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Introduction

Last year, Congressenacted the Tax Reform Ad of
1986, which fundamentaly restructuresand sim-
plifiesthefedera incometax system. Beginning
in 1987, individualsand corporationsface much
smpler federa incometax rulesthat contain
lower margind tax rates.

There iswidespread speculation
about the effectsof such sweepingfedera income
tax reform. Economidgts, policymakers, and politi-
ciansare debating the extent to which the new
tax rules could adversdly afect specificeconomic
sectorsor groups, particularly capitd-intensive
industries, certain income classes o individud
taxpayers, red estate, and the banking industry.

In the commercial bankingindus
try, the newtax ruleswill afect banksa atime
when the commercia banking system is under-
going profound structural changesthat are erod-
ing the industry's ahility to consistently generate
hedthy profits on traditional banking products
and services. During the balance of the 1980sand
into the 1990s, commercia bankswill face sev-
erd criticd issues, including risk-based capitd
gtandards, deregul ation, broader geographic
competition,and possibly increasing competition
from nonbank companieslike Sears, Roebuck
and Company, and Merrill Lynch & Co., Inc.

Thisarticleexamines how tax
reform could potentially affect the future tax lia
bility of commercia banks. The andysisconcen
trates on Ohio banksand estimatesthe 1985
taxesthey paid under the old corporatefedera
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incometax rules. This benchmark estimate is
then compared to asmilar estimate made using
the new tax rules.

Theandydscdculaesthetax bur-
den for both small-to-mediumand large Ohio
banks so that we can detect disproportional
effectsof the new tax rules, if any, on different-
size Ohio banks. It is presumed that large banks
($500 million or morein assets) should be
affected more adversdly than small-to-medium
banks (with assets less than $500 million)
becausethe new corporate tax code eiminates
more exigting tax preferencesfor large banks.

I. Old VersusNew CorporateFedera
IncomeTax Rules

Under the new federd corporate incomet ax
regime, commercia bankswill lose a substantia
amount o their tax preferences, or deductions,
that they relied upon to reduce their taxable
income. In return, they will face much lower
marginal tax rates.

It isthe intention of Congressthat
the new tax code's lower corporatetax rates
should not entirely offset the loss of commercia
bank tax preferences. Consequently, the typica
bank should pay a higher tax hill in 1987. Con
gressrevised the federa incometax code so that
approximately $150 billion of federd taxesduring
the next five yearswill shift from individualsto
corporations. According to Congressiond esti-
mates, the commercia banking industry, one of



http://clevelandfed.org/research/review/
Best available copy

Do Commercia Banks Pay Lower Federal Income
Taxes Than Their Nonfinancial Counterparts?

There has been much controversy about whether or
not banks have paid atax liability that is considerably
lessthan that paid by nonfinancial corporations.
Accordingto estimates by the Bureau of Economic
Andysisof the U.S Department of Commerce, corpora
tions paid an effectiveaveragefederal income tax rate
in the 23 to 25-percent range from 1980 to 1983.

Studiesthat estimatethe direct tax liabil-
ity of commercia banksfind that the banking industry
hasindeed paid a rdatively lower federal tax liability.
One recent study estimatesthet ax liabilitiesof al prof-
itable banks nationwideduring 1985.! This nationwide
estimate findsthat all bankstogether paid an average
1985 direct-taxrate of approximately 11 percent. An even
lower average rate has been estimated by theJoint Com-
mittee on Taxation (JCT) for the tax liahility of the
nation's largest banks.2 The JCT finds that large banks,
which presumably are better managersof their tax liabil-
ity, have either paid no taxes or have paid an extremely
low tax rate (less than 5 percent) asa percentage of
their net income in recent years. The JCT cautions,
however, that this |ow-tax-rate estimate may understate
these banks' true economic tax burden because it fails
to include indirecttaxes paid by them.

Surveys by the Bank Administration Insti-
tute (BAI), a bank-sponsored research and educational
organization, attempt to adjust for indirect bank taxes.?
BAI incorporatestwo typesof indirect bank taxes: one
isfor the opportunity cost of holding non-interest-
bearing accountswith the Federal Reservefor monetary
policy purposes, and the other adjustsfor foregone
earnings on lower-yielding tax-exempt municipal obli-
gations. According to BAI's surveys, banks nationwide
paid effectivetax rates,which include direct and indi-
rect taxes, of between 43 and 52 percent from 1982
through 1984.

The available evidence indicatesthat
banks generally have paid a low rate of direct taxes.
However, if we account for indirect bank taxes, it is
evident that the economic tax liability of banksat least
begins to approach the average tax liability of nonfi-
nancial corporations.

1. See Gelfand, Matthew D., and Gerald A. Hanweck, 'The Effects of
Tax Reform on Banks," The Bankers Magazine,Jan.-Feb 1986, pp.
59-66.

2. SeeTaxation of Banksand Thrift Institutions,Joint Committeeon
Taxation, March 9, 1983.

3. SeeSurvey of U.S Effective IncomeTax Ratesfor the Banking
Industry, Bank Adminigtration Institute, 1982-84.

4, See Henderson, Yolandz K. " The Taxation of Banks: Particular Priv
ileges or ObjectionableBurdens?”” New England Economic Review,
Federal Reserve Bank of Boston, May/June 1987, pp. 3-18.
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the industries Congresshas singled out as low
taxpayers, will pay approximately $10 billion of
the higher corporate tax liability during the next
fiveyears (see box 1). Accordingto estimatesby
the industry itself, commercial banks could pay as
much as $20 billion more in federal taxes during
the next fiveyears.

