($20,400)
earnings and profits of the taxable year di-
vided by 4) is out of X’s earnings and profits
of the taxable year (within the meaning of
section 316(a)(2)); the remainder of the Janu-
ary 1 distribution, $6,900 ($12,000 minus
$5,100), is out of X’s earnings andprofits accu-
mulated in taxable years beginning after De-
cember 31, 1951. Since $20,700 ($6,900 multi-
plied by 3) is not out of X’s earnings and
profits, such amount shall be treated as
made out of X’s reserve for losses on quali-
fying real property loans (as determined
under subdivision (ii) of this example).

(iv) Amount charged against reserve for losses
on qualifying real property loans and included
in gross income. The reserve for losses on
qualifying real property loans is charged
with, and X’s gross income for 1963 is in-
creased by, $43,124, which is the lesser of:

(a) $64,800 (the reserve as of December 31,
1963, as determined under subdivision (ii) of
this example), or

(b) $43,124, i.e., the amount which, when re-
duced by the amount of income tax attrib-
utable to the inclusion of such amount in
gross income, $22,424 ($43,124 multiplied by a
tax rate of 52 percent), is equal to the
amount of such distribution, $20,700.

Example 2 —(i) Facts. Assume the same
facts as in example 1 and the following addi-
tional facts: X’s taxable income for 1964 is
$6,000. The deductible addition to the reserve
for losses on qualifying real property loans
for 1964 is $11,000, but it is assumed that only
$2,676 would have been the addition to such
reserve for 1964 if such addition had been
computed under the experience method de-
scribed in paragraph (d) of § 1.593–6. On De-
cember 31, 1964, X makes a $10,000 distribu-
tion in a redemption to which section 302(a)
applies.

(ii) Reserve for losses on qualifying real prop-
erty loans. For purposes of paragraph (b)(2)(i)
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of this section, X’s reserve for losses on
qualifying real property loans is $30,000, com-
puted as follows:
Closing balance of reserve for losses on quali-

fying real property loans after addition for 1964
($71,500 opening balance plus $11,000 addi-
tion) .................................................................... $82,500

Minus:
Amount of pre-1963 reserves

which would have been in-
cluded in opening balance
under the experience method $2,500

Total additions which would have
been made under the experi-
ence method ($2,200 for 1963
plus $2,676 for 1964) .............. 4,876

Pre-1952 surplus included in
opening balance ...................... 2,000

9,376

73,124
Less charge against reserve under

subdivision (iv) of example 1 for
1963 distribution ............................. 43,124

30,000

(iii) Treatment of distribution. The $10,000
distribution in a redemption to which sec-
tion 302(a) applies shall be treated as made
out of X’s reserve for losses on qualifying
real property loans (as determined under
subdivision (ii) of this example).

(iv) Amount charged against reserve for losses
on qualifying real property loans and included
in gross income. The reserve for losses on
qualifying real property loans is charged
with, and X’s gross income for 1964 is in-
creased by, $12,820, which is the lesser of:

(a) $30,000 (the reserve as of December 31,
1964, as determined under subdivision (ii) of
this example), or

(b) $12,820, i.e., the amount which, when re-
duced by the amount of income tax attrib-
utable to the inclusion of such amount in
gross income, $2,820 ($12,820 multiplied by a
tax rate of 22 percent), is equal to the
amount of such distribution, $10,000.

Example 3 —(i) Facts. X Corporation, a do-
mestic building and loan association having
nonwithdrawable capital stock represented
by shares, was organized in 1946, and makes
its returns on the basis of the calendar year
and the reserve method of accounting for bad
debts. As of the close of December 31, 1962, X
had $6,900 of earnings and profits accumu-
lated in taxable years beginning after De-
cember 31, 1951. X’s taxable income for 1963 is
$30,000 (computed prior to the inclusion of
any amount in gross income for such year
under section 593(f)) and during such year X
received tax-exempt interest of $500. X’s
earnings and profits for 1963 (computed at
the close of the taxable year without diminu-
tion by reason of any distributions made
during the taxable year) is $20,400. The open-
ing balance of X’s reserve for losses on quali-
fying real property loans as of theclose of
December 31, 1962 (determined under para-

graph (b)(3)(ii)(a) of § 1.593–7) was $24,500. Pre-
1963 reserves of $24,500 were included in such
opening balance, but it is assumed that pre-
1963 reserves of only $4,500 would have been
included in the opening balance if the open-
ing balance had been determined under the
experience method described in paragraph
(b)(3)(ii)(b) of § 1.593–7. The deductible addi-
tion to such reserve for 1963 is $500. It is as-
sumed that the addition to such reserve for
1963 would have been $100 if such addition
had been computed under the experience
method described in paragraph (d) of § 1.593–
6. As of December 31, 1963, the balance of X’s
supplemental reserve for losses on loans is
$30,000. On each of four dates during 1963
(January 1, April 1, July 1, and October 1), X
made a $12,000 distribution (which was not a
redemption to which section 302(a) or 303 ap-
plied or in partial or complete liquidation of
X) to its shareholders with respect to its
stock.

(ii) Reserve for losses on qualifying real prop-
erty loans. For purposes of paragraph (b)(1)(i)
of this section, X’s reserve for losses on
qualifying real property loans is $20,400, com-
puted as follows:
Closing balance of reserve for losses on quali-

fying real property loans after addition for 1963
($24,500 opening balance plus $500 addition) $25,000

Minus:
Amount of pre-1963 reserves

which would have been in-
cluded in opening balance
under experience method ....... $4,500

Total additions which would have
been made under experience
method .................................... 100

4,600

20,400

(iii) Treatment of distributions. Of each
$12,000 quarterly distribution, $5,100 ($20,400
earnings and profits of the taxable year di-
vided by 4) is out of X’s earnings and profits
of the taxable year (within the meaning of
section 316(a)(2)); the remainder of the Janu-
ary 1 distribution, $6,900 ($12,000 minus
$5,100), is out of X’s earnings and profits ac-
cumulated in taxable years beginning after
December 31, 1951. Since $20,700 ($6,900 multi-
plied by 3) is not out of X’s earnings and
profits, $20,400 of such amount shall be treat-
ed as made outof X’s reserve for losses on
qualifying real property loans (as deter-
mined under subdivision (ii) of this example)
and $300 ($20,700 minus $20,400) shall be treat-
ed as made out of X’s supplemental reserve
for losses on loans.

(iv) Amount included in gross income. X’s
gross income for 1963 is increased by $43,124,
which is the lesser of:

(a) $50,400 ($20,400, the reserve for losses on
qualifying real property loans, as determined
under subdivision (ii) of this example, plus
$30,000, the supplemental reserve for losses
on loans), or
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(b) $43,124, i.e., the amount which, when re-
duced by the amount of income tax attrib-
utable to the inclusion of such amount in
gross income, $22,424 ($43,124 multiplied by a
tax rate of 52 percent), is equal to the
amount of such distribution, $20,700.

(v) Amount charged against reserve for losses
on qualifying real property loans and supple-
mental reserve for losses on loans. The reserve
for losses on qualifying real property loans is
charged with $20,400 (the balance of the re-
serve as of December 31, 1963, as determined
under subdivision (ii) of this example), and
the supplemental reserve for losses on loans
is charged with $22,724 ($43,124, the amount
included in gross income under subdivision
(iv) of this example, minus $20,400).

[T.D. 6728, 29 FR 5862, May 5, 1964, as amend-
ed by T.D. 549, 43 FR 21457, May 18, 1978]

§ 1.593–11 Qualifying real property
loan and nonqualifying loan de-
fined.

(a) Loan defined. For purposes of this
section, the term loan means debt, as
the term debt is used in section 166 and
the regulations thereunder. The term
loan also includes a redeemable ground
rent (as defined in section 1055 (c))
which is owned by the taxpayer, and
any property acquired by the taxpayer
in a transaction described in section
595(a). For determination of the
amount of a loan, see paragraph (d) of
this section.

(b) Qualifying real property loan de-
fined—(1) General rule. For purposes of
§§ 1.593–4 through 1.593–10, the term
qualifying real property loan means any
loan (other than a loan described in
subparagraph (5) of this paragraph)
which is secured by an interest in
qualifying real property. For purposes
of this section, the term real property
means any property which, under the
law of the jurisdiction in which such
property is situated, constitutes real
property. The term real property also
includes a mobile unit which is perma-
nently fixed to real property. The de-
termination of whether a mobile unit
is permanently fixed to real property
shall be made on the basis of facts and
circumstances in each particular case.
For example, a mobile unit is perma-
nently fixed to real property during a
taxable year if, except for a brief pe-
riod during which the unit is trans-
ported to a site, such unit was placed
upon a foundation at a site with wheels
and axles removed, affixed to the

ground by means of straps, and con-
nected to water, sewer, gas, and elec-
tric facilities. See paragraph (e) of this
section for the treatment of a REMIC
interest as a qualifying real property
loan.

(2) Meaning of Secured. A loan will be
considered as secured only if the loan is
on the security of any instrument
(such as a mortgage, deed of trust, or
land contract) which makes the inter-
est of the debtor in the property de-
scribed therein specific security for the
payment of the loan, provided that
such instrument is of such a nature
that, in the event of default, the prop-
erty could be subjected to the satisfac-
tion of the loan with the same priority
as a mortgage or deed of trust in the
jurisdiction in which the property is
situated.

(3) Meaning of interest. The word inter-
est means an interest in real property
which, under the law of the jurisdiction
in which such property is situated, con-
stitutes either (i) an interest in fee in
such property, (or in the case of a mo-
bile unit, an ownership interest), (ii) a
leasehold interest in such property ex-
tending or renewable automatically for
a period of at least 30 years, or at least
10 years beyond the date scheduled for
the final payment on the loan secured
by such interest, (iii) a leasehold inter-
est in improved residential real prop-
erty consisting of a structure or struc-
tures containing, in the aggregate, no
more than four family units extending
for a period of at least 2 years beyond
the date scheduled for the final pay-
ment on the loan secured by such in-
terest, or (iv) a leasehold interest in
such property held subject to a redeem-
able ground rent defined in section
1055(c).

(4) Meaning of qualifying real property.
The term qualifying real property means
any real property which is improved
real property, or which from the pro-
ceeds of the loan will become improved
real property. As used in the preceding
sentence, the term improved real prop-
erty means:

(i) Land on which is located any
building of a permanent nature (such
as a house, mobile unit, apartment
house, office building, hospital, shop-
ping center, warehouse, garage, or
other similar permanent structure),
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provided that the value of such build-
ing is substantial in relation to the
value of such land,

(ii) Any building lot or site which, by
reason of installations and improve-
ments that have been completed in
keeping with applicable governmental
requirements and with general practice
in the community, is a building lot or
site ready for the construction of any
building of a permanent nature within
the meaning of paragraph (b)(4)(i) of
this section.

(iii) Real property which, because of
its state of improvement, produces suf-
ficient income to maintain such real
property and retire the loan in accord-
ance with the terms thereof, or

(iv) A mobile unit which is perma-
nently fixed to real property.

(5) Loans not included. The term quali-
fying real property loan does not in-
clude:

(i) Any loan evidenced by a security
as defined in section 165(g)(2)(C),

(ii) Any loan (whether or not evi-
denced by a security as so defined) the
primary obligor on which is (a) a gov-
ernment or a political subdivision or
instrumentality thereof, (b) a bank (as
defined in section 581), or (c) another
member of the same affiliated group,

(iii) Any loan to the extent such loan
is secured by a deposit in or share of
the taxpayer (including a share of
nonwithdrawable capital stock), deter-
mined as of the close of the taxable
year, and

(iv) Any loan which (within a 60-day
period beginning in one taxable year of
the taxpayer and ending in the next
taxable year of such taxpayer) is made
or acquired, and then repaid or dis-
posed of, unless both the transaction
by which the loan is made or acquired
and the transaction by which the loan
is repaid or disposed of are established
to the satisfaction of the district direc-
tor to be for bona fide business pur-
poses.
As used in subdivision (ii)(c) of this
subparagraph, the term affiliated group
shall have the meaning assigned to
such term by section 1504(a) (relating
to the definition of an affiliated group),
except that the phrase more than 50 per-
cent shall be substituted for the phrase
at least 80 percent each place the latter
phrase appears in section 1504(a), and

all corporations shall be treated as in-
cludible corporations (without regard
to any of the exclusions provided in
section 1504(b)).

(c) Nonqualifying loan defined. For
purposes of §§ 1.593–4 through 1.593–9,
the term nonqualifying loan means any
loan which is not a qualifying real
property loan.

(d) Amount of loan determined—(1)
General rule. Except as provided in sub-
paragraph (2) of this paragraph, the
amount of any qualifying real property
loan or nonqualifying loan, for pur-
poses of section 593, is the adjusted
basis of such loan as determined under
§ 1.1011–1. However, the adjusted basis,
determined under § 1.1011–1, of any loan
in process does not include the
unadvanced portion of such loan. For
the basis of a redeemable ground rent
reserved or created by the taxpayer be-
fore April 11, 1963, see section 1055(b)(3);
and for the basis of a loan represented
by property acquired by the taxpayer
in a transaction described in section
595(a), see section 595(c).

(2) Limitation. If the total amount ad-
vanced on any loan exceeds the loan
value of any interest in qualifying real
property which secures such loan, then
the portion of such loan which, as of
the close of any taxable year, will be
considered as a qualifying real prop-
erty loan shall be determined under the
principles of section 7701(a)(19) and the
regulations thereunder.

(e) Treatment of REMIC interests as
qualifying real property loans—(1) In gen-
eral. For purposes of section 593 and
§§ 1.593–4 through 1.593–10, if, for any
calendar quarter, at least 95 percent of
a REMIC’s assets (as determined in ac-
cordance with § 1.860F–4(e)(1)(ii) or
§ 1.6049–7(f)(3)) are qualifying real prop-
erty loans (as defined in paragraph (b)
of this section), then, for that calendar
quarter, all the regular and residual in-
terests in that REMIC are treated as
qualifying real property loans. If less
than 95 percent of a REMIC’s assets are
qualifying real property loans, then a
percentage of each regular or residual
interest is treated as a qualifying real
property loan. The percentage equals
the percentage of the REMIC’s assets
that are qualifying real property loans.
See § 1.860F–4(e)(1)(ii)(B) and§ 1.6049–
7(f)(3) for information required to be
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provided to regular and residual inter-
est holders if the 95-percent test is not
met.

(2) Treatment of REMIC assets for sec-
tion 593 purposes—(i) Manufactured
housing treated as qualifying real prop-
erty. For purposes of paragraph (e)(1) of
this section, the term ‘‘qualifying real
property’’ includes manufactured hous-
ing treated as a single family residence
under section 25(e)(10).

(ii) Status of cash flow investments. For
purposes of paragraph (e)(1) of this sec-
tion, cash flow investments (as defined
in section 860G(a)(6) and § 1.860G–2(g)(1))
are treated as qualifying real property
loans.

[T.D. 6728, 29 FR 5864, May 5, 1964, as amend-
ed by T.D. 549, 43 FR 21458, May 18, 1978; T.D.
8458, 57 FR 61298, Dec. 24, 1992]

§ 1.594–1 Mutual savings banks con-
ducting life insurance business.

