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P is a bank that uses the cash nethod of
accounting. During 1989, P nade short-termloans to
custoners. The principal and interest on the | oans
were payable at maturity. R determ ned that P nust
accrue interest and/or original issue discount on the
| oans pursuant to sec. 1281(a)(1l) and (2), I.RC

Hel d: Sec. 1281(a)(2), I.R C., does not require a
bank to accrue interest on short-termloans made in the
ordinary course of its business. Security Bank M nn.

v. Comm ssioner, 98 T.C 33 (1992), affd. 994 F.2d 432
(8th Cr. 1993).

Hel d, further: Sec. 1281(a)(1), I.R C, does not
require a bank to accrue original issue discount on
short-term |l oans made in the ordinary course of
busi ness.

Martin J. Peck, for petitioner.

Charles M Berlau, for respondent.
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OPI NI ON

RUVE, Judge: Respondent determ ned a deficiency of
$29,972.41 in petitioner's 1989 Federal corporate incone tax.
The issue for decision is whether section 1281(a)?! requires
petitioner, a cash basis taxpayer, to accrue interest and/or

original issue discount earned on short-term/|l oans.

Backgr ound

The parties submtted this case fully stipulated. The
stipulation of facts and suppl enental stipulation of facts are
i ncorporated herein by this reference. Petitioner is a
corporation whose principal place of business was in Wllington,
Kansas, at the time it filed the petition.

Petitioner is a commercial bank that makes a variety of
| oans in the ordinary course of its business. These |oans are of
varying duration, including | oans of |less than 1 year, |loans of 1
year, and |loans of nore than 1 year. Petitioner had, and still
has, business reasons for using notes with a termof 1 year or
| ess.

During 1989, petitioner nade sone | oans that were

docunented by prom ssory notes with a stated maturity date that

was 1 year fromthe date the notes were issued. Such |oans wll

1Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the year in issue.
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be referred to as category X loans. Petitioner held the category
X |l oans on Decenber 31, 1989. During 1989, petitioner also made
sone | oans that were docunented by prom ssory notes with a stated
maturity date that was less than 1 year fromthe date the notes
were issued. Such loans wll be referred to as category Y | oans.
Petitioner held the category Y | oans on Decenber 31, 1989. The
interest and principal payable on all categories X and Y | oans
were due at maturity.

Petitioner reported its taxable inconme using the cash nethod
of accounting. Petitioner reported interest income fromits
categories X and Y loans as it was received pursuant to the cash
met hod of accounti ng.

Petitioner had interest inconme of $60,086.89 during 1989
that had accrued, but was not yet paid, on its category X | oans.
Petitioner had interest income of $65,687.11 during 1989 that had

accrued, but was not yet paid, on its category Y |oans.

Di scussi on

Petitioner uses the cash nethod of accounting to report its
taxabl e incone. Consistent with that method, it did not report
as income on its 1989 return any accrued interest or original
i ssue di scount that was earned but unpaid at the end of 1989.

Respondent does not contest petitioner's general use of the cash
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net hod.? Rather, respondent relies on the specific provisions of
section 1281 requiring the accrual of inconme earned on short-term
obl i gati ons.
The pertinent provisions of section 1281(a) are as foll ows:

SEC. 1281. CURRENT I NCLUSI ON I N | NCOVE COF DI SCOUNT ON
CERTAI N SHORT- TERM OBLI GATI ONS

(a) Ceneral Rule.--In the case of any short-term
obligation to which this section applies, for purposes of
this title--

(1) there shall be included in the gross incone of
t he hol der an amount equal to the sumof the daily
portions of the acquisition discount for each day
during the taxable year on which such hol der held such
obligation, and

(2) any interest payable on the obligation (other
than interest taken into account in determ ning the
anount of the acquisition discount) shall be included
in gross income as it accrues.

(b) Short-Term Obligations to Wich Section Applies.--

(1) I'n general.--This section shall apply to any
short-term obligation which--

* * * * * * *

(© is held by a bank (as defined in section 581),

* * * * * * *

(c) Cross Reference.--For special rules limting the
application of this section to original issue discount in
t he case of nongovernnental obligations, see section
1283(c).

2Al though it is not explicitly indicated in the record, it
appears that petitioner was allowed to use the cash nethod of
accounting in 1989 because it had gross inconme of |ess than $5
mllion. See secs. 446(a), (c)(1), 448(b)(3).
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Certain pertinent provisions of section 1283 are as foll ows:

SEC. 1283. DEFIN TI ONS AND SPECI AL RULES.
(a) Definitions.--For purposes of this subpart--
(1) Short-term obligation.--

(A) I'n general.--Except as provided in
subpar agraph (B), the term"short-term obligation”
means any bond, debenture, note, certificate, or
ot her evidence of indebtedness which has a fixed
maturity date not nore than 1 year fromthe date
of issue.

(B) Exceptions for tax-exenpt obligations.--
The term "short-termobligation” shall not include

any tax-exenpt obligation (as defined in section
1275(a) (3)).

* * * * * * *
(c) Special Rules for Nongovernnmental bligations.--
(1) I'n general.--1n the case of any short-term
obligation which is not a short-term Governnent
obligation (as defined in section 1271(a)(3)(B))--

(A) sections 1281 and 1282 shall be applied
by taking into account original issue discount in
lieu of acquisition discount, and

(B) appropriate adjustnents shall be nmade in
t he application of subsection (b) of this section.