Under theold corporate tax rules, a
commercial bank could reduce itsfederal taxable
income by claiming several deductions, including
interest expenses on the holding of tax-exempt
securities, a bad-debt reserveprovision, acceler-
ated depreciation, and investment and foreign tax
credits (see table 1). The new tax code either
repealsthese tax preferences or substantially
reduces the tax-deductibl e all owable amounts.
The new code also imposes a much more strin-
gent and complicated minimum corporatet ax to
ensurethat no profitablecorporation will avoid
paying federal income taxes beginning in 1987.

The former top corporate tax rate
of 46 percent falsto 34 percent under the new
rules. The revised rules also substitute two lower
marginal rates on income up to $75,000for the
four previouslower margina rates on income up
to $100,000.A corporate tax rate of 15 percent 25
will now apply to taxableincome up to $50,000;
a 25 percent ratewill apply on income from
$50,000t0 $75,000. Under the new tax rules, cor-
porationsalso will pay an additional 5 percent
tax, up to a maximum of $11,750, on corporate
taxable income from $100,000 to $335,000.A cor-
poration with taxable income greater than
$335,000will pay aflat rate of 34 percent.

Under the new rules, the futuretax
lighility of large bankswill be affected more
severely than that of small and medium banks
because tax reform repeals more deductions for
large banks. In particular, large banks not only
lose the ability to use the reserve method of tax
deduction for bad debt, but also must add their
accumul ated bad-debt reservesinto taxable
income during the next four years.

II. Taxes Paid by Ohio Banks Under

Old Federal Income Tax Rules

In our study, we estimate the average tax rate of
291 Ohio banksthat posted a 1985 profit. Seven-
teen Ohio banksreporting alossin 1985were ex-
cluded (there seemsto be no systematic reason
to explainwhy the excluded banks reported a
loss). The prafitable Ohio banks are divided into
two groups: one includes 264 small and medium
banks; the other includes 27 large banks. We firg
caculatethe average direct tax ratefor the
sampled Ohio banks. This estimated average rate
then servesasa benchmark against whichwe quan-
titatively smulate how the new tax ruleswould
have affected the 1985 tax liability of these banks.
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New Federal Income Tax RulesAffectl ng Commerual Banks

Title

Effective Date

Corporate Tax Rate

Corporate Minimum Tax

Bad-Debt Reserve

Tax-Exempt Securities

Net Operating Loss Carryover

401(K)s and IRAs

Foreign Tax Credit

Depreciation

Investment Tax Credit

Old Tax Provison

New Tax Provison

46%top rate, 4 lower
rateson income up to $100,000

15%af the amount of which

the sum of tax preference

items exceeds the greater of
$10,000 or the regular tax lighility

Deductible

80%af municipal bond
interest expense is exempt
from federal taxation

Lossescarried back 10 years
and forward 5 years

401(K): $30,000 maximum
IRAs: $2,000/$250
for nonworking spouse

Credit determined on
aggregated foreign income

Accelerated

6%to 10%

General Effective Date: Jan. 1,1987
Corporate Rate Cuts: July 1, 1987

34%top rate, 2 lower rates
on income up to $75,000

20%aternativeminimum
tax; $40,000 income exemption

Eliminates bad-debt tax reserve
for bankswith more than $500
million in assets

100%of municipal bond
interest expense is taxed

Lossescarried back only 3 years,
but forward 15 years

401(K): $7,000 maximum
IRAs: Limits imposed on high-
income workerswith pensions

Lessliberal foreign tax
credits, with transition provisions

Lessgenerous writeoffs, particu-
larly for real estate

Repealed

Source: Emst & Whinney. Tax Reform—1986, An Andyssdf ProvisonsReating to the Finandd ServicesIndustry, E&W No. X58055; and
Tax Reform—1986, An Andyssdf the Internal Revenue Code of 1986, E&W No. 66196.

Because Internal Revenue Service
(IRS) tax returnsare confidential, we manipulated
financid information reported by the sampled
Ohio banksin 1985 so that we could, in effect,
simulate their 1985 IRS returns. To do this, it was
necessary to impose severa simplifying assump-
tionsthat possibly cause the estimatesto deviate
from the banks actua IRS tax returns. Despite
this unavoidableshortcoming, the smulated
results allow usto make reasonable inferences
about the direction and the degree to which each
of the tax changes potentially could affect the np-
ical small-tomedium or large Ohio bank.

As afinal word of caution, we
assume that banks, borrowers, other lenders,
depositors, and other economic actors behave no
differently under the new tax rules than they did

in 1986. The banking business, of course, is not
likely to remain static. Banks undoubtedly will
restructuretheir balance sheets in order to lessen
their burdens in the new tax environment. Banks
bal ance sheets also will be influenced by induced
tax-law changes in loan demand, by changesin
investment yields, and by depositors behavior.

The simulation estimates do not
capture these unknown influences, or even the
unknown degree of probable effects on banks
balancesheets in the future. Consequently, the
simulated effects of the new tax code on Ohio
banksare most likely a "worst-case” estimate of
additional taxes they will pay.