(a) Scope of application. Section 594
applies to the case of a mutual savings
bank not having capital stock rep-
resented by shares which conducts a
life insurance business, if:

(1) The conduct of the life insurance
business is authorized under State law,

(2) The life insurance business is car-
ried on in a separate department of the
bank,

(3) The books of account of the life
insurance business are maintained sep-
arately from other departments of the
bank, and

(4) The life insurance department of
the bank would, if it were treated as a
separate corporation, qualify as a life
insurance company under section 801.

(b) Computation of tax. In the case of
a mutual savings bank conducting a
life insurance business to which section
594 is applicable, the tax upon such
bank consists of the sum of the fol-
lowing:

(1) A partial tax computed under sec-
tion 11 upon the taxable income of the
bank determined without regard to any
items of income or deduction properly
allocable to the life insurance depart-
ment, and

(2) A partial tax computed on the in-
come (or, in the case of taxable years
beginning before January 1, 1955, the
taxable income (as defined in section
803)) of the life insurance department
determined without regard to any

items of income or deduction not prop-
erly allocable to such department, at
the rates and in the manner provided
in subchapter L (section 801 and fol-
lowing), chapter 1 of the Code, with re-
spect to life insurance companies.

§ 1.595–1 Treatment of foreclosed prop-
erty by certain creditors.

(a) Nonrecognition of gain or loss on the
acquisition of security property by certain
creditors—(1) In general. Section 595(a)
provides that in the case of a creditor
which is an organization described in
section 593(a) (that is, a mutual savings
bank not having capital stock rep-
resented by shares, a domestic building
and loan association, or a cooperative
bank without capital stock organized
and operated for mutual purposes and
without profit), no gain or loss shall be
recognized, and no debt shall be consid-
ered as becoming worthless or partially
worthless for purposes of section 166
(relating to bad debts), as the result of
a transaction by which such creditor
bids in at foreclosure, or reduces to
ownership or possession by agreement
or process of law, any property (wheth-
er real or personal, tangible or intan-
gible) which was security for the pay-
ment of any indebtedness (whether or
not a qualifying real property loan as
defined in section 593(e)(1)). The treat-
ment provided by section 595(a) is man-
datory (regardless of whether such
creditor utilizes the specific deduction
or reserve method of accounting for
bad debts) if, for the taxable year in
which the property is bid in at fore-
closure, or reduced to ownership or
possession by agreement or process of
law, the creditor is an organization de-
scribed in section 593(a), even though
the creditor subsequently becomes an
organization not described in section
593(a). For definition of the terms do-
mestic building and loan association and
cooperative bank for taxable years be-
ginning after October 16, 1962, see para-
graphs (19) and (32), respectively, of
section 7701(a).

(2) Effective date. Section 595 applies
to any transaction (described in sub-
paragraph (1) of this paragraph) occur-
ring after December 31, 1962, except
that such section does not apply to any
such transaction in which the taxable
event determined without regard to
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section 595 (that is, the sale or ex-
change to the creditor of the security
property by reason of the default or an-
ticipated default of the debtor) oc-
curred before January 1, 1963.

(b) Rules for determining when security
property is reduced to ownership or pos-
session by agreement or process of law—
(1) Ownership or possession. For pur-
poses of this section, security property
shall be considered as reduced to own-
ership or possession by agreement or
process of law on the earliest date on
which the creditor, by reason of the de-
fault or anticipated default of the debt-
or:

(i) Acquires, by agreement or process
of law, a title to, or a right or interest
in, the security property which under
local law is indefeasible and which the
creditor can validly dispose of apart
from the indebtedness which the prop-
erty secures, or

(ii) Acquires, by agreement or proc-
ess of law, an enforceable right to di-
rect the use to which the security prop-
erty shall be put, including, in the case
of real property, whether or not the
property shall continue to be occupied
by the debtor who has defaulted (re-
gardless of whether such creditor has
obtained indefeasible title to the prop-
erty), or

(iii) Sells or otherwise disposes of the
security property or any interest
therein.

(2) Agreement or process of law. The re-
duction of security property to owner-
ship or possession by agreement in-
cludes, where valid under local law,
such methods as voluntary conveyance
from the debtor (including a convey-
ance directly to the Federal Housing
Commissioner) and abandonment to
the creditor. The reduction of security
property to ownership or possession by
process of law includes foreclosure pro-
ceedings in which a competitive bid is
entered, such as foreclosure by judicial
sale or by power of sale contained in
the loan agreement without recourse
to the courts, as well as those types of
foreclosure proceedings in which a
competitive bid is not entered, such as
strict foreclosure and foreclosure by
entry and possession, by writ of entry,
or by publication or notice.

(c) Examples. The provisions of para-
graphs (a) and (b) of this section may

be illustrated by the following
examples:

Example 1. On January 31, 1963, X, a cred-
itor which is an organization described in
section 593(a), purchases at a foreclosure sale
residential real property which was security
for a debt owing to X, and with respect to
which the debtor has defaulted. Under local
law, there is a 1-year statutory redemption
period (during which period the debtor is en-
titled to remain in possession) so that X
must wait until February 1, 1964, to obtain
indefeasible title to the property. No gain or
loss is recognized by reason of the purchase
at the foreclosure sale on January 31, 1963.
However, the date on which the security
property is considered as reduced to owner-
ship or possession by agreement or process of
law is February 1, 1964. If, under local law,
there were no statutory redemption period
so that X obtained indefeasible title to the
security property at the foreclosure sale, the
date on which the security property would be
considered as so reduced is January 31, 1963.
Furthermore, with respect to either of the
preceding situations, if the foreclosure sale
had occurred on November 1, 1962 (instead of
on January 31, 1963), section 595 would not
apply to the transaction since the taxable
event in respect of such transaction occurred
prior to January 1, 1963.

Example 2. The facts are the same as in ex-
ample 1, except that instead of purchasing
the property at a foreclosure sale, X, pursu-
ant to the provisions of local law, enters
upon the security property on January 31,
1963, and acquires an enforceable right to di-
rect whether the property shall continue to
be occupied by the debtor. X does not obtain
indefeasible title to the property until Feb-
ruary 1, 1964. The date on which the security
property is considered as reduced to owner-
ship or possession by agreement or process of
law is January 31, 1963.

(d) Basis of acquired property. Section
595(c) provides that the basis of any
property to which section 595(a) applies
(hereinafter referred to as acquired
property) shall be the adjusted basis of
the indebtedness for which such prop-
erty was security, determined as of the
date of acquisition of such property,
properly increased for costs of acquisi-
tion. The date of acquisition is the
date, determined under paragraph (b)
of this section, on which the security
property is reduced to ownership or
possession by agreement or process of
law. Costs of acquisition are expendi-
tures incurred by the creditor (for ex-
ample, fees for an attorney, master,
trustee, auctioneer, for publication, ac-
quiring title, clearing liens, filing and
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recording, and court costs) which are
directly related to the foreclosure sale
or proceeding, or to the other process
used to reduce the security property to
ownership or possession, or both, by
agreement or process of law. For pur-
poses of determining the adjusted basis
of the indebtedness for which the ac-
quired property was security, there
shall be included the amount of any
unpaid interest with respect to such in-
debtedness, but only to the extent that
it has been included in gross income.
The basis of the acquired property, as
determined under this paragraph, shall
be adjusted in accordance with the
rules provided in paragraph (e) of this
section.

(e) Characteristics of acquired prop-
erty—(1) Depreciation; decline in fair
market value. Section 595(b) provides, in
part, that for purposes of section 166
(relating to bad debts) acquired prop-
erty shall be considered as property
having the same characteristics as the
indebtedness for which such property
was security. Thus, no deduction for
exhaustion, wear and tear, obsoles-
cence, amortization, or depletion shall
be allowed to a creditor with respect to
acquired property. However, if, at any
time, the adjusted basis of the acquired
property exceeds the fair market value
of such property (determined by proper
appraisal and without regard to any
outstanding right of redemption), and
the creditor can establish (in the same
manner as worthlessness in whole or in
part is established for purposes of sec-
tion 166) that an amount equal to any
portion of such excess will not be col-
lected with respect to the indebtedness
for which such property was security,
the creditor may treat such portion,
under the provisions of section 166, as a
worthless debt. In such case, the basis
of the acquired property shall be re-
duced by the amount treated as a
worthless debt.

(2) Example. The provisions of sub-
paragraph (1) of this paragraph may be
illustrated by the following example:

Example. X Corporation, a creditor which is
an organization described in section 593(a),
makes its returns on the basis of the cal-
endar year and the reserve method of ac-
counting for bad debts. In 1963, A defaults in
his payments on a debt owed to X which is
secured by residential real property. X re-
duces the property to ownership or posses-

sion by agreement or process of law by bid-
ding it in at a foreclosure sale for $23,000.
The adjusted basis of the indebtedness at the
date of acquisition of the property (increased
for costs of acquisition) is $25,000, and this
amount becomes the basis of the acquired
property. X obtains a deficiency judgment
against A for $2,000. Later in 1963, a proper
appraisal enables X to establish that the fair
market value of the property is $18,000. X is
also able to establish (under the rules of sec-
tion 166 and the regulations thereunder) that
due to A’s poor financial condition only
$1,000 can be collected on the outstanding de-
ficiency judgment. For the year 1963, X may
charge its bad debt reserve for $6,000, com-
puted as follows:
Basis of acquired property ..................................... $25,000
Less: Fair market value of acquired property ....... 18,000

Excess ................................................................... 7,000
Less: Collectible portion of deficiency judgment ... 1,000

Portion of excess treated as worthless debt ......... 6,000

(3) Capital improvements made after
date of acquisition not treated as acquired
property. Except as provided in sub-
paragraph (4) of this paragraph, the
term acquired property does not include
capital improvements made after the
date of (acquisition within the meaning
of paragraph (d) of this section) of the
property. Thus, the applicable deduc-
tion for exhaustion, wear and tear, ob-
solescence, amortization, or depletion
shall be allowed, if otherwise allow-
able, for improvements which are made
by the creditor with respect to ac-
quired property and which are properly
chargeable to the capital account. If
the creditor sells or otherwise disposes
of the acquired property with such cap-
ital improvements, any amount real-
ized by reason of such sale or other dis-
position shall be allocated in propor-
tion to the respective fair market val-
ues of the acquired property and such
capital improvements. The portion of
the amount realized which is allocable
to the acquired property shall be treat-
ed in accordance with the rules pre-
scribed in subparagraph (6) of this
paragraph. The portion of the amount
realized which is allocable to such cap-
ital improvements shall be treated
under the applicable rules governing
the sale or other disposition of such
property and without regard to section
595.

(4) Treatment of minor capital improve-
ments as acquired property. A creditor
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may treat any minor capital improve-
ments which it makes to a particular
acquired property after the date of ac-
quisition (within the meaning of para-
graph (d) of this section) in the same
manner as the acquired property, pro-
vided such creditor treats all minor
capital improvements with respect to
that particular acquired property in
such manner. For purposes of section
595, a capital improvement shall be
considered as minor only if the cost of
such improvement does not exceed
$3,000.

(5) Records for capital improvements.
For purposes of subparagraphs (3) and
(4) of this paragraph, the creditor must
maintain such records as are necessary
to clearly reflect, with respect to each
particular acquired property, the cost
of each capital improvement and
whether the taxpayer treated minor
capital improvements with respect to
such property in the same manner as
the acquired property.

(6) Amounts realized with respect to ac-
quired property. Section 595(b) provides,
in part, that any amount realized with
respect to acquired property shall be
treated as a payment on account of the
indebtedness for which such property
was security, and any loss with respect
thereto shall be treated as a bad debt
to which the provisions of section 166
(relating to bad debts) apply. An
amount realized with respect to ac-
quired property means an amount rep-
resenting a recovery of capital, such as
proceeds from the sale or other disposi-
tion of the property, payments on the
original indebtedness made by or on be-
half of the debtor (including amounts
received under an insurance contract
with the Federal Housing Administra-
tion or a guarantee by the Veterans’
Administration), and collections on a
deficiency judgment obtained against
the debtor (other than amounts treated
as interest under applicable local law).
Amounts realized with respect to ac-
quired property include amounts which
otherwise would be treated in the man-
ner prescribed in section 351 (relating
to transfer to a corporation controlled
by transferor), section 354 (relating to
exchanges of stock and securities in
certain reorganizations), section 453
(relating to installment method), sec-
tion 1031 (relating to exchange of prop-

erty held for productive use or for in-
vestment), or section 1033 (relating to
involuntary conversions). For purposes
of section 595(b), if a corporation dis-
tributes acquired property in a dis-
tribution to which section 311 (relating
to taxability of corporation on dis-
tribution) or section 336 (relating to
nonrecognition of gain or loss to a cor-
poration on distribution of its property
in partial or complete liquidation) ap-
plies, the fair market value of the ac-
quired property at the time of the dis-
tribution shall be treated as an amount
realized with respect to such property.
However, no amount shall be consid-
ered realized by reason of the distribu-
tion or transfer of acquired property in
a transaction to which section 381(a)
(relating to carryovers in certain cor-
porate acquisitions) applies, and in the
case of such a distribution or transfer
the acquired property shall be treated
by the distributee or transferee as hav-
ing the same characteristics as it had
in the hands of the distributor or trans-
feror at the time of such distribution
or transfer. The following rules shall
apply to amounts realized with respect
to acquired property:

(i) Any amount realized shall be ap-
plied against and reduce the adjusted
basis of the acquired property, and to
the extent that such amount exceeds
the adjusted basis, it shall, in the case
of a creditor using the specific deduc-
tion method of accounting for bad
debts, be included in gross income as
ordinary income, or, in the case of a
creditor using the reserve method of
accounting for bad debts, be credited to
the appropriate bad debt reserve (that
is, the reserve for losses on qualifying
real property loans or the reserve for
losses on nonqualifying loans). Any
amounts credited during the taxable
year to a reserve for bad debts pursu-
ant to this subdivision shall not be
considered as a part of the addition
under section 593 for such year, but
shall be included in the balance of the
reserve for purposes of computing such
addition to the reserve for such taxable
year. Thus, for example, an amount
credited to the reserve for losses on
qualifying real property loans during a
taxable year shall not be considered as
a part of the addition to such reserve
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computed under the percentage of tax-
able income method. However, the
amount of such credit shall be included
in the balance of such reserve for the
purpose of determining the amount
necessary to increase the balance of
such reserve (as of the close of such
taxable year) to an amount equal to 3
percent of qualifying real property
loans and for the purpose of deter-
mining whether such balance exceeds 6
percent of such loans.

(ii) If an amount realized on the sale
or other disposition of the acquired
property is insufficient to restore to
the creditor the adjusted basis of the
property, the difference between such
adjusted basis and such amount real-
ized shall be treated as a bad debt to
which the provisions of section 166
apply. If the creditor subsequently re-
alizes an additional amount with re-
spect to the original indebtedness or
the acquired property, such additional
amount shall be treated as the recov-
ery of a bad debt.

(7) Treatment of rents, similar amounts,
and expenses. Section 595 does not
change the treatment of rents, royal-
ties, dividends, interest, or similar
amounts received or accrued by the
creditor with respect to acquired prop-
erty, nor does it change the treatment
of expenses incurred with respect to
such property. (See, however, subpara-
graph (1) of this paragraph for treat-
ment of depreciation, etc.) Thus, for
example, if the acquired property is a
governmental obligation within the
meaning of section 103 (relating to in-
terest on certain governmental obliga-
tions), interest payments received by
the creditor with respect to such obli-
gation would not be included in gross
income.

