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The following discussion concerns the treatment of State and local bonds issued in 2009 and 2010 under Section 265 of the Internal Revenue Code (the “Code”).  Generally, Section 265 of the Code provides that specified financial institutions are denied their deductions for interest expense to the extent that the interest expense relates to borrowed funds that are allocable to obligations the interest on which is excluded from gross income for federal income tax purposes (“tax-exempt bonds”).  This Section 265 “bank deductibility” provision acts as a disincentive to specified financial institutions to invest in tax-exempt bonds.  In the case of specified financial institutions, the interest deduction disallowance provided under Section 265(b)(1) of the Code is a pro rata disallowance based on the relative investment in tax-exempt bonds.  Specifically, paragraph (2) of Section 265(b) provides as follows:  

For purposes of Section 265(b)(1), the portion of the taxpayer’s interest expense which is allocable to tax-exempt interest is an amount which bears the same ratio to such interest expense as—

(A) the taxpayer’s average adjusted bases (within the meaning of section 1016) of tax-exempt obligations acquired after August 7, 1986, bears to



(B) such average adjusted bases for all assets of the taxpayer.

However, Section 1501(a) of American Recovery and Reinvestment Act of 2009 (“ARRA”) amended Section 265 (b) to provide a special rule stating the following:



(7)  De minimis exception for bonds issued during 2009 or 2010.

(A)  In general.  In applying paragraph (2)(A), there shall not be taken into account tax-exempt obligations issued during 2009 or 2010.

(B)  Limitation.  The amount of tax-exempt obligations not taken into account by reason of subparagraph (A) shall not exceed 2 percent of the amount determined under paragraph (2)(B).

(C)  Refundings.  For purposes of this paragraph, a refunding bond (whether a current or advance refunding) shall be treated as issued on the date of the issuance of the refunded bond (or in the case of a series of refundings, the original bond).

By not taking bonds issued in 2009 and 2010 into account under Section 265(b)(2)(A), those bonds are not included in the numerator of the fraction used to disallow a portion of a specified financial institution’s interest expense deductions.  Thus, under this “de minimis” provision of ARRA, tax-exempt, money bonds issued in 2009 and 2010 are excepted from the Section 265 bank deductibility provision provided that the investing bank or financial institutions does not own tax-exempt bonds in amount greater than 2 percent of all its assets and such bonds will not result in a loss of their interest deductions.  

Although many of the provisions in ARRA related to tax-exempt bonds expired at the end of 2010, this is not the case for the de minimis bank deductibility under Section 265(b)(7) for tax-exempt bonds issued in 2009 and 2010.  As indicated above, Section 1501(a) of ARRA applies to tax-exempt, new money bonds issued in 2009 and 2010; thus, there is no limitation on when these bonds must be purchased in order to qualify for the de minimis rule.  Section 1501(a) of ARRA has the following effective date:  Section 1501(a) of ARRA provides that Section 265(b)(7) (as set forth above) applies to obligations issued after December 31, 2008.  Thus, unlike many of the other provisions in ARRA, there is no sunset date on the application of Section 265(b)(7).  

For the reasons described above, a financial institution that satisfies the other requirements of Section 265(b)(7) as added by Section 1501(a) of ARRA, such as the 2 percent limit described above, will not be denied its interest expense deductions under Section 265 for tax-exempt, new money bonds that were issued in 2009 or 2010, regardless of when it acquires that bond or when it takes the interest deduction (e.g., in 2011, 2012 or other future years).  In addition, if a bond issued in 2009 or 2010 is refunded (either a current or advanced refunding), the refunding bond is treated as issued on the date of the refunded bond.  Therefore, if a financial institution satisfies the other requirements of section 265, a bank will not be denied its interest deduction for bonds that refund tax-exempt, new money bonds that were originally issued in 2009 or 2010, regardless of when it acquires the refunding bond or when it takes the interest deduction. 
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