The probable adverse effectsof the
new tax rules on banks' tax liability also will be
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Egimated 1985 Tax Liahility of Ohio Banking
OrganizationsUnder the New Federal IncomeTax Code

(dollars in millions)
Under Old Unde New
Tax Rules Tax Ril es
s1dl & s1dl &
Medium  Iarge Medium Lage
Bank<® Rank® Bank<® Banks®
1. Pre-Tax Income $2848 $7305 $2848 $7305
2. Taxable Income $1039 $3144 $1140 $437.1
3. Regular Tax Lighility $32 $144.1 $ 359 $1483
4. Tax Credits $%5 $192 — _
5. Add-On or
6. Net Tax Ligbility $ 381 $1254 $5.3 $1556
7. AverageTax Rate
(ATR) 133% 17.1% 159% 21.3%
ATR of All Ohio Banks 16.1% 19.8%

a Ohiobankswith assetslesst han $500 million.
b. Ohiobankswith assetsgrester t han $500 million.

Source: Consolidated Report of Conditionand Income, December 31, 1985:

TABLE 2

mitigated because banks, to a large degree,
merely serve as aconduit through which they
intermediatetax benefitsto their customersby
extending them more favorablerates or termson
loans and |eases—assuming that a competitive
marketplacefor these banking productsexigs. As
wewill discussshortly, the consequence of elim-
inating certain tax advantageswill put upward
pressure (that is, for lessfavorable terms) on loan
and leaserates, yielding higher average revenues
that will offset the elimination of banks tax pref-
erences. However, higher lease ratescould lead
to lower salesvolume.

The new tax rules, moreover, phase

out the deductibility of interest on consumer
debt over a four-year period, except for consumer
debt that is secured by a home mortgege. A likely
result of thisaction may be awidespread restruc-
turing of consumer debt. Under the new tax rules,
many homeownershave an incentiveto rely on
home-equitycredit lines, rather than on traditional
consumer credit like auto loans, as the tax-
advantaged method to financetheir purchases.
Mary commercia bankswill have acomparative
advantageassuppliersd home-equity credit lines
because they typicdly have experiencein both
mortgagefinancing and open-end credit lending.
In 1985, the 291 profitableOhio
banks reported net income of approximately
$1.02 hillion. Because banks do not report taxa:
ble income, it was hecessary to estimate taxable
income from the banks' year-end 1985 Reportsof
Conditionand Income. A reasonable estimate of
taxableincome can be derived if we subtract the

|
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mgor tax deductionsthat banks can useto
reducetheir taxable income. Maod of the differ-
ence between taxable and net income is attrib-
uted to tax-exempt income on municipal obliga
tions; to foreign, state, and loca incomeand
excise taxes; and to lower-taxed capital gains—
which are subject to a 28 percent tax rate. Barks
also are permitted to deduct a tax reservefor loan
lossesthat differsfrom their book bad-debt

reserve. A reasonable estimate of the 1985 tax
bad-debt reserve is gpproximately 55 percent o

the 1985 book bad-debt reserve.?

By reducing banks net income by
these tax deductionsand after adjusting net
incomefor differences between book and tax
bad-debt reserves. we should get an unbiased
estimate of Ohio banks 1985 taxable income.

We estimate that Ohio banks had
1985 federal taxable income of approximately
$418 million (seetable 2). Ohio banks paid an
estimated regular tax liability of approximately
$187 million in 1985, which was partidly offset by
tax credits of dmost $25 million. Banksalso paid
an estimated add-on tax of approximately $1 mil-
lion. The combined net federd tax ligbility of the
Ohio banks—that is, regular taxes, plus add-on
taxes, minus tax credits—amounted to dmost
$164 million in 1985, which isan average tax rae
o 16.1 percent.

The average tax rate paid by small-
and medium-size Ohio banks (13.3 percent)
under the old tax ruleswas lower than that of the
large Ohio banks (17.1 percent). One reason that
small- and medium-sizeOhio banks paid a lower
average tax rate iISbecause they reported arela-
tivey lower level of estimated taxable income.
The lower taxableincome of small- and medium-
size Ohio banksisattributed modly to the fact
that they hold a higher percentage of their assets
(ascompared to large banks) in theform of
municipd obligations. Another reason is thet
therewas little difference between the effect that

tax credits had on mitigating the tax liability of
either large, medium, or amdl Ohio banks. In

other words, small- a0d medium-size Ohio banks
relied on tax creditsto the same approximaterel-

ative degree that large banks relied on tax credits
to reducether federd income tax liability.

..........................................

Our estimate of the tax reserve deduction is based on the results
]. of a US. Treasury bank tax model. See Neubig, Thomas S. and
Martin A. Sullivan, "The Effect of the Repeal of the Reserve Method on
Loan-Loss Reserves and Loan Charge-Offs," 1987 Tax Analysts, Tax
| Notes, April 27, 1987, Special Report, pp. 401-403.

27
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0L Principal Tax Provisions Affecting
Commercial Banks

Tax-Exempt Securities.  Under the old tax rules,
commercial banks could deduct 80 percent of
interest expenses that were incurred to carry tax-
exempt securitiesin their asset portfolios. Asa
conseguence, there was a strong incentive for
commercial banks to hold municipal securitiesto
reduce their federal tax burden.

The new tax rules disallow 100 per.
cent of the interest chargefor carrying municipal
obligations acquiredafter August 7, 1986. There
is one exception: under the new tax rules, a
municipality still will be permitted to sell up to
$10 million of bonds to a financia institution per
year, and the financial institution can apply the
old interest expense disallowancerule (20 per-
cent) to the bonds.

