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REGULATION Q

Changes in D eferred-Interest Deposit Arrangements 
for Income Tax Purposes

To the Member Banks of the Second Federal Reserve District:

Following is the text of a letter from the Board of Governors of the Federal Reserve System 
to the American Bankers Association:

T h is  refers to you r le tte r of M arch  9, 1972, a sk in g  the B oard  to  give consideration  to w aiving any 
in te rest penalty  th a t m ay apply if banks and  custom ers w ish to m ake changes in  deferred  in te rest deposit 
agreem ents in the light of certa in  am endm ents to  the F edera l incom e ta x  regulations.

B anks and  custom ers have en tered  into deposit agreem ents w ith  m atu ritie s exceeding one year th a t 
provide for the paym ent of in te rest only a t the m a tu rity  of the obligation. By v irtue  of adm in istra tive  ru lings 
issued by the In te rn a l R evenue Service p rio r to Ju n e  1970, the custom er was not requ ired  to include any of 
the  in terest in h is gross incom e until the year it w as paid o r m ade available a t m atu rity , and  banks w ere 
perm itted  to rep o rt the in te rest for F edera l incom e tax  purposes on an  accrual basis. The^ advantage of 
these a rrangem en ts  to th e  custom er w as the op p o rtu n ity  to defer in te rest incom e to  m inim ize his overall 
ta x  liability.

O n D ecem ber 28, 1971, the In te rn a l R evenue Service published in the Federal Register (3 6  Fed. Reg. 
24995) am endm ents to the  F ed era l incom e tax  regu la tions under sections 1232 and  6049 of the In te rn a l 
R evenue Code re la ting  to bonds and  o ther evidence of indebtedness w ith  “ orig inal issue d iscoun t.” T hese 
regu la tions apply to deferred  in te rest C D s purchased  and  deferred  in te rest deposits m ade in calendar 
years beginn ing  Ja n u a ry  1, 1971. A lthough  no in te res t is paid o r m ade available to the deposito r un til 
the m a tu rity  of the deposit obligation, the regulations requ ire  a deposito r to include a po rtion  of the de­
ferred  in te rest in h is g ross incom e each y ear over the te rm  of the obligation. T h e  calculation  of the 
po rtion  allocable to  each year involves an  ap p o rtio n in g  of the to tal in te rest to be received on a p ro -ra ta  
(s tra ig h t-lin e )  m onthly  basis. F o r  F edera l ta x  purposes, banks m ust rep o rt in te rest as paid to the  de­
posito r on the  sam e basis.

Y ou are  concerned w ith  the effect o f R egu la tion  Q  on situations w h ere : (1 )  banks am end deposit 
con tracts  o r substitu te  cu rren t in te rest deposit a rran g em en ts  for deferred  in terest deposit a rrangem en ts 
in o rd er to perm it deposito rs to  receive in te rest on an annual o r m ore frequen t basis so as to  avoid the 
com plex orig inal issue d iscount in te rest incom e com putation  and  inclusion ru les, and  (2 )  a  depositor m akes 
an  early  w ithdraw al from  his deposit in o rd er to pay  the ta x  on deferred  in te rest requ ired  to be reported  
by the orig inal issue d iscount regula tions.

Y ou ask w hether the  action taken  by banks and  deposito rs in these situations involves an  “ em ergency” 
w ithdraw al under the provisions of section 2 1 7 .4 (d )  of R egulation  Q  and, if so, w hether the B oard  w ould 
be w illing to w aive the in te rest penalty  specified in th a t section.

T h e  sho rt answ er to these queries is th a t the situation  does not p rovide a basis for an  “em ergency” 
w ithdraw al as contem plated  by the R egulation . S ection  2 1 7 .4 (d )  of R egula tion  Q  rela tes to  paym ent of 
the principal of a tim e deposit p rio r to  m a tu r i ty ; n e ith e r th a t section nor any  o ther section of R egulation  Q  
preven ts a bank and  its custom er from  renego tia ting  the te rm s of the con tract re la ting  to the frequency 
and  dates o f paym ent of in te rest on a deposit.

C onversion from  a deferred  in te rest deposit a rran g em en t to  a cu rren t in te rest deposit a rrangem en t 
affects only in te rest paym ents on the obligation. T h e  deposito r w ould receive in te rest a t an  earlier date 
than  had  been agreed  upon  a t the tim e he en tered  into the contract. A s long as the principal of the 
deposit is left und istu rbed  and  the m a tu rity  of the obligation is unchanged, conversion to  cu rren t in te rest 
a rran g em en ts  does not constitu te  a paym ent, in p a rt o r in full, of a deposit p rio r to  m atu rity  and  is not 
governed  by the provisions of section 2 1 7 .4 (d ) .

W ith  respect to  early  w ithdraw al by the deposito r in o rd er to receive funds to  pay  the unanticipated  
ta x  liability, it is not necessary  to d is tu rb  the principal of the deposit. I t is evident tha t the additional tax  
liability resu lting  from  the orig inal issue discount regulations will be less than  the in te rest earned  (b u t
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not p a id ) on the deposit. In  o ther w ords, the  in te re s t earned  will be m ore than  sufficient to  cover the 
add itiona l ta x  liability, an d  th e  bank and  custom er m ay agree th a t the deposito r w ill be paid  the in te rest 
earned  in  o rd er to  cover th a t liability. Since th e re  is no necessity to  reach the principal of the deposit, 
section 2 1 7 .4 (d )  w ould  not apply.

T h e  B oard  is of the view  tha t, in the  c ircum stances of th is case, equity  requ ires an  additional form  
of relief. B ank  custom ers en tered  in to  these con tracts on the  assum ption  th a t favorable ta x  trea tm en t 
w ould rem ain  available. T h e  B oard  believes th a t a significant purpose of such con tracts  has therefo re  
been fru s tra te d  by the  changes in the incom e ta x  regu la tions. C onsequently , the B oard  has concluded, on 
the basis of the  doctrine  of fru s tra tio n  of the con trac t, th a t th e re  w ould be no violation of R egu la tion  Q  
if deposito rs o r banks te rm inate  th e ir  deposit ag reem en ts en tered  in to  p rio r to  the  effective date of the 
am ended IR S  regu la tions and  affected thereby. T erm in a tio n  of the deposit agreem ents on th is basis does 
not involve the  provisions of section 2 1 7 .4 (d )  of R egu la tion  Q .

T h e  B oard  w ishes to  m ake clear th a t its view s are  lim ited to  th is particu la r situation  and  are  not 
in tended  to establish  a general ru le w ith  respect to  the te rm in atio n  of deposit con tracts  in  the event of 
o th e r changes in tax  regu la tions th a t m ay affect them .

Please inform  those of your depositors who may be affected of the Board of G overnors’ views 
on this m atter.

A l fr e d  H a y e s ,
President.
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