(8) Examples. The provisions of sub-
paragraphs (6) and (7) of this paragraph
may be illustrated by the following ex-
amples:

Example 1 (i) Facts. X Corporation, a cred-
itor which is an organization described in
section 593(a), uses the reserve method of ac-
counting for bad debts. On May 1, 1964, X re-
duces to ownership or possession by agree-
ment or process of law improved real prop-
erty which is security for an indebtedness of
A which is in default. On the date of acquisi-
tion there remains unpaid on the indebted-
ness $20,000 principal and $700 interest. X has
previously included the $700 interest in gross

income. Subsequent to acquisition, X incurs
expenses totaling $500 for maintenance, and
during the period June 1 through September
30, 1964, rents the property for a total rental
of $400. Under local law, X is accountable to
A for the rents received and A is accountable
to X for the expenses incurred. There are no
other receipts or expenses until October 1,
1964, at which time X sells the acquired prop-
erty for $22,000. Under local law, A is not en-
titled to any portion of the sales proceeds.

(ii) Treatment of rents, expenses, and sales
proceeds. X would treat rents, expenses, and
sales proceeds in the following manner:
Basis of acquired property at acquisition (ad-

justed basis of indebtedness, i.e., $20,000 prin-
cipal plus $700 interest) ..................................... $20,700

Plus: Expenses charged to debtor ........................ 500

21,200
Less: Rents credited to debtor .............................. 400

Adjusted basis of acquired property at sale .......... 20,800
Less: Portion of $22,000 sales proceeds applied

in reduction of adjusted basis of acquired prop-
erty ..................................................................... 20,800

0

Portion of sales proceeds credited to reserve for
losses on qualifying real property loans
($22,000 minus $20,800) ................................... 1,200

(iii) Creditor using specific deduction method.
If instead of using the reserve method of ac-
counting for bad debts X used the specific de-
duction method, the $1,200 portion of the
sales proceeds would be treated as ordinary
income.

Example 2 (i) Facts. The facts are the same
as in example 1 except that under local law
X is not accountable to A for any portion of
the rents received and A is not accountable
to X for the expenses incurred by X.

(ii) Treatment of rents and expenses. X in-
cludes in gross income the total rent receipts
of $400 and deducts (if otherwise allowable)
the expenses of $500.

(iii) Treatment of sales proceeds. As the re-
sult of the sale of the acquired property, X
credits $1,300 to the reserve for losses on
qualifying real property loans, computed as
follows:
Basis of acquired property at acquisition and at

date of sale (adjusted basis of indebtedness,
i.e., $20,000 principal plus $700 interest) .......... $20,700

Less: Portion of $22,000 sales proceeds applied
in reduction of adjusted basis of acquired prop-
erty ..................................................................... 20,700

0

Portion of sales proceeds credited to reserve for
losses on qualifying real property loans
($22,000 minus $20,700) ................................... 1,300

(iv) Creditor using specific deduction method.
If instead of using the reserve method of ac-
counting for bad debts X used the specific de-
duction method, the $1,300 portion of the
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sales proceeds would be treated as ordinary
income.

Example 3 (i) Facts. The facts are the same
in example 1 except that X sells the acquired
property for $15,000.

(ii) Treatment of rents, expenses, and sales
proceeds. X would treat rents, expenses, and
sales proceeds in the following manner:
Basis of acquired property at acquisition (ad-

justed basis of indebtedness, i.e., $20,000 prin-
cipal plus $700 interest) ..................................... $20,700

Plus: Expenses charged to debtor ........................ 500

21,200
Less: Rents credited to debtor .............................. 400
Adjusted basis of acquired property at sale .......... 20,800
Less: Portion of $15,000 sales proceeds applied

in reduction of adjusted basis of acquired prop-
erty ..................................................................... 15,000

Amount charged to reserve for losses on quali-
fying real property loans .................................... 5,800

(iii) Creditor using specific deduction method.
If instead of using the reserve method of ac-
counting for bad debts X used the specific de-
duction method, the excess of $5,800 would be
allowed as a specific bad debt deduction.

[T.D. 6814, 30 FR 4473, Apr. 7, 1965]

§ 1.596–1 Limitation on dividends re-
ceived deduction.

(a) In general. For taxable years be-
ginning after July 11, 1969, in the case
of mutual savings banks, domestic
building and loan associations, and co-
operative banks, if the addition to the
reserve for losses on qualifying real
property loans for the taxable year is
determined under section 593(b)(2) (re-
lating to the percentage of taxable in-
come method), the total amount al-
lowed as a deduction with respect to
dividends received under part VIII, sub-
chapter B, chapter 1, subtitle A of the
Code (section 241 et seq.) (determined
without regard to section 596 and this
section) for such taxable year is re-
duced as provided by this section. In
such case, the dividends received de-
duction otherwise determined under
part VIII, subchapter B, chapter 1, sub-
title A of the Code, is reduced by an
amount equal to the applicable per-
centage for such year (determined sole-
ly under subparagraphs (A) and (B) of
section 593(b)(2) and the regulations
thereunder) of such total amount. For
the rule under which a mutual savings
bank, domestic building and loan asso-
ciation, or cooperative bank is deemed
to have determined the addition to its
reserve for losses on qualifying real
property loans for the taxable year

under section 593(b)(2), see § 1.593–
6A(a)(2).

(b) Example. The provisions of this
section may be illustrated by the fol-
lowing example:

Example. X Corporation, a domestic build-
ing and loan association, determines the ad-
dition to its reserve for losses on qualifying
real property loans under section 593(b)(2) for
its taxable year beginning in 1971. During
that taxable year, X Corporation received a
total of $100,000 as dividends from domestic
corporations subject to tax under chapter 1
of the Code. X Corporation received no other
dividends during the taxable year. Under
part VIII, subchapter B, chapter 1, subtitle A
of the Code, a deduction, determined without
regard to section 596 and this section, of
$85,000 would be allowed with respect to the
dividends. For the taxable year, the applica-
ble percentage, determined under subpara-
graphs (A) and (B) of section 593(b)(2), is 54
percent. Under section 596 and this section,
the amount allowed as a deduction under
section 243 and the regulations thereunder is
reduced by $45,900 (54 percent of $85,000) to
$39,100 ($85,000 less $45,900).

(c) Dividends received by members of a
controlled group. If a thrift institution
that computes a deduction under sec-
tion 593(b)(2) is a member of a con-
trolled group of corporations (within
the meaning of section 1563(a), deter-
mined by substituting 50 percent for 80
percent each place it appears therein)
and if the thrift institution, without a
bona fide business purpose, transfers
stock, directly or indirectly, to an-
other member of the group, the Com-
missioner may allocate any dividends
with respect to the stock to the thrift
institution. If the Commissioner allo-
cates a dividend to a thrifty institution
under this paragraph (c), the Commis-
sioner will also make appropriate cor-
relative adjustments to the income of
any other member of the group in-
volved in the allocation, at a time and
in a manner consistent with the proce-
dures of § 1.482–1(d)(2). This paragraph
(c) applies to taxable years ending on
or after August 30, 1975.

[T.D. 7149, 36 FR 20944, Nov. 2, 1971, as amend-
ed by T.D. 7631, 44 FR 40496, July 11, 1979]

§ 1.597–1 Definitions.
For purposes of the regulations under

section 597—
(a) Unless the context otherwise re-

quires, the terms consolidated group,
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member and subsidiary have the mean-
ings provided in § 1.1502–1; and

(b) The following terms have the
meanings provided below—

Acquiring. The term Acquiring means
a corporation that is a transferee in a
Taxable Transfer, other than a deemed
transferee in a Taxable Transfer de-
scribed in § 1.597–5(b).

Agency. The term Agency means the
Resolution Trust Corporation, the Fed-
eral Deposit Insurance Corporation,
any similar instrumentality of the
United States government, and any
predecessor or successor of the fore-
going (including the Federal Savings
and Loan Insurance Corporation).

Agency Control. An Institution or en-
tity is under Agency Control if Agency
is conservator or receiver of the Insti-
tution or entity, or if Agency has the
right to appoint any of the Institu-
tion’s or entity’s directors.

Agency Obligation. The term Agency
Obligation means a debt instrument
that Agency issues to an Institution or
to a direct or indirect owner of an In-
stitution.

Bridge Bank. The term Bridge Bank
means an Institution that is organized
by Agency to hold assets and liabilities
of another Institution and that con-
tinues the operation of the other Insti-
tution’s business pending its acquisi-
tion or liquidation, and that is any of
the following—

(1) A national bank chartered by the
Comptroller of the Currency under sec-
tion 11(n) of the Federal Deposit Insur-
ance Act (12 U.S.C. 1821(n)) or section
21A(b)(10)(A) of the Federal Home Loan
Bank Act (12 U.S.C. 1441a(b)(10)(A)) or
any successor sections;

(2) A Federal savings association
chartered by the Director of the Office
of Thrift Supervision under section
21A(b)(10)(A) of the Federal Home Loan
Bank Act (12 U.S.C. 1441a(b)(10)(A)) or
any successor section; or

(3) A similar Institution chartered
under any other statutory provisions.

Consolidated Subsidiary. The term
Consolidated Subsidiary means a mem-
ber of the consolidated group of which
an Institution is a member that bears
the same relationship to the Institu-
tion that the members of a consoli-
dated group bear to their common par-
ent under section 1504(a)(1).

Continuing Equity. An Institution has
Continuing Equity for any taxable year
if, on the last day of the taxable year,
the Institution is not (1) a Bridge
Bank, (2) in Agency receivership, or (3)
treated as a New Entity.

Controlled Entity. The term Controlled
Entity means an entity under Agency
Control.

Federal Financial Assistance (FFA).
The term Federal Financial Assistance
(FFA), as defined by section 597(c),
means any money or property provided
by Agency to an Institution or to a di-
rect or indirect owner of stock in an
Institution under section 406(f) of the
National Housing Act (12 U.S.C.
1729(f)), section 21A(b)(4) of the Federal
Home Loan Bank Act (12 U.S.C.
1441a(b)(4)), section 11(f) or 13(c) of the
Federal Deposit Insurance Act (12
U.S.C. 1821(f), 1823(c)), or under any
similar provision of law. Any such
money or property is FFA, regardless
of whether the Institution or any of its
affiliates issues Agency a note or other
obligation, stock, warrants, or other
rights to acquire stock in connection
with Agency’s provision of the money
or property. FFA includes Net Worth
Assistance, Loss Guarantee payments,
yield maintenance payments, cost to
carry or cost of funds reimbursement
payments, expense reimbursement or
indemnity payments, and interest (in-
cluding original issue discount) on an
Agency Obligation.

Institution. The term Institution
means an entity that is, or imme-
diately before being placed under Agen-
cy Control was, a bank or domestic
building and loan association within
the meaning of section 597 (including a
Bridge Bank). Except as otherwise pro-
vided in the regulations under section
597, the term Institution includes a New
Entity or Acquiring that is a bank or
domestic building and loan association
within the meaning of section 597.

Loss Guarantee. The term Loss Guar-
antee means an agreement pursuant to
which Agency or a Controlled Entity
guarantees or agrees to pay an Institu-
tion a specified amount upon the dis-
position or charge-off (in whole or in
part) of specific assets, an agreement
pursuant to which an Institution has a
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right to put assets to Agency or a Con-
trolled Entity at a specified price, or a
similar arrangement.

Net Worth Assistance. The term Net
Worth Assistance means money or prop-
erty (including an Agency Obligation
to the extent it has a fixed principal
amount) that Agency provides as an in-
tegral part of a Taxable Transfer, other
than FFA that accrues after the date
of the Taxable Transfer. For example,
Net Worth Assistance does not include
Loss Guarantee payments, yield main-
tenance payments, cost to carry or
cost of funds reimbursement payments,
or expense reimbursement or indem-
nity payments. An Agency Obligation
is considered to have a fixed principal
amount notwithstanding an agreement
providing for its adjustment after
issuance to reflect a more accurate de-
termination of the condition of the In-
stitution at the time of the acquisi-
tion.

New Entity. The term New Entity
means the new corporation that is
treated as purchasing all of the assets
of an Old Entity in a Taxable Transfer
described in § 1.597–5(b).

Old Entity. The term Old Entity
means the Institution or Consolidated
Subsidiary that is treated as selling all
of its assets in a Taxable Transfer de-
scribed in § 1.597–5(b).

Residual Entity. The term Residual
Entity means the entity that remains
after an Institution transfers deposit
liabilities to a Bridge Bank.

Taxable Transfer. The term Taxable
Transfer has the meaning provided in
§ 1.597–5(a)(1).

[T.D.8641, 60 FR 66094, Dec. 21, 1995]

§ 1.597–2 Taxation of Federal financial
assistance.

(a) Inclusion in income—(1) In general.
Except as otherwise provided in the
regulations under section 597, all FFA
is includible as ordinary income to the
recipient at the time the FFA is re-
ceived or accrued in accordance with
the recipient’s method of accounting.
The amount of FFA received or ac-
crued is the amount of any money, the
fair market value of any property
(other than an Agency Obligation), and
the issue price of any Agency Obliga-
tion (determined under § 1.597–3(c)(2)).
An Institution (and not the nominal re-

cipient) is treated as receiving directly
any FFA that Agency provides in a
taxable year to a direct or indirect
shareholder of the Institution, to the
extent money or property is trans-
ferred to the Institution pursuant to an
agreement with Agency.

(2) Cross references. See paragraph (c)
of this section for rules regarding the
timing of inclusion of certain FFA. See
paragraph (d) of this section for addi-
tional rules regarding the treatment of
FFA received in connection with trans-
fers of money or property to Agency or
a Controlled Entity, or paid pursuant
to a Loss Guarantee. See § 1.597–5(c)(1)
for additional rules regarding the in-
clusion of Net Worth Assistance in the
income of an Institution.

(b) Basis of property that is FFA. If
FFA consists of property, the Institu-
tion’s basis in the property equals the
fair market value of the property
(other than an Agency Obligation) or
the issue price of the Agency Obliga-
tion, as determined under § 1.597–3(c)(2).

(c) Timing of inclusion of certain FFA—
(1) Scope. This paragraph (c) limits the
amount of FFA an Institution must in-
clude in income currently under cer-
tain circumstances and provides rules
for the deferred inclusion in income of
amounts in excess of those limits. This
paragraph (c) does not apply to a New
Entity or Acquiring.

(2) Amount currently included in in-
come by an Institution without Con-
tinuing Equity. The amount of FFA an
Institution without Continuing Equity
must include in income in a taxable
year under paragraph (a)(1) of this sec-
tion is limited to the sum of—

(i) The excess at the beginning of the
taxable year of the Institution’s liabil-
ities over the adjusted bases of the In-
stitution’s assets; and

(ii) The amount by which the excess
for the taxable year of the Institution’s
deductions allowed by chapter 1 of the
Internal Revenue Code (other than net
operating and capital loss carryovers)
over its gross income (determined
without regard to FFA) is greater than
the excess at the beginning of the tax-
able year of the adjusted bases of the
Institution’s assets over the Institu-
tion’s liabilities.