Commercial banksare an integral
part of the municipal bond market, and currently
hold approximately onethird of outstanding
municipa obligations. Unless tax-exempt yields

Qiiﬁmtedccw of New Federal IncomeTax

Rules on Ohio Banking Or ganizations

S Percentage Change in
1985 Tax Liability

Small &
All Medium
Banks  Banks®

eal Interest Expense Deduction :
ax-Exempt Municipal Bonds® 4% 5% 4%

1 Bad-Debt Deduction 7% 5%d 8%:

ad-Debt Accumulated Reserve

0% of reserve) 12% 11%4  12%
0% of reserve) 48%  44%  49%:
al Investment Tax Credit 3% 14% 13%

ce Foreign Tax Credit as a

ctible Expense 0.8% 0% 1%*

rnative Minimum Tax 10%  25% 6%
r Corporate Rates -15%  -14%  -15%
posite Effects of

ew Tax Rules® 2%  30%

29%

O banks with assets less than $500 million.

io banks with assets greater than $500 million.
mated effects of disallowance of municipal interest expenses with thé
% law’s grandfathering provisions.

new tax code exempts this class of banks from these tax provisions
: composite effects of the new tax code include the foreign tax credit
on rule, the grandfathering of tax-exempt municipal interest expense,
e exclusion of small- and medium-size banks from repeal of the bad-
fax reserve. :

. Consolidated Report of Condition and Income, December 31, 1985

TABLE 3

ECONOMIC REVIEW

rise substantially closer to yields on taxable secur-
itiesto compensate for the lessfavorabletax star
tus of municipals, banks will accumulate smaller
future holdings of tax-exempt securities under
the new tax rules. In dl likelihood, the tax-law
changes will hasten banks' exit from the tax-
exempt municipa securities market, accelerating
atrend that began in the mid-1970s.

Onedternativeto holding munic-
ipal obligationsas a tax-sheltering device has
been leasing receivables. Since 1981, large banks
in particular have substituted leasing to varying
degreesfor tax-exempt securitiesasa more effec-
tive way in which to shelter income. Under the
old tax rules, bankswere allowed a high degree
of leveraging of investmentsin physical assets
because of liberal depreciation schedulesand
investment tax credits (ITCs). Faster depreciation
writeoffsand ITCs magnify the net after-tax
yieldsfor asset leasing. In fact, the tax advantages
of leasing have made it a profitablesubstitute for
direct lending by banks.

Smadl banks engage in virtualy no
leasing activity because they do not havethe
large and diverse portfoliosto absorb the greater
risk and lower liquidity associated with leasing
receivables. Asmall bank, moreover, is lessable
to priceits leasing products competitively
because leasing normally requires a large volume
to economically judify the expense of a special-
ized leasing saff.

Repealing the deduction for
munici pal-securities-interestexpense will, other
things being equal, raise taxable incomefor the
typica commercia bank, unless other tax-shelter
adjustmentsare made to offset elimination of the
deduction. The relatively large amount of munici-
pa bonds held by small and medium banksis
their primary means for sheltering taxable
income. It islikely that these banks have a higher
percentage of municipal holdings because they
primarily serviceloca governments, whose debt
isfrequently purchased and held mostly by loca
financial institutions. In contrast, larger banksare
located in large citieswhose municipal debt is
traded publicly.

On the surface, it appears that
large banks might be relatively less affected than
small and medium banks by the loss of the
munici pal-interest-expense deduction because
large banks have more tax-sheltering alternatives
availableto them. For example, large banks could
in part substitute leasing activity for municipalsas
away to shelter taxable income. But leasing
becomes |ess attractive as a shelter under the new
tax code because the code repeals ITCsand
revises depreciation schedules for physica assets.

In table 3, we report the simula
tion resultsof how each tax provision potentialy
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could affect the tax liahilitiesof Ohio banks. In
interpreting the results, it should be pointed out
that the smulated effects of each tax-reform pro-
vision estimate how each tax change potentially
could alter the Ohio banks federal income tax
liability, assuming al other provisionsof the old
tax law remain in effect. After isolating the effects
of each individua tax provision, we simulate
what potentially could happen to tax burdens
when we impose all the new tax rulessimultane-
ously on the Ohio banks.

The adverseeffect of eliminating
the deduction for municipal-securitiesinterest
expense on Ohio banks' tax liahilitiesis lessened
considerably because the new tax rulesgrand-
father municipal bonds acquired before August 8,
1986. If the new tax law had disallowedthe
muni cipal-securities-interest-expensededuction
entirely, thetax liability of dl Ohio banksin 1985
would have increased by 42 percent—and even
more for small- and medium-size Ohio banks (49
percent) — assuming that no other tax code provi-
sionswere changed (see table 3). Because small-
and medium-size Ohio banks, on average, hold a
higher percentage of their assetsas municipal
obligations,they will incur adightly higher rela
tive tax liability from thissingletax law change.

However, under the grandfathering
provisions of the new tax law, we assume that
Ohio bankswill retain &t least 90 percent of their
present municipal-securities-interest-expensede-
duction in 1987. Accordingto our simulated re
sults, Ohio bankswould have had a tax liahility in
1985 that was only 4 percent higher than if they
had included 10 percent of securitiesinterest ex-
pensein their taxableincome. Our simulations
do not alow for the substitution of the maturing
tax-exempt assetsinto higher-yieldingtaxable
assets. The higher portfolioreturnsfrom taxable
interest-bearingassetswill boost before-tax
income and will providean offset to higher taxes.