Respondent's first argunent is that petitioner is required
to accrue interest income fromits categories X and Y | oans

pursuant to section 1281(a)(2). This is not an issue of first

i npression. Indeed, respondent recognizes that in Security Bank

Mnn. v. Conmm ssioner, 98 T.C 33, 42 (1992), affd. 994 F.2d 432

(8th Cr. 1993), we held that section 1281(a)(2) does not apply
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to short-term | oans nade by banks in the ordinary course of

busi ness. Respondent recogni zes that our prior opinion precludes
application of section 1281(a)(2) to the facts in the instant
case, unless we choose to overrule it. Respondent urges us to do
just that.

Security Bank M nn. v. Conmmi ssioner, supra, was a Court-

reviewed opinion. The majority opinion contains an extensive
analysis of the statute, its evolution, the context in which it
appears, and its legislative history. There was a dissenting

opi nion which was joined by five Judges. |In affirmng our

opi nion, the Court of Appeals for the Eighth Circuit al so nade an
extensi ve analysis of the sane factors. One of the judges on the
Court of Appeal s panel dissented.

No purpose woul d be served by repeating the statutory
analysis that led this Court and the Court of Appeals to decide
that section 1281(a)(2) does not apply to | oans made by banks in
the ordinary course of business. Suffice it to say that this
matter has been thoroughly considered and deci ded. The doctrine
of stare decisis generally requires that we follow the hol ding of
a previously decided case, absent special justification. This
doctrine is of particular inportance when the antecedent case

i nvol ves statutory construction. Hesselink v. Conm ssioner, 97

T.C. 94, 99-100 (1991). Wiile respondent has skillfully
rearticulated his argunments in support of a different

interpretation of the statute, we find nothing therein that would
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cause us to refrain fromapplying the doctrine of stare decisis
with respect to the section 1281(a)(2) issue.?

Respondent alternatively argues that the | oans in question
were made in return for notes that contained "original issue
di scount” within the purview of sections 1281(a)(1) and 1283.
According to respondent, section 1281(a)(1) requires petitioner
to accrue the daily portion of that discount during the year in
whi ch the note was held, regardl ess of whether petitioner
actually received anything in that year.

In Security Bank M nn. v. Commi ssioner, supra at 37, the

Comm ssi oner refrained fromarguing that section 1281(a) (1)
applied, although he stated on brief that it "arguably does."” It
was therefore not necessary for us to make a specific hol ding
regardi ng the application of section 1281(a)(1). In a technical
sense, respondent's proposed application of section 1281(a)(1)
presents an issue of first inpression. However, we believe that

t he anal ysis upon which the holding in Security Bank M nn. was

based conpels us to hold agai nst respondent's argunent that
section 1281(a)(1) applies in the instant case.

Qur holding in Security Bank M nn. that section 1281(a)(2)

did not apply to |l oans nade by banks in the ordinary course of

®Respondent has made no argunent that the issues presented
are of great overall significance. Sec. 448 generally precludes
corporations with nore than $5 mllion in gross receipts from
using the cash nmethod of accounting. Thus, our hol di ngs appear
to have application only to small banks.
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busi ness was based on our interpretation of section 1281 as
originally enacted in 1984. As originally enacted, section
1281(a) applied only to acquisition discount or original issue
di scount. Deficit Reduction Act of 1984, Pub. L. 98-369, sec.
41, 98 Stat. 548. Section 1281 was anended in 1986 to add the
provi sions of section 1281(a)(2). Tax Reform Act of 1986, Pub.

L. 99-514, sec. 1803, 100 Stat. 2791. In Security Bank M nn., we

first analyzed section 1281 in its original form On the basis

of that analysis, we stated:

We conclude that the |l egislative history supports
petitioner's interpretation of section 1281, i.e., that
it was enacted in 1984 to deal with probl ens associ ated
wi th purchased debt instrunents involving a di scount
and not with | oans made by a bank in the ordinary
course of its business. Accordingly, we hold that the
| oans here in dispute are not the sort of obligations
or instrunments to which section 1281 applied as enacted
in 1984. [Security Bank M nn. v. Conmm SsSioner, supra
at 42.]

We then concluded that the addition of section 1281(a)(2) in 1986

was not intended to cover | oans nade by banks.

We do not believe that the 1986 anendnent, which
originated as a technical correction, was intended to
i ncrease the coverage of section 1281(a) to | oans made
if, as we have concluded, such | oans were not covered
by the 1984 Act. The anendnent, in our view, was
intended to express the anobunts to be taken into
current inconme and not to expand the category of
instrunments covered by section 1281(a). [l1d. at 43.]

Qur analysis in Security Bank M nn. v. Comm Ssioner, supra,

makes clear that we have interpreted section 1281 as having no
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application to | oans made by banks in the ordinary course of
busi ness, regardl ess of whether the | oans are characterized as
generating interest or original issue discount.* W, therefore,
hold that section 1281(a)(1) does not apply to the loans in

i ssue.

Deci sion will be entered

for petitioner.

“‘Because of our |egal conclusion, there is no need to decide
whet her respondent is correct in characterizing the loans in
i ssue as generating original issue discount.