(3) Amount currently included in in-
come by an Institution with Continuing
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Equity. The amount of FFA an Institu-
tion with Continuing Equity must in-
clude in income in a taxable year under
paragraph (a)(1) of this section is lim-
ited to the sum of—

(i) The excess at the beginning of the
taxable year of the Institution’s liabil-
ities over the adjusted bases of the In-
stitution’s assets;

(ii) The greater of—
(A) The excess for the taxable year of

the Institution’s deductions allowed by
chapter 1 of the Internal Revenue Code
(other than net operating and capital
loss carryovers) over its gross income
(determined without regard to FFA); or

(B) The excess for the taxable year of
the deductions allowed by chapter 1 of
the Internal Revenue Code (other than
net operating and capital loss
carryovers) of the consolidated group
of which the Institution is a member
on the last day of the Institution’s tax-
able year over the group’s gross income
(determined without regard to FFA);
and

(iii) The excess of the amount of any
net operating loss carryover of the In-
stitution (or in the case of a carryover
from a consolidated return year of the
Institution’s current consolidated
group, the net operating loss carryover
of the group) to the taxable year over
the amount described in paragraph
(c)(3)(i) of this section.

(4) Deferred FFA—(i) Maintenance of
account. An Institution must establish
a deferred FFA account commencing in
the first taxable year in which it re-
ceives FFA that is not currently in-
cluded in income under paragraph (c)(2)
or (c)(3) of this section, and must main-
tain that account in accordance with
the requirements of this paragraph
(c)(4). The Institution must add the
amount of any FFA that is not cur-
rently included in income under para-
graph (c)(2) or (c)(3) of this section to
its deferred FFA account. The Institu-
tion must decrease the balance of its
deferred FFA account by the amount of
deferred FFA included in income under
paragraphs (c)(4)(ii), (iv) and (v) of this
section. (See also paragraph (d)(5)(i)(B)
of this section for other adjustments
that decrease the deferred FFA ac-
count.) If, under paragraph (c)(3) of this
section, FFA is not currently included
in income in a taxable year, the Insti-

tution thereafter must maintain its de-
ferred FFA account on a FIFO (first in,
first out) basis (e.g., for purposes of the
first sentence of paragraph (c)(4)(iv) of
this section).

(ii) Deferred FFA recapture. In any
taxable year in which an Institution
has a balance in its deferred FFA ac-
count, it must include in income an
amount equal to the lesser of the
amount described in paragraph
(c)(4)(iii) of this section or the balance
in its deferred FFA account.

(iii) Annual recapture amount—(A) In-
stitutions without Continuing Equity—(1)
In general. In the case of an Institution
without Continuing Equity, the
amount described in this paragraph
(c)(4)(iii) is the amount by which—

(i) The excess for the taxable year of
the Institution’s deductions allowed by
chapter 1 of the Internal Revenue Code
(other than net operating and capital
loss carryovers) over its gross income
(taking into account FFA included in
income under paragraph (c)(2) of this
section); is greater than

(ii) The Institution’s remaining eq-
uity as of the beginning of the taxable
year.

(2) Remaining equity. The Institu-
tion’s remaining equity is—

(i) The amount at the beginning of
the taxable year in which the deferred
FFA account was established equal to
the adjusted bases of the Institution’s
assets minus the Institution’s liabil-
ities (which amount may be positive or
negative); plus

(ii) The Institution’s taxable income
(computed without regard to any car-
ryover from any other year) in any
subsequent taxable year or years;
minus

(iii) The excess in any subsequent
taxable year or years of the Institu-
tion’s deductions allowed by chapter 1
of the Internal Revenue Code (other
than net operating and capital loss
carryovers) over its gross income.

(B) Institutions with Continuing Eq-
uity. In the case of an Institution with
Continuing Equity, the amount de-
scribed in this paragraph (c)(4)(iii) is
the amount by which the Institution’s
deductions allowed by chapter 1 of the
Internal Revenue Code (other than net
operating and capital loss carryovers)
exceed its gross income (taking into
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account FFA included in income under
paragraph (c)(3) of this section).

(iv) Additional deferred FFA recapture
by an Institution with Continuing Equity.
To the extent that, as of the end of a
taxable year, the cumulative amount
of FFA deferred under paragraph (c)(3)
of this section that an Institution with
Continuing Equity has recaptured
under this paragraph (c)(4) is less than
the cumulative amount of FFA de-
ferred under paragraph (c)(3) of this
section that the Institution would have
recaptured if that FFA had been in-
cluded in income ratably over the six
taxable years immediately following
the taxable year of deferral, the Insti-
tution must include that difference in
income for the taxable year. An Insti-
tution with Continuing Equity must
include in income the balance of its de-
ferred FFA account in the taxable year
in which it liquidates, ceases to do
business, transfers (other than to a
Bridge Bank) substantially all of its as-
sets and liabilities, or is deemed to
transfer all of its assets under § 1.597–
5(b).

(v) Optional accelerated recapture of
deferred FFA. An Institution that has a
deferred FFA account may include in
income the balance of its deferred FFA
account on its timely filed (including
extensions) original income tax return
for any taxable year that it is not
under Agency Control. The balance of
its deferred FFA account is income on
the last day of that year.

(5) Exceptions to limitations on use of
losses. In computing an Institution’s
taxable income or alternative min-
imum taxable income for a taxable
year, sections 56(d)(1), 382 and 383 and
§§ 1.1502–15, 1.1502–21, and 1.1502–22 (or
§§ 1.1502–15A, 1.1502–21A, and 1.1502–22A,
as appropriate) do not limit the use of
the attributes of the Institution to the
extent, if any, that the inclusion of
FFA (including recaptured FFA) in in-
come results in taxable income or al-
ternative minimum taxable income
(determined without regard to this
paragraph (c)(5)) for the taxable year.
This paragraph (c)(5) does not apply to
any limitation under section 382 or 383
or § 1.1502–15, 1.1502–21 or 1.1502–22 (or
§ 1.1502–15A, 1.1502–21A or 1.1502–22A, as
appropriate) that arose in connection
with or prior to a corporation becom-

ing a Consolidated Subsidiary of the
Institution.

(6) Operating rules—(i) Bad debt re-
serves. For purposes of paragraphs
(c)(2), (c)(3) and (c)(4) of this section,
the adjusted bases of an Institution’s
assets are reduced by the amount of
the Institution’s reserves for bad debts
under section 585 or 593, other than
supplemental reserves under section
593.

(ii) Aggregation of Consolidated Sub-
sidiaries. For purposes of this paragraph
(c), an Institution is treated as a single
entity that includes the income, ex-
penses, assets, liabilities, and at-
tributes of its Consolidated Subsidi-
aries, with appropriate adjustments to
prevent duplication.

(iii) Alternative minimum tax. To com-
pute the alternative minimum taxable
income attributable to FFA of an Insti-
tution for any taxable year under sec-
tion 55, the rules of this section, and
related rules, are applied by using al-
ternative minimum tax basis, deduc-
tions, and all other items required to
be taken into account. All other alter-
native minimum tax provisions con-
tinue to apply.

(7) Earnings and profits. FFA that is
not currently included in income under
this paragraph (c) is included in earn-
ings and profits for all purposes of the
Internal Revenue Code to the extent
and at the time it is included in income
under this paragraph (c).

(d) Transfers of money or property to
Agency, and property subject to a Loss
Guarantee—(1) Transfers of property to
Agency. The transfer of property to
Agency or a Controlled Entity is a tax-
able sale or exchange in which the In-
stitution is treated as realizing an
amount equal to—

(i) The property’s fair market value;
or

(ii) For property subject to a Loss
Guarantee, the greater of the prop-
erty’s fair market value or the guaran-
teed value or price at which the prop-
erty can be put at the time of transfer.

(2) FFA with respect to property covered
by a Loss Guarantee other than on trans-
fer to Agency. (i) FFA provided pursu-
ant to a Loss Guarantee with respect
to covered property is included in the
amount realized with respect to the
property to the extent the total
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amount realized does not exceed the
greater of—

(A) The property’s fair market value;
or

(B) The guaranteed value or price at
which the property can be put at the
time of transfer.

(ii) For the purposes of this para-
graph (d)(2), references to an amount
realized include amounts obtained in
whole or partial satisfaction of loans,
amounts obtained by virtue of charging
off or marking to market covered prop-
erty, and other amounts similarly re-
lated to property, whether or not dis-
posed of.

(3) Treatment of FFA received in ex-
change for property. FFA included in
the amount realized for property under
this paragraph (d) is not includible in
income under paragraph (a)(1) of this
section. The amount realized is treated
in the same manner as if realized from
a person other than Agency or a Con-
trolled Entity. For example, gain at-
tributable to FFA received with re-
spect to a capital asset retains its
character as capital gain. Similarly,
FFA received with respect to property
that has been charged off for income
tax purposes is treated as a recovery to
the extent of the amount previously
charged off. Any FFA provided in ex-
cess of the amount realized under this
paragraph (d) is includible in income
under paragraph (a)(1) of this section.

(4) Adjustment to FFA—(i) In general.
If an Institution pays or transfers
money or property to Agency or a Con-
trolled Entity, the amount of money
and fair market value of the property
is an adjustment to its FFA to the ex-
tent the amount paid and transferred
exceeds the amount of money and fair
market value of property Agency or a
Controlled Entity provides in ex-
change.

(ii) Deposit insurance. This paragraph
(d)(4) does not apply to amounts paid
to Agency with respect to deposit in-
surance.

(iii) Treatment of an interest held by
Agency or a Controlled Entity—(A) In
general. For purposes of this paragraph
(d), an interest described in § 1.597–3(b)
is not treated as property when trans-
ferred by the issuer to Agency or a
Controlled Entity nor when acquired

from Agency or a Controlled Entity by
the issuer.

(B) Dispositions to persons other than
issuer. On the date Agency or a Con-
trolled Entity transfers an interest de-
scribed in § 1.597–3(b) to a holder other
than the issuer, Agency or a Controlled
Entity, the issuer is treated for pur-
poses of this paragraph (d)(4) as having
transferred to Agency an amount of
money equal to the sum of the amount
of money and the fair market value of
property that was paid by the new
holder as consideration for the inter-
est.

(iv) Consolidated groups. For purposes
of this paragraph (d), an Institution
will be treated as having made any
transfer to Agency or a Controlled En-
tity that was made by any other mem-
ber of its consolidated group. The con-
solidated group must make appropriate
investment basis adjustments to the
extent the member transferring money
or other property is not the member
that received FFA.

(5) Manner of making adjustments to
FFA—(i) Reduction of FFA and deferred
FFA. An Institution adjusts its FFA
under paragraph (d)(4) of this section
by reducing in the following order and
in an aggregate amount not greater
than the adjustment—

(A) The amount of any FFA that is
otherwise includible in income for the
taxable year (before application of
paragraph (c) of this section); and

(B) The balance (but not below zero)
in the deferred FFA account, if any,
maintained under paragraph (c)(4) of
this section.

(ii) Deduction of excess amounts. If the
amount of the adjustment exceeds the
sum of the amounts described in para-
graph (d)(5)(i) of this section, the Insti-
tution may deduct the excess to the ex-
tent the deduction does not exceed the
amount of FFA included in income for
prior taxable years reduced by the
amount of deductions allowable under
this paragraph (d)(5)(ii) in prior taxable
years.

(iii) Additional adjustments. Any ad-
justment to FFA in excess of the sum
of the amounts described in paragraphs
(d)(5)(i) and (ii) of this section is treat-
ed—
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(A) By an Institution other than a
New Entity or Acquiring, as a deduc-
tion of the amount in excess of FFA re-
ceived that is required to be trans-
ferred to Agency under section 11(g) of
the Federal Deposit Insurance Act (12
U.S.C. 1821(g)); or

(B) By a New Entity or Acquiring, as
an adjustment to the purchase price
paid in the Taxable Transfer (see
§ 1.338–7).

(e) Examples. The following examples
illustrate the provisions of this sec-
tion:

Example 1. Timing of inclusion of FFA in in-
come. (i) Institution M, a calendar year tax-
payer without Continuing Equity because it
is in Agency receivership, is not a member of
a consolidated group and has not been ac-
quired in a Taxable Transfer. On January 1,
1997, M has assets with a total adjusted basis
of $100 million and total liabilities of $120
million. M’s deductions do not exceed its
gross income (determined without regard to
FFA) for 1997. Agency provides $30 million of
FFA to M in 1997. The amount of this FFA
that M must include in income in 1997 is lim-
ited by § 1.597–2(c)(2) to $20 million, the
amount by which M’s liabilities ($120 mil-
lion) exceed the total adjusted basis of its as-
sets ($100 million) at the beginning of the
taxable year. Pursuant to § 1.597–2(c)(4)(i), M
must establish a deferred FFA account for
the remaining $10 million.

(ii) If Agency instead lends M the $30 mil-
lion, M’s indebtedness to Agency is dis-
regarded and the results are the same as in
paragraph (i) of this Example 1. Section
597(c); §§ 1.597–1(b) (defining FFA) and 1.597–
3(b).

Example 2. Transfer of property to Agency. (i)
Institution M, a calendar year taxpayer
without Continuing Equity because it is in
Agency receivership, is not a member of a
consolidated group and has not been ac-
quired in a Taxable Transfer. At the begin-
ning of 1998, M’s remaining equity is $0 and
M has a deferred FFA account of $10 million.
Agency does not provide any FFA to M in
1998. During the year, M transfers property
not covered by a Loss Guarantee to Agency
and does not receive any consideration. The
property has an adjusted basis of $5 million
and a fair market value of $1 million at the
time of the transfer. M has no other taxable
income or loss in 1998.

(ii) Under § 1.597–2(d)(1), M is treated as
selling the property for $1 million, its fair
market value, thus recognizing a $4 million
loss ($5 million–$1 million). In addition, be-
cause M did not receive any consideration
from Agency, under § 1.597–2(d)(4) M has an
adjustment to FFA of $1 million, the amount
by which the fair market value of the trans-

ferred property ($1 million) exceeds the con-
sideration M received from Agency ($0). Be-
cause no FFA is provided to M in 1998, this
adjustment reduces the balance of M’s de-
ferred FFA account to $9 million ($10 mil-
lion–$1 million). Section 1.597–2(d)(5)(i)(B).
Because M’s $4 million loss causes M’s deduc-
tions to exceed its gross income by $4 million
in 1998 and M has no remaining equity, under
§ 1.597–2(c)(4)(iii)(A) M must include $4 mil-
lion of deferred FFA in income, and must de-
crease the remaining $9 million balance of
its deferred FFA account by the same
amount, leaving a balance of $5 million.

Example 3. Loss Guarantee. Institution Q, a
calendar year taxpayer, sells an asset cov-
ered by a Loss Guarantee to an unrelated
third party for $4,000. Q’s adjusted basis in
the asset at the time of sale and the asset’s
guaranteed value are both $10,000. Pursuant
to the Loss Guarantee, Agency pays Q $6,000
($10,000–$4,000). Q’s amount realized from the
sale of the asset is $10,000 ($4,000 from the
third party and $6,000 from Agency). Section
1.597–2(d)(2). Q realizes no gain or loss on the
sale ($10,000–$10,000 = $0), and therefore in-
cludes none of the $6,000 of FFA it receives
pursuant to the Loss Guarantee in income.
Section 1.597–2(d)(3).

[T.D. 8641, 60 FR 66095, Dec. 21, 1995; 61 FR
12135, Mar. 25, 1996, as amended by T.D. 8677,
61 FR 33322, June 27, 1996; T.D. 8823, 64 FR
36099, July 2, 1999; T.D. 8858, 65 FR 1237, Jan.
7, 2000; T.D. 8940, 66 FR 9929, Feb. 13, 2001]

§ 1.597–3 Other rules.