Loan-LossReserves,  Under the old
tax rules, commercial banks, like other corpora
tions, can deduct contributionsto a bad-debt
reservefor tax purposes, rather than deduct debts
when they become uncollectible. Unlike other
corporations, however, banks must report aloan-
loss provision for regulatory purposes that differs
from the amount reported for tax purposes. The
level of the regulatory reserve, which in recent
years has exceeded the amount that istax deduct-
ible, is based on examiners appraisal of the qual-
ity of each bank's loan portfolio.

See 0'Brien, James M. and Matthew D. Gelfand, “Effects of the

Tax Reform Act of 1986 on Commercial Banks." O'Brien and Gel-
fand's results allow for the substitution of maturing tax-exempt bonds
into taxable interest-bearingobligations. According to their simulations,
the higher taxable yields would substantially offset the significant
increase in bank taxes.

1987 QUARTER 2

The old tax law required that a
commercial bank determine its bad-debt reserve
deduction for tax purposes by using one of two
methods: the experience method or the percen-
tage method. Under the experience method, a
bank basesits|oan-loss deduction on the average
loan losses of the previoussix years. Under the
percentage method, a bank deducts provisonsto
aloan-loss reserve equal to 0.6 percent of eligible
loans outstanding.

Under the new tax rules, large
bankswill be permitted to take deductions for
bad debts only when loans become partialy or
wholly worthless. Many bank tax observers
believethat thiswill acceleratecharging off bad
debts by largebanks.> Even ignoring the tax con-
sequences that repealing the bad-debt reserve
provisionwill havefor large banks, there might
be prudent reasons, accordingto these observers,
for retaining the bad-debt reservefor all banks.
The rationalefor thisargument isthat most banks
operate under accrual accounting standardsand,
as a consequence, bank income istaxed whether
or not it is received. If loansare charged off only
when they become uncollectible,a bank would
mismatch its expenses and income. Thismis
match could be avoided by establishinga proper
bad-debt reserve that represented the present
value of economic lossesalready embedded in a
bank's loan portfolio. However, neither tax
accounting rules nor generally accepted account-
ing principles (GAAP) adjust future lossesto their
present vaues.

Under the new tax code, large
banks (bankswith assets over $500 million) also
must recapturetheir existing bad-debt reserves by
reporting them asincome over the next four years
—10 percent in 1987, 20 percent in 1988, 30 per-
cent in 1989, and 40 percent in 1990.¢ The new

Proponents of the loan-loss reserve method of accounting for bad
3 debts contend that if commercial banks were allowed to charge
off loans only when they become bad, we might recreate the pre-1921
atmosphere of dispute between banks and the Internal Revenue Service
(IRS). Prior to 1921, when banks had to write off bad loans either in full
or not at all, there were constant disputes between banks and the IRS
about the timing of the deduction for bad loans. It has recently been
argued that this claim is incorrect. To the contrary, the repeal of the tax
bad-debt reserve method will eliminate the incentive to accelerate loan
chargeoffs. See Neubig, Thomas S. and Martin A. Sullivan, (1987).

4 Commercial banks have two other options for recapturing existing

reserves under the new tax rules. One option permits a bank to
recapture more than 10 percent in 1987 and then recapture the remain-
ing reserve as follows: 2/9 in 1988, 113 in 1989, and 419 in 1990. The
other option permits a bank to retain the reserve method for existing

loans and to reduce the balance as loans are charged off (referred to as
the cut-off method). Under the cut-off method, a bank can still deduct

for tax purposes net charge-offsin excess of the reserve amount.

29
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tax rulesexempt alarge bank from this recapture
o bad-debt reservesonly whenit is in trouble—
defined as being when a bank's nonperforming
assets exceed 75 percent of its equity capital.

If we ignore the exemption of
small- and medium-size banks under the new tax
rules, al Ohio bankswould have paid 7 percent
morein 1985 taxes if they had written off bad
loansinstead of taking a bad-debt tax reserve
deduction.Alsp, if dl bankswere subject to a
recapture of 10 percent of their accumulated bad-
debt reservein 1985, their 1985 tax liability
would have risen by approximately 12 percent.

With the small- and medium-size
banks exempted, however, the estimated tax lia
bilitiesfor the lossof bad-debt tax reserve and
the loan-lossrecapture would have been approx-
imately 8 percent and 12 percent, respectively, for
the large banks (assets over $500 million) —
which are subject to exclusion of the bad-debt
reserve deduction under the new tax rules.

If the new tax code had not exempt-
ed small- and medium-size banks, the recapture
of 10 percent of accumulated loanlossreserves
and the nondeductibility of a bad-debt tax reserve
would haveaffected these banks dightly lessthan
the effect that these provisonshad on thetax lia
bility of large Ohio banks. The progressive recap-
ture of the accumulated bad-debt reserveinto tax-
ableincome, moreover, will have asignificant
effect on the tax ligbility of large banksin 1989
and 1990. if Ohio'slarge banks (assetsgreater than
$500 million) had captured 40 percent of the bad-
debt reserve into 1985 taxableincome, this
would have boosted their tax liability by amost
50 percent (see table 3, Tax bad-debt accumu-
lated reserve, capturing 40 percent of reserve.)