(a) Ownership of assets. For all income
tax purposes, an Institution is treated
as the owner of all assets covered by a
Loss Guarantee, yield maintenance
agreement, or cost to carry or cost of
funds reimbursement agreement, re-
gardless of whether Agency (or a Con-
trolled Entity) otherwise would be
treated as the owner under general
principles of income taxation.

(b) Debt and equity interests received by
Agency. Debt instruments, stock, war-
rants, or other rights to acquire stock
of an Institution (or any of its affili-
ates) that Agency or a Controlled Enti-
ty receives in connection with a trans-
action in which FFA is provided are
not treated as debt, stock or other eq-
uity interests of or in the issuer for
any purpose of the Internal Revenue
Code while held by Agency or a Con-
trolled Entity. On the date Agency or a
Controlled Entity transfers an interest
described in this paragraph (b) to a
holder other than Agency or a Con-
trolled Entity, the interest is treated
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as having been newly issued by the
issuer to the holder with an issue price
equal to the sum of the amount of
money and the fair market value of
property paid by the new holder in ex-
change for the interest.

(c) Agency Obligations—(1) In general.
Except as otherwise provided in this
paragraph (c), the original issue dis-
count rules of sections 1271 et seq. apply
to Agency Obligations.

(2) Issue price of Agency Obligations
provided as Net Worth Assistance. The
issue price of an Agency Obligation
that is provided as Net Worth Assist-
ance and that bears interest at either a
single fixed rate or a qualified floating
rate (and provides for no contingent
payments) is the lesser of the sum of
the present values of all payments due
under the obligation, discounted at a
rate equal to the applicable Federal
rate (within the meaning of section
1274(d) (1) and (3)) in effect for the date
of issuance, or the stated principal
amount of the obligation. The issue
price of an Agency Obligation that
bears a qualified floating rate of inter-
est (within the meaning of § 1.1275–5(b))
is determined by treating the obliga-
tion as bearing a fixed rate of interest
equal to the rate in effect on the date
of issuance under the obligation.

(3) Adjustments to principal amount.
Except as provided in § 1.597–5(d)(2)(iv),
this paragraph (c)(3) applies if Agency
modifies or exchanges an Agency Obli-
gation provided as Net Worth Assist-
ance (or a successor obligation). The
issue price of the modified or new
Agency Obligation is determined under
paragraphs (c) (1) and (2) of this sec-
tion. If the issue price is greater than
the adjusted issue price of the existing
Agency Obligation, the difference is
treated as FFA. If the issue price is
less than the adjusted issue price of the
existing Agency Obligation, the dif-
ference is treated as an adjustment to
FFA under § 1.597–2(d)(4).

(d) Successors. To the extent nec-
essary to effectuate the purposes of the
regulations under section 597, an enti-
ty’s treatment under the regulations
applies to its successor. A successor in-
cludes a transferee in a transaction to
which section 381(a) applies or a Bridge
Bank to which another Bridge Bank
transfers deposit liabilities.

(e) Loss disallowance. For purposes of
§ 1.1502–20, FFA and the amount de-
scribed in § 1.597–4(g)(3) are treated as
an extraordinary gain disposition with-
in the meaning of § 1.1502–20(c)(2)(i) and
a Taxable Transfer is treated as an ap-
plicable asset acquisition under section
1060(c) within the meaning of § 1.1502–
20(c)(2)(i)(A)(4).

(f) Losses and deductions with respect
to covered assets. Prior to the disposi-
tion of an asset covered by a Loss
Guarantee, the asset cannot be charged
off, marked to a market value, depre-
ciated, amortized, or otherwise treated
in a manner that supposes an actual or
possible diminution of value below the
greater of the asset’s highest guaran-
teed value or the highest price at
which the asset can be put.

(g) Anti-abuse rule. The regulations
under section 597 must be applied in a
manner consistent with the purposes of
section 597. Accordingly, if, in struc-
turing or engaging in any transaction,
a principal purpose is to achieve a tax
result that is inconsistent with the
purposes of section 597 and the regula-
tions thereunder, the Commissioner
can make appropriate adjustments to
income, deductions and other items
that would be consistent with those
purposes.

[T.D. 8641, 60 FR 66097, Dec. 21, 1995]

§ 1.597–4 Bridge Banks and Agency
Control.

(a) Scope. This section provides rules
that apply to a Bridge Bank or other
Institution under Agency Control and to
transactions in which an Institution
transfers deposit liabilities (whether or
not the Institution also transfers as-
sets) to a Bridge Bank.

(b) Status as taxpayer. A Bridge Bank
or other Institution under Agency Con-
trol is a corporation within the mean-
ing of section 7701(a)(3) for all purposes
of the Internal Revenue Code and is
subject to all Internal Revenue Code
provisions that generally apply to cor-
porations, including those relating to
methods of accounting and to require-
ments for filing returns, even if Agency
owns stock of the Institution.

(c) No section 382 ownership change.
The imposition of Agency Control, the
cancellation of Institution stock by
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Agency, a transaction in which an In-
stitution transfers deposit liabilities to
a Bridge Bank, and an election under
paragraph (g) of this section are dis-
regarded in determining whether an
ownership change has occurred within
the meaning of section 382(g).

(d) Transfers to Bridge Banks—(1) In
general. Except as otherwise provided
in paragraph (g) of this section, the
rules of this paragraph (d) apply to
transfers to Bridge Banks. In general, a
Bridge Bank and its associated Resid-
ual Entity are together treated as the
successor entity to the transferring In-
stitution. If an Institution transfers
deposit liabilities to a Bridge Bank
(whether or not it also transfers as-
sets), the Institution recognizes no
gain or loss on the transfer and the
Bridge Bank succeeds to the transfer-
ring Institution’s basis in any trans-
ferred assets. The associated Residual
Entity retains its basis in any assets it
continues to hold. Immediately after
the transfer, the Bridge Bank succeeds
to and takes into account the transfer-
ring Institution’s items described in
section 381(c) (subject to the conditions
and limitations specified in section
381(c)), taxpayer identification number
(‘‘TIN’’), deferred FFA account, and ac-
count receivable for future FFA as de-
scribed in paragraph (g)(4)(ii) of this
section. The Bridge Bank also succeeds
to and continues the transferring Insti-
tution’s taxable year.

(2) Transfers to a Bridge Bank from
multiple Institutions. If two or more In-
stitutions transfer deposit liabilities to
the same Bridge Bank, the rules in
paragraph (d)(1) of this section are
modified to the extent provided in this
paragraph (d)(2). The Bridge Bank suc-
ceeds to the TIN and continues the tax-
able year of the Institution that trans-
fers the largest amount of deposits.
The taxable years of the other transfer-
ring Institutions close at the time of
the transfer. If all the transferor Insti-
tutions are members of the same con-
solidated group, the Bridge Bank’s
carryback of losses to the Institution
that transfers the largest amount of
deposits is not limited by section
381(b)(3). The limitations of section
381(b)(3) do apply to the Bridge Bank’s
carrybacks of losses to all other trans-
feror Institutions. If the transferor In-

stitutions are not all members of the
same consolidated group, the limita-
tions of section 381(b)(3) apply with re-
spect to all transferor Institutions. See
paragraph (g)(6)(ii) of this section for
additional rules that apply if two or
more Institutions that are not mem-
bers of the same consolidated group
transfer deposit liabilities to the same
Bridge Bank.

(e) Treatment of Bridge Bank and Re-
sidual Entity as a single entity. A Bridge
Bank and its associated Residual Enti-
ty or Entities are treated as a single
entity for income tax purposes and
must file a single combined income tax
return. The Bridge Bank is responsible
for filing all income tax returns and
statements for this single entity and is
the agent of each associated Residual
Entity to the same extent as if the
Bridge Bank were the common parent
of a consolidated group including the
Residual Entity. The term Institution
includes a Residual Entity that files a
combined return with its associated
Bridge Bank.

(f) Rules applicable to members of con-
solidated groups—(1) Status as members.
Unless an election is made under para-
graph (g) of this section, Agency Con-
trol of an Institution does not termi-
nate the Institution’s membership in a
consolidated group. Stock of a sub-
sidiary that is canceled by Agency is
treated as held by the members of the
consolidated group that held the stock
prior to its cancellation. If an Institu-
tion is a member of a consolidated
group immediately before it transfers
deposit liabilities to a Bridge Bank,
the Bridge Bank succeeds to the Insti-
tution’s status as the common parent
or, unless an election is made under
paragraph (g) of this section, as a sub-
sidiary of the group. If a Bridge Bank
succeeds to an Institution’s status as a
subsidiary, its stock is treated as held
by the shareholders of the transferring
Institution, and the stock basis or ex-
cess loss account of the Institution car-
ries over to the Bridge Bank. A Bridge
Bank is treated as owning stock owned
by its associated Residual Entities, in-
cluding for purposes of determining
membership in an affiliated group.

(2) No 30-day election to be excluded
from consolidated group. Neither an In-
stitution nor any of its Consolidated
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Subsidiaries may be excluded from a
consolidated group for a taxable year
under § 1.1502–76(b)(5)(ii), as contained
in 26 CFR part 1 edition revised April 1,
1994, if the Institution is under Agency
Control at any time during the year.

(3) Coordination with consolidated re-
turn regulations. The provisions of the
regulations under section 597 take
precedence over conflicting provisions
in the regulations under section 1502.

(g) Elective disaffiliation—(1) In gen-
eral. A consolidated group of which an
Institution is a subsidiary may elect ir-
revocably not to include the Institu-
tion in its affiliated group if the Insti-
tution is placed in Agency receivership
(whether or not assets or deposit liabil-
ities of the Institution are transferred
to a Bridge Bank). See paragraph (g)(6)
of this section for circumstances under
which a consolidated group is deemed
to make this election.

(2) Consequences of election. If the
election under this paragraph (g) is
made with respect to an Institution,
the following consequences occur im-
mediately before the subsidiary Insti-
tution to which the election applies is
placed in Agency receivership (or, in
the case of a deemed election under
paragraph (g)(6) of this section, imme-
diately before the consolidated group is
deemed to make the election) and in
the following order—

(i) All adjustments of the Institution
and its Consolidated Subsidiaries under
section 481 are accelerated;

(ii) Deferred intercompany gains and
losses with respect to the Institution
and its Consolidated Subsidiaries are
taken into account and the Institution
and its Consolidated Subsidiaries take
into account any other items required
under the regulations under section
1502 for members that become non-
members within the meaning of
§ 1.1502–32(d)(4);

(iii) The taxable year of the Institu-
tion and its Consolidated Subsidiaries
closes and the Institution includes the
amount described in paragraph (g)(3) of
this section in income as ordinary in-
come as its last item for that taxable
year;

(iv) The members of the consolidated
group owning the common stock of the
Institution include in income any ex-
cess loss account with respect to the

Institution’s stock under § 1.1502–19 and
any other items required under the reg-
ulations under section 1502 for mem-
bers that own stock of corporations
that become nonmembers within the
meaning of § 1.1502–32(d)(4); and

(v) If the Institution’s liabilities ex-
ceed the aggregate fair market value of
its assets on the date the Institution is
placed in Agency receivership (or, in
the case of a deemed election under
paragraph (g)(6) of this section, on the
date the consolidated group is deemed
to make the election), the members of
the consolidated group treat their
stock in the Institution as worthless.
(See §§ 1.337(d)-1 and 1.1502–20 for poten-
tial limitations on the group’s worth-
less stock deduction.) In all other
cases, the consolidated group will be
treated as owning stock of a non-
member corporation until such stock is
disposed of or becomes worthless under
rules otherwise applicable.

(3) Toll charge. The amount described
in this paragraph (g)(3) is the excess of
the Institution’s liabilities over the ad-
justed bases of its assets immediately
before the Institution is placed in
Agency receivership (or, in the case of
a deemed election under paragraph
(g)(6) of this section, immediately be-
fore the consolidated group is deemed
to make the election). In computing
this amount, the adjusted bases of an
Institution’s assets are reduced by the
amount of the Institution’s reserves for
bad debts under section 585 or 593,
other than supplemental reserves
under section 593. For purposes of this
paragraph (g)(3), an Institution is
treated as a single entity that includes
the assets and liabilities of its Consoli-
dated Subsidiaries, with appropriate
adjustments to prevent duplication.
The amount described in this para-
graph (g)(3) for alternative minimum
tax purposes is determined using alter-
native minimum tax basis, deductions,
and all other items required to be
taken into account. In computing the
increase in the group’s taxable income
or alternative minimum taxable in-
come, sections 56(d)(1), 382 and 383 and
§§ 1.1502–15, 1.1502–21 and 1.1502–22 (or
§§ 1.1502–15A, 1.1502–21A and 1.1502–22A,
as appropriate) do not limit the use of
the attributes of the Institution and its
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Consolidated Subsidiaries to the ex-
tent, if any, that the inclusion of the
amount described in this paragraph
(g)(3) in income would result in the
group having taxable income or alter-
native minimum taxable income (de-
termined without regard to this sen-
tence) for the taxable year. The pre-
ceding sentence does not apply to any
limitation under section 382 or 383 or
§ 1.1502–15, 1.1502–21, or 1.1502–22 (or
§ 1.1502–15A, 1.1502–21A, or 1.1502–22A, as
appropriate) that arose in connection
with or prior to a corporation becom-
ing a Consolidated Subsidiary of the
Institution.

(4) Treatment of Institutions after dis-
affiliation—(i) In general. If the elec-
tion under this paragraph (g) is made
with respect to an Institution, imme-
diately after the Institution is placed
in Agency receivership (or, in the case
of a deemed election under paragraph
(g)(6) of this section, immediately after
the consolidated group is deemed to
make the election), the Institution and
each of its Consolidated Subsidiaries
are treated for income tax purposes as
new corporations that are not members
of the electing group’s affiliated group.
Each new corporation retains the TIN
of the corresponding disaffiliated cor-
poration and is treated as having re-
ceived the assets and liabilities of the
corresponding disaffiliated corporation
in a transaction to which section 351
applies (and in which no gain was rec-
ognized under section 357(c) or other-
wise). Thus, the new corporation has no
net operating or capital loss
carryforwards. An election under this
paragraph (g) does not terminate the
single entity treatment of a Bridge
Bank and its Residual Entities pro-
vided in paragraph (e) of this section.

(ii) FFA. A new Institution is treated
as having a non-interest bearing, non-
transferable account receivable for fu-
ture FFA with a basis equal to the
amount described in paragraph (g)(3) of
this section. If a disaffiliated Institu-
tion has a deferred FFA account at the
time of its disaffiliation, the cor-
responding new Institution succeeds to
and takes into account that deferred
FFA account.

(iii) Filing of consolidated returns. If a
disaffiliated Institution has Consoli-
dated Subsidiaries at the time of its

disaffiliation, the corresponding new
Institution is required to file a consoli-
dated income tax return with the sub-
sidiaries in accordance with the regula-
tions under section 1502.

(iv) Status as Institution. If an Institu-
tion is disaffiliated under this para-
graph (g), the resulting new corpora-
tion is treated as an Institution for
purposes of the regulations under sec-
tion 597 regardless of whether it is a
bank or domestic building and loan as-
sociation within the meaning of sec-
tion 597.