Investment Tax Creditsand

Depreciation Writeoffs. Becaused ITCsand
accel erated depreci ation write-offs, banks have
found it advantageous,from a tax perspective, to
add lease receivablesas a partid substitutefor
municipa securitiesand direct loans. In 1981,
Congress dlowed businessesto acceleratethe
recovery of their investmentsunder the acceler-
ated cost recovery system (ACRS) becausethe
inflationary environment & that time distorted the
red cost of capita. However, the inflation rate has
improved sgnificantlyin recent years.Asacon-
sequence, ACRS amounts to a generoustax break
becauseit depreciates an asset completely much
sooner than the end o the asset'sactua useful
life. The new tax rules correct thisdistortion by
dowingthe rate of depreciation write-offs.

Thediminationd ITCs first author-
ized in 1962 and raised to 10 percent in 1975,
will severely undercut the tax incentivesof banks
to engage in leasing receivables. The d owing of
AGSwill haveasmilar, but less severe, dowing
effect on the leasing activities of commercial

ECONOMIC REVIEW

banks. The likely response of commercia banks
tothedimination of ITCsand to lessliberal
depreciation write-offsshould be arepricing and
possiblereduction o their leasing activities. On
the other hand, because banks lose their interest
deductionsfor tax-exempt bonds, they will have
an incentiveto reinvest some o their cash flow
into leasing. Leage receivables presently represent
only asmall percentage o total bank assetsand,
on balance, the new tax ruleswill not cause
commercia banksto add asignificantly higher
percentage of their assetsto leasing activities.

In 1985, Ohio banksclaimed
amogt $22 million of ITCsto reduce their tax lia
bilities. If they were not alowed to deduct ITCs
in 1985, their tax ligbility would haverisen
approximately 13 percent.

Foreign Tax Credits.  The new tax
rulesimpose limitationson foreign tax credits
(FTICs). Tighter ruleson FTCs will affect primarily
multinationa banking organizations, particularly
the New Y ork-based money center bank holding
companies. Some New Yok multinational bank-
ing organi zationsreceive more than 50 percent of
their reported net earningsfrom foreign opera
tionsor foreign assets.

Under the old tax rules, commer-
cid bankscould dam atax credit againg US
corporate incometax liabilitiesthat was directly
proportionateto foreign taxesthat they paid.
Otherwise, bankswould have been taxed twice
on their foreign income, once abroad and once &
home. The foreign tax credit is limited to the
amount of U.S. federal income taxesthat, in
effect, would be paid to the U.S government on a
bank's foreign income.

Becausecommercia bankswerere
quired to report only aggregated foreign income
under the old tax rules, they could maximize
their FTCs. Under the old tax rules, aU.S.-
domiciled bank with international operations
could originateforeign loansin a hightax coun-
try (wherethe tax rate exceeded the U.S tax rate)
and in alow-tax country (wherethe tax rate fell
below the US tax rate). Becausethe old tax rules
dlowed banksto average (or aggregate) |loansfrom
both foreign countries, a bank could claim total
foreign taxesasacredit on its U.S income taxes.

Under the new tax code, commer-
ad bankswill face a new limitation on how
much they will be alowed to averagetheir tax
creditsfrom low- and highttax foreign countries.
However, thereisatrangtion ruleto dlow a
phase-out of the old tax rules over five yearson
loans extended to 33 countries (generally the
high-tax countries) that currently are receiving
financid assistance under written agreements
with the Internationa Monetary Fund.
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The new tax provisonson FICs
will have little effect on the 1987 tax liahilitiesof
most Ohio banks becausethese banksgenerally
have low amountsdf foreign assetsas a percen-
tage o tota banking assets. Only the largest Ohio
banks reported FTCs in 1985. Even if we esti-
mated aworg-casestuation in which FTCs are
deducted from incomeinstead of deducted from
tax liability, the smulated effect on large Ohio
banks tax liahility would be minor, adding only 1
percent to their 1985 tax liahility.

AlternativeMinimum Tax. Comt
mercia banks now pay what amountsto an add-
on tax of approximately 15 percent o the amount
by which sdlected preference itemsor deductions
exceed either $10,0000r a bank's net tax liability.s
The selected preference items include capita
gains, accelerated depreciation,and excessloan-
loss provisons. The purposedf thisadd-on tax is
to counteract the effect that tax-preference items
have on reducing taxable income.

In 1985, add-on taxes represented,
on average, lessthan $1. million of the net tax lia
bility of dl sampled Ohio banks (see table 2, line
5). Our estimationsof add-on taxesfor Ohio
banks are low because they exclude capitd gains
and excessaccelerated depreciation as part of the
add-on tax base. Neither category can be esti-
mated with any reasonable accuracy from avala
ble financid data. However, this does not result
in serioudy underestimating the add-on taxes of
Ohio banks, because capitd gainsand excess
accel erated depreciation are typicdly smdl addi-
tionsto the add-on tax base o most Ohio banks.
It isworth noting that banks report al securities
gains, regardless o the length of time held by
them, as ordinary incomefor tax purposes.

Tax reform repeal sthe present
add-on tax and replacesit with a new dternative
minimumtax (AMT) that imposesadtrict minimum
tax of 20 percent. To computethe AMT, a bank
must add together its regular taxableincomeand
certain tax preferencesthat represent itsaterna
tive minimum income. After exempting$40,0000f
thisamount, a bank must multiply itsdternative
income by 20 percent; its tax will bethe grester
value either of itsregular tax or of the AMT. The
tax preferencesinclude bad-debt reservesin
excess of the deduction based on the experience
method (small- and medium-size banksonly);
interest income on private-purpose,tax-exempt
bonds issued after Augug 7, 1986; and 50 percent
of book-vaueincomethat is not aready subject
to the minimum tax that will include, for the
mog part, tax-exempt incomefor banks.

.........................................

5

See Ernst & Whinney, Tax Reform —1986, An Analysis of Provi-
sions Relating to the Financial Services Industry, p. 18.
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Our smulationsindicatethat the
AMT will have less effect on large Ohio banks
than on small- and medium-sizeOhio banks. The
dimination of tax preferencesensuresthat the
large Ohio bankswill pay & least the minimum
tax amount. Our simulations indicatethat the
AMT would represent only 8 percent of dl Ohio
banks totd tax liability. However, for small- and
medium-size banks, the AMT will represent asig
nificantly higher proportion (almost 21 percent)
of their estimated 1985 tax liability under the new
tax provisons.

During the next four years, the
recapture of existing loan-lossreserves by large
bankswill gradually boost their taxable income.
Consequently, large Ohio bankswill amost
assuredly, on average, pay the top margind tax
rate. For small- and medium-sizeOhio banks, the
AMT will bea much larger percentage of net
taxesfor two reasons. (1) these banksretain
more tax preferencesand (2) they have rdatively
more book-income adjustment asa result of their
rdatively larger holdingsof municipa securities.

Net Operating Loss Carry-overs.
Under present tax law, corporations may carry
over current net operatinglosses (NOLs) to offsst
tax liabilitiesin past and future years. Mot corpo-
rationsarealowed to carry losses back threeyears
and to carry them forward 15 years (losses must
be carried back first). Banks, however,aredlowed
to carry NOLs back 10 yearsand forward five
years. Banks received favorable treatment of NOIs
a atimewhen Congresswas reducing the reserve
dlowancethat was permitted for bad debts. Con
sequently, if a bank incurred an unusudly large
debt writeoff, favorable treatment of NOIswould
reduce the financid drain on the bank.

The new tax code retainsexisting
NCL rulesfor pre- 1987 losses. NOIsarising in
1987 and thereafter will be subject to the same
rulesthat apply now to other nonfinancia corpo-
rations. However, existing NCL ruleswill be
retained for some losses occurring after 1987, but
prior to 1994.

The specia NCOL rulesthat now
apply to depositoryinstitutions providea cushion
againg large current losses. Under present NOL
rules, abank receivesatax savingsimmediately
because operating lossesare carried back 10
yearsto reduce past tax ligbilities. Moreover, the
prospect of future earnings againg which carry-
forwards could be offset is not certain for many
banks. The effect of adopting the new rulesistha
carry-overswould reduce future tax ligbilities
more than padt tax liabilities. What this meansis
that the new NCL ruleswill provide lessasss
tanceto financidly ailing banks.

401(K) and IRA Programs. A sec-
tion 401(K) plan isan employer-sponsoredpro-
gram under which employeescan defer a portion
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o their pay in investment accounts until retire
ment under that provision of the Internal Revenue
Code. IRAsare depositsin individud retirement
accountsthet are deductiblefrom currentincome.

Under the new tax code, high-
income taxpayerswho are covered by a pension
plan would forgothe tax deduction for an IRA.
However, individualswho are not covered by
employer-maintained retirement plans, including
401(K) plans, are subject to the old tax code asit
appliesto IRA deductions. The new tax rulesaso
reduce the maximum annual contributionthat an
individua can maketo a401(K) plan.

Annud IRA contributionswill
probably decline because of the new tax-codere
drictionson IRAs, and bankswill partidly lose a
dable, long-term source of deposits. The drop-off
in IRAscould be offset if asupplier of IRA ac-
counts, like a bank, could successfully encourage
more lower- to middle-incomeindividuasto use
IRA accounts. Today, commercial banksand sav-
ingsand loans together control almost onethird
o the approximately $225 billion IRA market.

Opponentsof the IRA tax changes
contend that small bankscould be forced out of
the IRA market under the new IRA regtrictions.
Thiscould occur, they argue, if the new IRA
changesrequired banksto install sophisticated
computer software to distinguish between
deductible and nondeductible IRA contributions.
Thisis not likely to happen, however, because
smdl banks could eadily purchase the necessary
computer software.

IV. Concluson
Theintent of the new corporateincome tax rules
isto raisethe federd tax liability of commercia
banks. According to our smulation results, the
new tax ruleswould have reduced Ohio banks
1985 tax liahilitiesby approximately 15 percent if
only the lower corporatetax rateswere in effect
a tha time (see table 3). When the composite
effectsof the new tax rulesare smulated smul-
taneoudy, however, the tax liabilitiesof dl Ohio
bankswould have increased by dmost 30 per-
cent in 1985 under the new tax rules. This com:
putesto an averagetax rate for dl Ohio banks of
amog 20 percent, ascompared to an actud aver-
age rate of 16.1 percent. The averagetax rate of
Ohio'slarger bankswill increase from 17.1 per-
cent to 21.3 percent; for small- and medium-size
Ohio banks, the higher averagetax rate of 15.9
percent comparesto an actud estimated average
rate of 13.3 percent.

However, even though taxes paid
by Ohio bankswill likely be higher, their profita:
bility may be largdly unaffected to the extent that
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they can offsat the higher tax expense by adjust-
ing their lending, service prices, and other activi-
ties. Bankswould pay higher taxes, but net profits
could be largely unaffected because of higher
pre-tax income.