(v) Loss carrybacks. To the extent a
carryback of losses would result in a
refund being paid to a fiduciary under
section 6402(i), an Institution or Con-
solidated Subsidiary with respect to
which an election under this paragraph
(g) (other than under paragraph
(g)(6)(ii) of this section) applies is al-
lowed to carry back losses as if the In-
stitution or Consolidated Subsidiary
had continued to be a member of the
consolidated group that made the elec-
tion.

(5) Affirmative election—(i) Original In-
stitution—(A) Manner of making elec-
tion. Except as otherwise provided in
paragraph (g)(6) of this section, a con-
solidated group makes the election
provided by this paragraph (g) by send-
ing a written statement by certified
mail to the affected Institution on or
before the later of 120 days after its
placement in Agency receivership or
May 31, 1996. The statement must con-
tain the following legend at the top of
the page: ‘‘THIS IS AN ELECTION
UNDER § 1.597–4(g) TO EXCLUDE THE
BELOW-REFERENCED INSTITUTION
AND CONSOLIDATED SUBSIDIARIES
FROM THE AFFILIATED GROUP,’’
and must include the names and tax-
payer identification numbers of the
common parent and of the Institution
and Consolidated Subsidiaries to which
the election applies, and the date on
which the Institution was placed in
Agency receivership. The consolidated
group must send a similar statement to
all subsidiary Institutions placed in
Agency receivership during the consist-
ency period described in paragraph
(g)(5)(ii) of this section. (Failure to sat-
isfy the requirement in the preceding
sentence, however, does not invalidate
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the election with respect to any sub-
sidiary Institution placed in Agency re-
ceivership during the consistency pe-
riod described in paragraph (g)(5)(ii) of
this section.) The consolidated group
must include a copy of any election
statement and accompanying certified
mail receipt as part of its first income
tax return filed after the due date
under this paragraph (g)(5) for such
statement. A statement must be at-
tached to this return indicating that
the individual who signed the election
was authorized to do so on behalf of the
consolidated group. Agency cannot
make this election under the authority
of section 6402(i) or otherwise.

(B) Consistency limitation on affirma-
tive elections. A consolidated group may
make an affirmative election under
this paragraph (g)(5) with respect to a
subsidiary Institution placed in Agency
receivership only if the group made, or
is deemed to have made, the election
under this paragraph (g) with respect
to every subsidiary Institution of the
group placed in Agency receivership on
or after May 10, 1989 and within five
years preceding the date the subject In-
stitution was placed in Agency receiv-
ership.

(ii) Effect on Institutions placed in re-
ceivership simultaneously or subse-
quently. An election under this para-
graph (g), other than under paragraph
(g)(6)(ii) of this section, applies to the
Institution with respect to which the
election is made or deemed made (the
original Institution) and each sub-
sidiary Institution of the group placed
in Agency receivership or
deconsolidated in contemplation of
Agency Control or the receipt of FFA
simultaneously with the original Insti-
tution or within five years thereafter.

(6) Deemed Election—(i)
Deconsolidations in contemplation. If one
or more members of a consolidated
group deconsolidate (within the mean-
ing of § 1.1502–19(c)(1)(ii)(B)) a sub-
sidiary Institution in contemplation of
Agency Control or the receipt of FFA,
the consolidated group is deemed to
make the election described in this
paragraph (g) with respect to the Insti-
tution on the date the deconsolidation
occurs. A subsidiary Institution is con-
clusively presumed to have been
deconsolidated in contemplation of

Agency Control or the receipt of FFA if
either event occurs within six months
after the deconsolidation.

(ii) Transfers to a Bridge Bank from
multiple groups. On the day an Institu-
tion’s transfer of deposit liabilities to a
Bridge Bank results in the Bridge Bank
holding deposit liabilities from both a
subsidiary Institution and an Institu-
tion not included in the subsidiary In-
stitution’s consolidated group, each
consolidated group of which a transfer-
ring Institution or the Bridge Bank is
a subsidiary is deemed to make the
election described in this paragraph (g)
with respect to its subsidiary Institu-
tion. If deposit liabilities of another In-
stitution that is a subsidiary member
of any consolidated group subsequently
are transferred to the Bridge Bank, the
consolidated group of which the Insti-
tution is a subsidiary is deemed to
make the election described in this
paragraph (g) with respect to that In-
stitution at the time of the subsequent
transfer.

(h) Examples. The following examples
illustrate the provisions of this sec-
tion:

Facts. Corporation X, the common parent
of a consolidated group, owns all the stock
(with a basis of $4 million) of Institution M,
an insolvent Institution with no Consoli-
dated Subsidiaries. At the close of business
on April 30, 1996, M has $4 million of deposit
liabilities, $1 million of other liabilities, and
assets with an adjusted basis of $4 million
and a fair market value of $3 million.

Example 1. Effect of receivership on consolida-
tion. On May 1, 1996, Agency places M in re-
ceivership and begins liquidating M. X does
not make an election under § 1.597–4(g). M re-
mains a member of the X consolidated group
after May 1, 1996. Section 1.597–4(f)(1).

Example 2. Effect of Bridge Bank on consoli-
dation—(i) Additional facts. On May 1, 1996,
Agency places M in receivership and causes
M to transfer all of its assets and deposit li-
abilities to Bridge Bank MB.

(ii) Consequences without an election to dis-
affiliate. M recognizes no gain or loss from
the transfer and MB succeeds to M’s basis in
the transferred assets, M’s items described in
section 381(c) (subject to the conditions and
limitations specified in section 381(c)) and
TIN. Section 1.597–4(d)(1). (If M had a de-
ferred FFA account, MB would also succeed
to that account. Section 1.597–4(d)(1).) MB
continues M’s taxable year and succeeds to
M’s status as a member of the X consolidated
group after May 1, 1996. Section 1.597–4 (d)(1)
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and (f). MB and M are treated as a single en-
tity for income tax purposes. Section 1.597–
4(e).

(iii) Consequences with an election to dis-
affiliate. If, on July 1, 1996, X makes an elec-
tion under § 1.597–4(g) with respect to M, the
following consequences are treated as occur-
ring immediately before M was placed in
Agency receivership. M must include $1 mil-
lion ($5 million of liabilities—$4 million of
adjusted basis) in income as of May 1, 1996.
Section 1.597–4(g) (2) and (3). M is then treat-
ed as a new corporation that is not a member
of the X consolidated group and that has as-
sets (including a $1 million account receiv-
able for future FFA) with a basis of $5 mil-
lion and $5 million of liabilities received
from disaffiliated corporation M in a section
351 transaction. New corporation M retains
the TIN of disaffiliated corporation M. Sec-
tion 1.597–4(g)(4). Immediately after the dis-
affiliation, new corporation M is treated as
transferring its assets and deposit liabilities
to Bridge Bank MB. New corporation M rec-
ognizes no gain or loss from the transfer and
MB succeeds to M’s TIN and taxable year.
Section 1.597–4(d)(1). Bridge Bank MB is
treated as a single entity that includes M
and has $5 million of liabilities, an account
receivable for future FFA with a basis of $1
million, and other assets with a basis of $4
million. Section 1.597–4(d)(1).

[T.D. 8641, 60 FR 66098, Dec. 21, 1995, as
amended by T.D. 8677, 61 FR 33322, 33323, June
27, 1996; T.D. 8823, 64 FR 36099, July 2, 1999]

§ 1.597–5 Taxable Transfers.
(a) Taxable Transfers—(1) Defined. The

term Taxable Transfer means—
(i) A transaction in which an entity

transfers to a transferee other than a
Bridge Bank—

(A) Any deposit liability (whether or
not the Institution also transfers as-
sets), if FFA is provided in connection
with the transaction; or

(B) Any asset for which Agency or a
Controlled Entity has any financial ob-
ligation (e.g., pursuant to a Loss Guar-
antee or Agency Obligation); or

(ii) A deemed transfer of assets de-
scribed in paragraph (b) of this section.

(2) Scope. This section provides rules
governing Taxable Transfers. Rules ap-
plicable to both actual and deemed
asset acquisitions are provided in para-
graphs (c) and (d) of this section. Spe-
cial rules applicable only to deemed
asset acquisitions are provided in para-
graph (e) of this section.

(b) Deemed asset acquisitions upon
stock purchase—(1) In general. In a
deemed transfer of assets under this

paragraph (b), an Institution (including
a Bridge Bank or a Residual Entity) or
a Consolidated Subsidiary of the Insti-
tution (the Old Entity) is treated as
selling all of its assets in a single
transaction and is treated as a new cor-
poration (the New Entity) that pur-
chases all of the Old Entity’s assets at
the close of the day immediately pre-
ceding the occurrence of an event de-
scribed in paragraph (b)(2) of this sec-
tion. However, such an event results in
a deemed transfer of assets under this
paragraph (b) only if it occurs—

(i) In connection with a transaction
in which FFA is provided;

(ii) While the Old Entity is a Bridge
Bank;

(iii) While the Old Entity has a posi-
tive balance in a deferred FFA account
(see § 1.597–2(c)(4)(v) regarding the op-
tional accelerated recapture of deferred
FFA); or

(iv) With respect to a Consolidated
Subsidiary, while the Institution of
which it is a Consolidated Subsidiary is
under Agency Control.

(2) Events. A deemed transfer of as-
sets under this paragraph (b) results if
the Old Entity—

(i) Becomes a non-member within the
meaning of § 1.1502–32(d)(4) of its con-
solidated group (other than pursuant
to an election under § 1.597–4(g));

(ii) Becomes a member of an affili-
ated group of which it was not pre-
viously a member (other than pursuant
to an election under § 1.597–4(g)); or

(iii) Issues stock such that the stock
that was outstanding before the impo-
sition of Agency Control or the occur-
rence of any transaction in connection
with the provision of FFA represents 50
percent or less of the vote or value of
its outstanding stock (disregarding
stock described in section 1504(a)(4) and
stock owned by Agency or a Controlled
Entity).

(3) Bridge Banks and Residual Entities.
If a Bridge Bank is treated as selling
all of its assets to a New Entity under
this paragraph (b), each associated Re-
sidual Entity is treated as simulta-
neously selling its assets to a New En-
tity in a Taxable Transfer described in
this paragraph (b).

(c) Treatment of transferor—(1) FFA in
connection with a Taxable Transfer. A
transferor in a Taxable Transfer is
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treated as having directly received im-
mediately before a Taxable Transfer
any Net Worth Assistance that Agency
provides to the New Entity or Acquir-
ing in connection with the transfer.
(See § 1.597–2 (a) and (c) for rules re-
garding the inclusion of FFA in income
and § 1.597–2(a)(1) for related rules re-
garding FFA provided to shareholders.)
The Net Worth Assistance is treated as
an asset of the transferor that is sold
to the New Entity or Acquiring in the
Taxable Transfer.

(2) Amount realized in a Taxable Trans-
fer. In a Taxable Transfer described in
paragraph (a)(1)(i) of this section, the
amount realized is determined under
section 1001(b) by reference to the con-
sideration paid for the assets. In a Tax-
able Transfer described in paragraph
(a)(1)(ii) of this section, the amount re-
alized is the sum of the grossed-up
basis of the stock acquired in connec-
tion with the Taxable Transfer (exclud-
ing stock acquired from the Old or New
Entity), plus the amount of liabilities
assumed or taken subject to in the
deemed transfer, plus other relevant
items. The grossed-up basis of the ac-
quired stock equals the acquirors’ basis
in the acquired stock divided by the
percentage of the Old Entity’s stock
(by value) attributable to the acquired
stock.

(3) Allocation of amount realized—(i) In
general. The amount realized under
paragraph (c)(2) of this section is allo-
cated among the assets transferred in
the Taxable Transfer in the same man-
ner as amounts are allocated among as-
sets under § 1.338–6(b), (c)(1) and (2).

(ii) Modifications to general rule. This
paragraph (c)(3)(ii) modifies certain of
the allocation rules of paragraph
(c)(3)(i) of this section. Agency Obliga-
tions and assets covered by Loss Guar-
antees in the hands of the New Entity
or Acquiring are treated as Class II as-
sets. Stock of a Consolidated Sub-
sidiary is treated as a Class II asset to
the extent the fair market value of the
Consolidated Subsidiary’s Class I and
Class II assets exceeds the amount of
its liabilities. The fair market value of
an Agency Obligation is deemed to
equal its adjusted issue price imme-
diately before the Taxable Transfer.
The fair market value of an asset cov-
ered by a Loss Guarantee immediately

after the Taxable Transfer is deemed to
be not less than the greater of the as-
set’s highest guaranteed value or the
highest price at which the asset can be
put.

(d) Treatment of a New Entity and Ac-
quiring—(1) Purchase price. The pur-
chase price for assets acquired in a
Taxable Transfer described in para-
graph (a)(1)(i) of this section is the cost
of the assets acquired. See § 1.1060–
1T(c)(1). The purchase price for assets
acquired in a Taxable Transfer de-
scribed in paragraph (a)(1)(ii) of this
section is the sum of the grossed-up
basis of the stock acquired in connec-
tion with the Taxable Transfer (exclud-
ing stock acquired from the Old or New
Entity), plus the amount of liabilities
assumed or taken subject to in the
deemed transfer, plus other relevant
items. The grossed-up basis of the ac-
quired stock equals the acquirors’ basis
in the acquired stock divided by the
percentage of the Old Entity’s stock
(by value) attributable to the acquired
stock. FFA provided in connection
with a Taxable Transfer is not included
in the New Entity’s or Acquiring’s pur-
chase price for the acquired assets. Any
Net Worth Assistance so provided is
treated as an asset of the transferor
sold to the New Entity or Acquiring in
the Taxable Transfer.

(2) Allocation of basis—(i) In general.
Except as otherwise provided in this
paragraph (d)(2), the purchase price de-
termined under paragraph (d)(1) of this
section is allocated among the assets
transferred in the Taxable Transfer in
the same manner as amounts are allo-
cated among assets under § 1.338–6(b),
(c)(1) and (2).

(ii) Modifications to general rule. The
allocation rules contained in paragraph
(c)(3)(ii) of this section apply to the al-
location of basis among assets acquired
in a Taxable Transfer. No basis is allo-
cable to Agency’s agreement to provide
Loss Guarantees, yield maintenance
payments, cost to carry or cost of
funds reimbursement payments, or ex-
pense reimbursement or indemnity
payments. A New Entity’s basis in as-
sets it receives from its shareholders is
determined under general principles of
income taxation and is not governed by
this paragraph (d).
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(iii) Allowance and recapture of addi-
tional basis in certain cases. If the fair
market value of the Class I and Class II
assets acquired in a Taxable Transfer is
greater than the New Entity’s or
Acquiring’s purchase price for the ac-
quired assets, the basis of the Class I
and Class II assets equals their fair
market value. The amount by which
the fair market value of the Class I and
Class II assets exceeds the purchase
price is included ratably as ordinary
income by the New Entity or Acquiring
over a period of six taxable years be-
ginning in the year of the Taxable
Transfer. The New Entity or Acquiring
must include as ordinary income the
entire amount remaining to be recap-
tured under the preceding sentence in
the taxable year in which an event oc-
curs that would accelerate inclusion of
an adjustment under section 481.

(iv) Certain post-transfer adjustments—
(A) Agency Obligations. If an adjust-
ment to the principal amount of an
Agency Obligation or cash payment to
reflect a more accurate determination
of the condition of the Institution at
the time of the Taxable Transfer is
made before the earlier of the date the
New Entity or Acquiring files its first
post-transfer income tax return or the
due date of that return (including ex-
tensions), the New Entity or Acquiring
must adjust its basis in its acquired as-
sets to reflect the adjustment. In mak-
ing adjustments to the New Entity’s or
Acquiring’s basis in its acquired assets,
paragraph (c)(3)(ii) of this section is ap-
plied by treating an adjustment to the
principal amount of an Agency Obliga-
tion pursuant to the first sentence of
this paragraph (d)(2)(iv)(A) as occur-
ring immediately before the Taxable
Transfer. (See § 1.597–3(c)(3) for rules re-
garding other adjustments to the prin-
cipal amount of an Agency Obligation.)

(B) Assets covered by a Loss Guarantee.
If, immediately after a Taxable Trans-
fer, an asset is not covered by a Loss
Guarantee but the New Entity or Ac-
quiring has the right to designate spe-
cific assets that will be covered by a
Loss Guarantee, the New Entity or Ac-
quiring must treat any asset so des-
ignated as having been subject to the
Loss Guarantee at the time of the Tax-
able Transfer. The New Entity or Ac-
quiring must adjust its basis in the

covered assets and in its other acquired
assets to reflect the designation in the
manner provided by paragraph (d)(2) of
this section. The New Entity or Ac-
quiring must make appropriate adjust-
ments in subsequent taxable years if
the designation is made after the New
Entity or Acquiring files its first post-
transfer income tax return or the due
date of that return (including exten-
sions) has passed.

(e) Special rules applicable to Taxable
Transfers that are deemed asset acquisi-
tions—(1) Taxpayer identification num-
bers. Except as provided in paragraph
(e)(3) of this section, a New Entity suc-
ceeds to the TIN of the transferor in a
deemed sale under paragraph (b) of this
section.

(2) Consolidated Subsidiaries—(i) In
general. A Consolidated Subsidiary that
is treated as selling its assets in a Tax-
able Transfer under paragraph (b) of
this section is treated as engaging im-
mediately thereafter in a complete liq-
uidation to which section 332 applies.
The consolidated group of which the
Consolidated Subsidiary is a member
does not take into account gain or loss
on the sale, exchange, or cancellation
of stock of the Consolidated Subsidiary
in connection with the Taxable Trans-
fer.

(ii) Certain minority shareholders.
Shareholders of the Consolidated Sub-
sidiary that are not members of the
consolidated group that includes the
Institution do not recognize gain or
loss with respect to shares of Consoli-
dated Subsidiary stock retained by the
shareholder. The shareholder’s basis
for that stock is not affected by the
Taxable Transfer.

(3) Bridge Banks and Residual Enti-
ties—(i) In general. A Bridge Bank or
Residual Entity’s sale of assets to a
New Entity under paragraph (b) of this
section is treated as made by a single
entity under § 1.597–4(e). The New Enti-
ty deemed to acquire the assets of a
Residual Entity under paragraph (b) of
this section is not treated as a single
entity with the Bridge Bank (or with
the New Entity acquiring the Bridge
Bank’s assets) and must obtain a new
TIN.

(ii) Treatment of consolidated groups.
At the time of a Taxable Transfer de-
scribed in paragraph (a)(1)(ii) of this
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section, treatment of a Bridge Bank as
a subsidiary member of a consolidated
group under § 1.597–4(f)(1) ceases. How-
ever, the New Entity deemed to acquire
the assets of a Residual Entity is a
member of the selling consolidated
group after the deemed sale. The
group’s basis or excess loss account in
the stock of the New Entity that is
deemed to acquire the assets of the Re-
sidual Entity is the group’s basis or ex-
cess loss account in the stock of the
Bridge Bank immediately before the
deemed sale, as adjusted for the results
of the sale.

(4) Certain returns. If an Old Entity
without Continuing Equity is not a
subsidiary of a consolidated group at
the time of the Taxable Transfer, the
controlling Agency must file all in-
come tax returns for the Old Entity for
periods ending on or prior to the date
of the deemed sale described in para-
graph (b) of this section that are not
filed as of that date.

(5) Basis limited to fair market value. If
all of the stock of the corporation is
not acquired on the date of the Taxable
Transfer, the Commissioner may make
appropriate adjustments under para-
graphs (c) and (d) of this section to the
extent using a grossed-up basis of the
stock of a corporation results in an ag-
gregate amount realized for, or basis
in, the assets other than the aggregate
fair market value of the assets.

(f) Examples. The following examples
illustrate the provisions of this sec-
tion:

Example 1. Branch sale resulting in Taxable
Transfer. (i) Institution M is a calendar year
taxpayer in Agency receivership. M is not a
member of a consolidated group. On January
1, 1997, M has $200 million of liabilities (in-
cluding deposit liabilities) and assets with an
adjusted basis of $100 million. M has no in-
come or loss for 1997 and, except as described
below, receives no FFA. On September 30,
1997, Agency causes M to transfer six
branches (with assets having an adjusted
basis of $1 million) together with $120 million
of deposit liabilities to N. In connection with
the transfer, Agency provides $121 million in
cash to N.

(ii) The transaction is a Taxable Transfer
in which M receives $121 million of Net
Worth Assistance. Section 1.597–5(a)(1). (M is
treated as directly receiving the $121 million
of Net Worth Assistance immediately before
the Taxable Transfer. Section 1.597–5(c)(1).)
M transfers branches having a basis of $1

million and is treated as transferring $121
million in cash (the Net Worth Assistance)
to N in exchange for N’s assumption of $120
million of liabilities. Thus, M realizes a loss
of $2 million on the transfer. The amount of
the FFA M must include in its income in 1997
is limited by § 1.597–2(c) to $102 million,
which is the sum of the $100 million excess of
M’s liabilities ($200 million) over the total
adjusted basis of its assets ($100 million) at
the beginning of 1997, plus the $2 million ex-
cess for the taxable year, which results from
the Taxable Transfer, of M’s deductions
(other than carryovers) over its gross income
other than FFA. M must establish a deferred
FFA account for the remaining $19 million of
FFA. Section 1.597–2(c)(4).

(iii) N, as Acquiring, must allocate its $120
million purchase price for the assets ac-
quired from M among those assets. Cash is a
Class I asset. The branch assets are in Class-
es III and IV. N’s adjusted basis in the cash
is its amount, i.e., $121 million. Section
1.597–5(d)(2). Because this amount exceeds
N’s purchase price for all of the acquired as-
sets by $1 million, N allocates no basis to the
other acquired assets and, under § 1.597–
5(d)(2), must recapture the $1 million excess
at an annual rate of $166,667 in the six con-
secutive taxable years beginning with 1997
(subject to acceleration for certain events).

Example 2. Stock issuance by Bridge Bank
causing Taxable Transfer. (i) On April 1, 1996,
Institution P is placed in receivership and
caused to transfer assets and liabilities to
Bridge Bank PB. On August 31, 1996, the as-
sets of PB consist of $20 million in cash,
loans outstanding with an adjusted basis of
$50 million and a fair market value of $40
million, and other non-financial assets (pri-
marily branch assets and equipment) with an
adjusted basis of $5 million. PB has deposit
liabilities of $95 million and other liabilities
of $5 million. P, the Residual Entity, holds
real estate with an adjusted basis of $10 mil-
lion and claims in litigation having a zero
basis. P retains no deposit liabilities and has
no other liabilities (except its liability to
Agency for having caused its deposit liabil-
ities to be satisfied).

(ii) On September 1, 1996, Agency causes
PB to issue 100 percent of its common stock
for $2 million cash to X. On the same day,
Agency issues a $25 million note to PB. The
note bears a fixed rate of interest in excess
of the applicable federal rate in effect for
September 1, 1996. Agency provides Loss
Guarantees guaranteeing PB a value of $50
million for PB’s loans outstanding.

(iii) The stock issuance is a Taxable Trans-
fer in which PB is treated as selling all of its
assets to a new corporation, New PB. Section
1.597–5(b)(1). PB is treated as directly receiv-
ing $25 million of Net Worth Assistance (the
issue price of the Agency Obligation) imme-
diately before the Taxable Transfer. Section
1.597–3(c)(2); § 1.597- 5(c)(1). The amount of
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FFA PB must include in income is deter-
mined under § 1.597–2(a) and (c). PB in turn is
deemed to transfer the note to New PB in
the Taxable Transfer, together with $20 mil-
lion of cash, all its loans outstanding (with a
basis of $50 million) and its other non-finan-
cial assets (with a basis of $5 million). The
amount realized by PB from the sale is $100
million, the amount of PB’s liabilities
deemed to be assumed by New PB. This
amount realized equals PB’s basis in its as-
sets and thus, PB realizes no gain or loss on
the transfer to New PB.

(iv) Residual Entity P also is treated as
selling all its assets (consisting of real estate
and claims in litigation) for $0 (the amount
of consideration received by P) to a new cor-
poration (New P) in a Taxable Transfer. Sec-
tion 1.597–5(b)(3). (P’s only liability is to
Agency and a liability to Agency is not
treated as a debt under § 1.597–3(b).) Thus, P
realizes a $10 million loss on the transfer to
New P. The combined return filed by PB and
P for 1996 will reflect a total loss on the Tax-
able Transfer of $10 million ($0 for PB and $10
million for P). Section 1.597–5(e)(3). That re-
turn also will reflect FFA income from the
Net Worth Assistance, determined under
§ 1.597–2 (a) and (c).

(v) New PB is treated as having acquired
the assets it acquired from PB for $100 mil-
lion, the amount of liabilities assumed. In
allocating basis among these assets, New PB
treats the Agency note and the loans out-
standing (which are covered by Loss Guaran-
tees) as Class II assets. For the purpose of al-
locating basis, the fair market value of the
Agency note is deemed to equal its adjusted
issue price immediately before the transfer,
$25 million. The fair market value of the
loans is deemed not to be less than the guar-
anteed value of $50 million.

(vi) New P is treated as having acquired its
assets for no consideration. Thus its basis in
its assets immediately after the transfer is
zero. New PB and New P are not treated as
a single entity. Section 1.597–5(e)(3).

Example 3. Taxable Transfer of previously dis-
affiliated Institution. (i) Corporation X, the
common parent of a consolidated group,
owns all the stock of Institution M, an insol-
vent Institution with no Consolidated Sub-
sidiaries. On April 30, 1996, M has $4 million
of deposit liabilities, $1 million of other li-
abilities, and assets with an adjusted basis of
$4 million and a fair market value of $3 mil-
lion. On May 1, 1996, Agency places M in re-
ceivership. X elects under § 1.597–4(g) to dis-
affiliate M. Accordingly, as of May 1, 1996,
new corporation M is not a member of the X
consolidated group. On May 1, 1996, Agency
causes M to transfer all of its assets and li-
abilities to Bridge Bank MB. Under § 1.597–
4(e), MB and M are thereafter treated as a
single entity which has $5 million of liabil-
ities, an account receivable for future FFA
with a basis of $1 million, and other assets

with a basis of $4 million. Section 1.597–
4(g)(4).

(ii) During May 1996, MB earns $25,000 of in-
terest income and accrues $20,000 of interest
expense on depositor accounts and there is
no net change in deposits other than the ad-
ditional $20,000 of interest expense accrued
on depositor accounts. MB pays $5,000 of
wage expenses and has no other items of in-
come or expense.

(iii) On June 1, 1996, Agency causes MB to
issue 100 percent of its stock to corporation
Y. In connection with the stock issuance,
Agency provides an Agency Obligation for $2
million and no other FFA.

(iv) The stock issuance results in a Taxable
Transfer. Section 1.597–5(b). MB is treated as
receiving the Agency Obligation imme-
diately prior to the Taxable Transfer. Sec-
tion 1.597–5(c)(1). MB has $1 million of basis
in its account receivable for FFA. This re-
ceivable is treated as satisfied, offsetting $1
million of the $2 million of FFA provided by
Agency in connection with the Taxable
Transfer. The status of the remaining $1 mil-
lion of FFA as includible income is deter-
mined as of the end of the taxable year under
§ 1.597–2(c). However, under § 1.597–2(b), MB
obtains a $2 million basis in the Agency Obli-
gation received as FFA.

(v) Under § 1.597–5(c)(2), in the Taxable
Transfer, Old Entity MB is treated as selling,
to New Entity MB, all of Old Entity MB’s as-
sets, having a basis of $6,020,000 (the original
$4 million of asset basis as of April 30, 1996,
plus $20,000 net cash from May 1996 activi-
ties, plus $2 million in the Agency Obligation
received as FFA), for $5,020,000, the amount
of Old Entity MB’s liabilities assumed by
New Entity MB pursuant to the Taxable
Transfer. Therefore, Old Entity MB recog-
nizes, in the aggregate, a loss of $1 million
from the Taxable Transfer.

(vi) Because this $1 million loss causes Old
Entity MB’s deductions to exceed its gross
income (determined without regard to FFA)
by $1 million, Old Entity MB must include in
its income the $1 million of FFA not offset
by the FFA receivable. Section 1.597–2(c). (As
of May 1, 1996, Old Entity MB’s liabilities
($5,000,000) did not exceed MB’s $5 million ad-
justed basis of its assets. For the taxable
year, MB’s deductions of $1,025,000 ($1,000,000
loss from the Taxable Transfer, $20,000 inter-
est expense and $5,000 of wage expense) ex-
ceeded its gross income (disregarding FFA)
of $25,000 (interest income) by $1,000,000.
Thus, under § 1.597–2(c), MB includes in in-
come the entire $1,000,000 of FFA not offset
by the FFA receivable.)

(vii) Therefore, Old Entity MB’s taxable in-
come for the taxable year ending on the date
of the Taxable Transfer is $0.

(viii) Residual Entity M is also deemed to
engage in a deemed sale of its assets to New
Entity M under § 1.597–5(b)(3), but there are
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no tax consequences as M has no assets or li-
abilities at the time of the deemed sale.

(ix) Under § 1.597–5(d)(1), New Entity MB is
treated as purchasing Old Entity MB’s assets
for $5,020,000, the amount of New Entity MB’s
liabilities. Of this, $2,000,000 is allocated to
the $2 million Agency Obligation, and
$3,020,000 is allocated to the other assets New
Entity MB is treated as purchasing in the
Taxable Transfer.

Example 4. Loss Sharing. Institution N ac-
quires assets and assumes liabilities of an-
other Institution in a Taxable Transfer.
Among the assets transferred are three par-
cels of real estate. In the hands of the trans-
ferring Institution, these assets had book
values of $100,000 each. In connection with
the Taxable Transfer, Agency agrees to reim-
burse Institution N for 80 percent of any loss
(based on the original book value) realized
on the disposition or charge-off of the three
properties. This arrangement constitutes a
Loss Guarantee. Thus, in allocating basis,
Institution N treats the three parcels as
Class II assets. By virtue of the arrangement
with the Agency, Institution N is assured
that the parcels will not be worth less to it
than $80,000 each, because even if the prop-
erties are worthless, Agency will reimburse
80 percent of the loss. Although Institution
could obtain payments under the Loss Guar-
antee if the properties are worth more, it is
not guaranteed that it will realize more than
$80,000. Accordingly, $80,000 is the highest
guaranteed value of the three parcels. Insti-
tution N will allocate basis to the Class II
assets up to their fair market value. For this
purpose, the fair market value of the three
parcels is not less than $80,000 each. Section
1.597–5(d)(2)(ii); § 1.597–5(c)(3)(ii).