Ohio'slarger bankswill pay pro-
gressively higher averagetax ratesin 1988 and in
subsequent years (assuming they make no port-
folio adjustments) because the new tax rules
phase in severa tax-increasing provisions. Large
bankswill gradudly lose the trangtion rulesfor
FTCs for developing countries and must progres
svely recaptureexisting bad-debt reservesinto
current income, particularly in 1989 and 1990.
Thelossof FICs isdf little consequence to
Ohio's larger banks. However, the recapture of
loan-lossreserveswill boost large banks taxable
income sgnificantly in 1989 and 1990.

The adverseeffect of losng the
bad-debt reserve on large banks tax liabilitiesis
reduced because, regardlessadf the Tax Reform Ad
of 1986, the percentage method of calculatingthe
bad-debt provisonwill be eliminated after 1987,
in accordance with a 1969 statute. That is, in
1988, dll banks must adopt the experience method
of calculatingtheir annual loan-loss provision.

Nonethdless, the dimination of
large banks loan-loss provison for tax purposes
remainsacontroversial issue. The traditional view
of loanloss reservescontendsthat its removal for
tax purposes could have potentialy serious con-
sequencesbecause such action would weaken
the ssfety and soundnessof our commercial
banking system. Removd o |oan-loss reserves
would presumably reduce the margin of safety
available to banksfor coping with unexpected
financid shocks.$ Advocaiesd reingtatingthe tax
deductibility of the loan-loss provison contend
that it is not atax shelter for commercia banks.
Instead, the loan-lossreserve should be viewed
asaproper method for commercia banks, either
large, medium, or smdl, to amortize losses that
now are embedded in their loan portfolios, and
to build up reserves againg potential financid
drainsin the future. Removing the tax deduction
for aloan-lossprovision for large banksgives
these banks less incentive to build reservesto
protect themsalvesagaing potential losses.

Thosewho favor eiminating the
loan-lossprovision argue thet its loss as a tax
deduction will have little effect on the sefety and

6 At present, bank regulators are encouraging banks to build up
' their bad-debt reserves because segments of the banking industry
are afflicted with problems from their foreign, energy, and farm loans.
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soundness of the banking system? They empha
size the fact that tax-purpose reserve positionsdo
not determine GAAP reservemeasures. In abank's
financia statements, it reportsaloan-lossreserve
that estimates expected future lossesin itsloan
portfolio.For tax purposes, a bank hastwo choices
in calculatingits deductible loan-loss provision:
(1) it can deduct itsactud losses, or (2) it can
deduct a maximum percentage of itseligible
loans or deduct the average of current loan losses
and previous fiveyear |osses. Sincetax and
accounting rulesfor bad-debt reservesdiffer,the
reserve method would not change a bank's provi-
sion for bad debt in itsfinancia statement.

Given this, the effect on a bank's
safety and soundness of a tax-related elimination
of the loan-lossprovision is pertinent only to the
extent that it reduces after-tax income. Moreover,
the elimination of the loan-loss provision, or
even the recapture of existing loan-loss reserves
per se is not the relevant issue, but rather how
the new tax law's combined provisionswill affect
total after-tax bank income. To the extent that
after-tax bank income islargely unaffected by the
tax provisions, there would be little effect on the
soundness of the banking system.

Proponentsaf eliminatingloan-loss

reservedeductibility further claim that bank sound-
nesswill not be impaired because the removal of
any tax incentivesto bolster loan-lossreserves
will merely cause an accounting adjustment with-
out causing any change in a bank's primary capi-
tal. A bank's primary capital providesa cushion of
protection againgt loan losses. Primary capital is
thesum of funds accumulated through shareissu-
anceand accumulated net earningsafter dividends
are paid. Thosewho oppose the elimination of the
tax deduction of loan-lossreservesarguethat it is
an item that directly affectsbank soundness. Pro-
ponents of eliminatingthe loan-lossreserve point
out that the reserveis essentially an accounting
tool that providesinformation on the expected
lossesincurredin a bank's loan portfolio.

For regulatory purposes, primary
capital equals equity capital, plusthe loan-loss
reserve. Although the level of loan-loss reserves
should reflect potential [oan losses, a bank has
some latitude to add or subtract from itsloss
reserves. If there are tax incentives favoring loan-
loss reserves, then a bank would find it desirable

..........................................

For a complete discussion of this view, see 0'Brien, James M.

and Matthew D. Gelfand, “Effects of the Tax Reform Act of 1986
on Commercial Banks," 1987 Tax Analysts, Tax Notes, February 9, 1987,
Special Report #1,
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to adjust its accounting statements to report a
larger provision. It would be desirable from the
bank's perspectiveto increase the reserve provi-
sion by making an accounting adjustment to its
equity capital so that the bank did not increase its
primary capital.

If a higher level of primary capita
isdesired by a bank, it hastwo options: issue
additional equity or capita-qualifying notes, or
reduce dividends. Whether a bank issuesaddi-
tiond equity or capital-qualifying notes, however,
will depend critically on market conditions and
on the bank's financid condition, and isnot a
consequence of how the bank reports its
accounting statements. It follows that if tax incen-
tivesto add book |oan-lossreservesare elimi-
nated, a bank would adjust its accounting state-
ments and would not alter its capital position.
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