[T.D. 8641, 60 FR 66101, Dec. 21, 1995, as
amended by T.D. 8858, 65 FR 1237, Jan. 7, 2000;
T.D. 8940, 66 FR 9929, Feb. 13, 2001]

§ 1.597–6 Limitation on collection of in-
come tax.

(a) Limitation on collection where tax is
borne by Agency. If an Institution with-
out Continuing Equity (or any of its
Consolidated Subsidiaries) is liable for
income tax that is attributable to the
inclusion in income of FFA or gain
from a Taxable Transfer, the tax will
not be collected if it would be borne by
Agency. The final determination of
whether the tax would be borne by
Agency is within the sole discretion of
the Commissioner. In determining
whether tax would be borne by Agency,
the Commissioner will disregard in-
demnity, tax-sharing, or similar obli-
gations of Agency, an Institution, or
its Consolidated Subsidiaries. Collec-
tion of the several income tax liability

under § 1.1502–6 from members of an In-
stitution’s consolidated group other
than the Institution or its Consoli-
dated Subsidiaries is not affected by
this section. Income tax will continue
to be subject to collection except as
specifically limited in this section.
This section does not apply to taxes
other than income taxes.

(b) Amount of tax attributable to FFA
or gain on a Taxable Transfer. For pur-
poses of paragraph (a) of this section,
the amount of income tax in a taxable
year attributable to the inclusion of
FFA or gain from a Taxable Transfer
in the income of an Institution (or a
Consolidated Subsidiary) is the excess
of the actual income tax liability of
the Institution (or the consolidated
group in which the Institution is a
member) over the income tax liability
of the Institution (or the consolidated
group in which the Institution is a
member) determined without regard to
FFA or gain or loss on the Taxable
Transfer.

(c) Reporting of uncollected tax. A tax-
payer must specify on the front page of
Form 1120 (U.S. Corporate Income Tax
Return), to the left of the space pro-
vided for ‘‘Total Tax,’’ the amount of
income tax for the taxable year that is
potentially not subject to collection
under this section. If an Institution is
a subsidiary member of a consolidated
group, the amount specified as not sub-
ject to collection is zero.

(d) Assessments of tax to offset refunds.
Income tax that is not collected under
this section will be assessed and, thus,
used to offset any claim for refund
made by or on behalf of the Institution,
the Consolidated Subsidiary or any
other corporation with several liability
for the tax.

(e) Collection of taxes from Acquiring or
a New Entity—(1) Acquiring. No income
tax liability (including the several li-
ability for taxes under § 1.1502–6) of a
transferor in a Taxable Transfer will be
collected from Acquiring.

(2) New Entity. Income tax liability
(including the several liability for
taxes under § 1.1502–6) of a transferor in
a Taxable Transfer will be collected
from a New Entity only if stock that
was outstanding in the Old Entity re-
mains outstanding as stock in the New
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Entity or is reacquired or exchanged
for consideration.

(f) Effect on section 7507. This section
supersedes the application of section
7507, and the regulations thereunder,
for the assessment and collection of in-
come tax attributable to FFA.

[T.D.8641, 60 FR 66103, Dec. 21, 1995]

§ 1.597–7 Effective date.
(a) FIRREA effective date. Section 597,

as amended by section 1401 of the Fi-
nancial Institutions Reform, Recovery,
and Enforcement Act of 1989 (FIRREA),
Public Law 101–73, is generally effec-
tive for any FFA received or accrued
by an Institution on or after May 10,
1989, and for any transaction in connec-
tion with which such FFA is provided,
unless the FFA is provided in connec-
tion with an acquisition occurring
prior to May 10, 1989. See § 1.597–8 for
rules regarding FFA received or ac-
crued on or after May 10, 1989, that re-
lates to an acquisition that occurred
before May 10, 1989.

(b) Effective date of regulations. Except
as otherwise provided in this section,
§§ 1.597–1 through 1.597–6 apply to tax-
able years ending on or after April 22,
1992. However, the provisions of §§ 1.597–
1 through 1.597–6 do not apply to FFA
received or accrued for taxable years
ending on or after April 22, 1992, in con-
nection with an Agency assisted acqui-
sition within the meaning of Notice 89–
102 (1989–2 C.B. 436; see § 601.601(d)(2))
(which does not include a transfer to a
Bridge Bank), that occurs before April
22, 1992. Taxpayers not subject to
§§ 1.597–1 through 1.597–6 must comply
with an interpretation of the statute
that is reasonable in light of the legis-
lative history and applicable adminis-
trative pronouncements. For this pur-
pose, the rules contained in Notice 89–
102 apply to the extent provided in the
Notice.

(c) Elective application to prior years
and transactions—(1) In general. Except
as limited in this paragraph (c), an
election is available to apply §§ 1.597–1
through 1.597–6 to taxable years prior
to the general effective date of these
regulations. A consolidated group may
elect to apply §§ 1.597–1 through 1.597–6
for all members of the group in all tax-
able years to which section 597, as
amended by FIRREA, applies. The

common parent makes the election for
the group. An entity that is not a
member of a consolidated group may
elect to apply §§ 1.597–1 through 1.597–6
to all taxable years to which section
597, as amended by FIRREA, applies for
which it is not a member of a consoli-
dated group. The election is irrev-
ocable.

(2) Election unavailable in certain
cases—(i) Statute of limitations closed.
The election cannot be made if the pe-
riod for assessment and collection of
tax has expired under the rules of sec-
tion 6501 for any taxable year in which
§§ 1.597–1 through 1.597–6 would affect
the determination of the electing enti-
ty’s or group’s income, deductions,
gain, loss, basis, or other items.

(ii) No section 338 election under Notice
89–102. The election cannot be made
with respect to an Institution if, under
Notice 89–102, it was a Target with re-
spect to which a qualified stock pur-
chase was made, a timely election
under section 338 was not made, and on
April 22, 1992, a timely election under
section 338 could not be made.

(iii) Inconsistent treatment of Institu-
tion that would be New Entity. If, under
§ 1.597–5(b), an Institution would be-
come a New Entity before April 22,
1992, the election cannot be made with
respect to that Institution unless elec-
tions are made by all relevant persons
such that §§ 1.597–1 through 1.597–6
apply both before and after the deemed
sale under § 1.597–5. However, this re-
quirement does not apply if, under
§§ 1.597–1 through 1.597–6, the Institu-
tion would not have Continuing Equity
prior to the deemed sale.

(3) Expense reimbursements. Notice 89–
102, 1989–2 C.B. 436, provides that reim-
bursements paid or accrued pursuant
to an expense reimbursement or indem-
nity arrangement are not included in
income but the taxpayer may not de-
duct, or otherwise take into account,
the item of cost or expense to which
the reimbursement or indemnity pay-
ment relates. With respect to an Agen-
cy assisted acquisition within the
meaning of Notice 89–102 that occurs
before April 22, 1992, a taxpayer that
elects to apply these regulations retro-
actively under this paragraph (c) may
continue to account for these items
under the rules of Notice 89–102.
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(4) Procedural rules—(i) Manner of
making election. An Institution or con-
solidated group makes the election
provided by this paragraph (c) by at-
taching a written statement to, and in-
cluding it as a part of, the taxpayer’s
or consolidated group’s first annual in-
come tax return filed on or after March
15, 1996. The statement must contain
the following legend at the top of the
page: ‘‘THIS IS AN ELECTION UNDER
§ 1.597–7(c),’’ and must contain the
name, address and employer identifica-
tion number of the taxpayer or com-
mon parent making the election. The
statement must include a declaration
that ‘‘TAXPAYER AGREES TO EX-
TEND THE STATUTE OF LIMITA-
TIONS ON ASSESSMENT FOR THREE
YEARS FROM THE DATE OF THE
FILING OF THIS ELECTION UNDER
§ 1.597–7(c), IF THE LIMITATIONS PE-
RIOD WOULD EXPIRE EARLIER
WITHOUT SUCH EXTENSION, FOR
ANY ITEMS AFFECTED IN ANY TAX-
ABLE YEAR BY THE FILING OF THIS
ELECTION,’’ and a declaration that ei-
ther ‘‘AMENDED RETURNS WILL BE
FILED FOR ALL TAXABLE YEARS
AFFECTED BY THE FILING OF THIS
ELECTION WITHIN 180 DAYS OF
MAKING THIS STATEMENT, UNLESS
SUCH REQUIREMENT IS WAIVED IN
WRITING BY THE DISTRICT DIREC-
TOR OR HIS DELEGATE’’ or ‘‘ALL
RETURNS PREVIOUSLY FILED ARE
CONSISTENT WITH THE PROVI-
SIONS OF §§ 1.597–1 THROUGH 1.597–6,’’
and be signed by an individual who is
authorized to make the election under
this paragraph (c) on behalf of the tax-
payer. An election with respect to a
consolidated group must be made by
the common parent of the group, not
Agency, and applies to all members of
the group.

(ii) Effect of elective disaffiliation. To
make the affirmative election de-
scribed in § 1.597–4(g)(5) for an Institu-
tion placed in Agency receivership in a
taxable year ending before April 22,
1992, the consolidated group must send
the affected Institution the statement
described in § 1.597–4(g)(5) on or before
May 31, 1996. Notwithstanding the re-
quirements of paragraph (c)(4)(i) of this
section, a consolidated group sending
such a statement is deemed to make
the election described in, and to agree

to the conditions contained in, this
paragraph (c). The consolidated group
must nevertheless attach the state-
ment described in paragraph (c)(4)(i) of
this section to its first annual income
tax return filed on or after March 15,
1996.

(d) Reliance on prior guidance—(1) No-
tice 89–102. Taxpayers may rely on No-
tice 89–102, 1989–2 C.B. 436, to the extent
they acted in reliance on that Notice
prior to April 22, 1992. Such reliance
must be reasonable and transactions
with respect to which taxpayers rely
must be consistent with the overriding
policies of section 597, as expressed in
the legislative history.

(2) Notice FI–46–89—(i) In general. No-
tice FI–46–89 was published in the FED-
ERAL REGISTER on April 23, 1992 (57 FR
14804). Taxpayers may rely on the pro-
visions of §§ 1.597–1 through 1.597–6 of
that notice to the extent they acted in
reliance on those provisions prior to
December 21, 1995. Such reliance must
be reasonable and transactions with re-
spect to which taxpayers rely must be
consistent with the overriding policies
of section 597, as expressed in the legis-
lative history, as well as the overriding
policies of notice FI–46–89.

(ii) Taxable Transfers. Any taxpayer
described in this paragraph (d) that,
under notice FI–46–89, would be a New
Entity or Acquiring with respect to a
Taxable Transfer on or after April 22,
1992, and before December 21, 1995, may
apply the rules of that notice with re-
spect to such transaction.

[T.D. 8641, 60 FR 66104, Dec. 21, 1995]

§ 1.597–8 Transitional rules for Federal
financial assistance.

(a) Scope. This section provides tran-
sitional rules for the tax consequences
of Federal financial assistance received
or accrued on or after May 10, 1989, if
the assistance payment relates to an
acquisition that occurred before that
date.

(b) Transitional rules. The tax con-
sequences of any payment of Federal
financial assistance received or ac-
crued on or after May 10, 1989, are gov-
erned by the applicable provisions of
section 597 that were in effect prior to
the Financial Institutions Reform, Re-
covery, and Enforcement Act of 1989
(‘‘FIRREA’’) if either—
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(1) The payment—
(i) Is pursuant to an acquisition of a

bank or domestic building and loan as-
sociation before May 10, 1989,

(ii) Is provided pursuant to an assist-
ance agreement executed before May
10, 1989,

(iii) Is provided to a party to that
agreement or to such other party as
the Commissioner may determine ap-
propriate by letter ruling or other
written guidance, and

(iv) Would, if provided before May 10,
1989, have been governed by applicable
provisions of section 597 that were in
effect prior to FIRREA; or

(2) The payment—
(i) Represents a prepayment of (or a

payment in lieu of) a fixed or contin-
gent right to Federal financial assist-
ance that would have satisfied the con-
ditions of paragraphs (b)(1)(i), (ii) and
(iv) of this section, and

(ii) Is provided to a party described in
paragraph (b)(1)(iii) of this section

(c) Definition of Federal financial as-
sistance. Federal financial assistance
for purposes of this section has the
meaning prescribed by section 597(c) as
amended by FIRREA.

(d) Examples. The following examples
illustrate the provisions of this sec-
tion:

Example 1. X corporation acquired Y, a do-
mestic building and loan association on Sep-
tember 10, 1988. Pursuant to a written agree-
ment executed at the time of the acquisition,
Y received Federal financial assistance that
included a note bearing a market rate of in-
terest, the right to future payments if cer-
tain assets were sold at a loss, and the right
to future payments if the income produced
by certain assets was less than an agreed
upon amount. On December 1, 1991, an agree-
ment was executed in which Y relinquished
its rights to Federal financial assistance
under the September 10, 1988 agreement in
return for a lump sum payment. The lump
sum payment represented a prepayment of
the principal and accrued but unpaid interest
for the note, and the rights to the contingent
future loss and income payments. The entire
prepayment is excluded from the income of
Y because it is a prepayment of Federal fi-
nancial assistance and the assistance (i)
would have been provided pursuant to an ac-
quisition that occurred before May 10, 1989,
would have been provided pursuant to an as-
sistance agreement executed before May 10,
1989, and would, if it had been provided prior
to May 10, 1989, have been governed by a pre-
FIRREA version of section 597; and (ii) the

prepayment is paid to a party to the assist-
ance agreement.

Example 2. The facts are the same as those
in Example 1, except that the note bears an
above market rate of interest and part of the
lump sum represents a premium payment for
the note. The portion of the lump sum allo-
cable to the premium payment is also ex-
cluded from the income of Y because the
payment represents the present value of the
right to future Federal financial assistance
in the form of interest.

Example 3. The facts are the same as those
in Example 1, except that a portion of the
lump sum payment represents compensation
for additional expenses Y may incur in the
future because of termination of the Sep-
tember 10, 1988 agreement. The portion of the
lump sum payment allocable to the com-
pensation for additional expenses must be in-
cluded in the income of Y because it is not a
prepayment of Federal financial assistance
provided for by a written agreement entered
into prior to May 10, 1989.

Example 4. The facts are the same as those
in Example 1, except that instead of a new as-
sistance agreement, the September 10, 1988
assistance agreement was modified on De-
cember 1, 1991. The modified agreement pro-
vided new Federal financial assistance in ad-
dition to the amounts previously agreed to.
None of the new Federal financial assistance
is governed by this regulation because the
new assistance was not provided for by a
written agreement entered into prior to May
10, 1989. The modification does not, however,
affect the tax treatment of assistance pro-
vided for by the agreement prior to its modi-
fication.

(e) Effective Date. This section is ef-
fective April 23, 1992 for assistance re-
ceived or accrued on or after May 10,
1989 in connection with acquisitions be-
fore that date.

[T.D. 8406, 57 FR 14795, Apr. 23, 1992. Redesig-
nated and amended by T.D. 8471, 58 FR 18149,
Apr. 8, 1993]

BANK AFFILIATES

§ 1.601–1 Special deduction for bank
affiliates.

(a) The special deduction described in
section 601 is allowed:

(1) To a holding company affiliate of
a bank, as defined in section 2 of the
Banking Act of 1933 (12 U.S.C. 221a),
which holding company affiliate holds,
at the end of the taxable year, a gen-
eral voting permit granted by the
Board of Governors of the Federal Re-
serve System.
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