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Pacific  First  Federal  Savings  &  Loan  Association  v.  Commissioner,  T.C.
Memo. 1983-757

Loan origination fees, often termed ‘points,’ charged by a lender are considered
interest for tax purposes when they are compensation for the use of money and not
specifically tied to the cost of services provided by the lender.

Summary

Pacific  First  Federal  Savings  &  Loan  Association  charged  borrowers  a  ‘loan
origination  fee’  in  addition  to  stated  interest  on  real  estate  loans.  The  IRS
determined that a portion of this fee was for services and thus immediately taxable,
not  deferrable  as  interest  income.  The  Tax  Court  held  that  the  entire  loan
origination fee constituted interest because it was primarily intended as additional
compensation for the use of money, negotiated as part of the overall interest yield,
and not directly tied to the costs of specific services. The court emphasized that the
fees were a percentage of the loan amount, irrespective of actual service costs, and
were treated as interest for other regulatory purposes.

Facts

Pacific First Federal Savings & Loan Association (Petitioner) made real estate loans,
charging borrowers both stated interest and a ‘loan origination fee’ (loan fee) at
disbursement. This loan fee, ranging from 1 to 4 percent of the loan principal, was
deducted from the loan proceeds. The Petitioner negotiated the loan fee and interest
rate as interdependent variables to achieve a desired overall yield. The loan fee was
calculated as a percentage of the loan amount, irrespective of underwriting costs,
and was charged even if third-party escrow or appraisal services were not used.
Borrowers separately paid most third-party costs, except for appraisal and escrow
services, which Petitioner provided without separate charge for competitive reasons.
If a loan application failed to close, no loan fee was charged.

Procedural History

The Internal Revenue Service (IRS) determined a deficiency in Petitioner’s 1976
income tax, arguing that a portion of the loan fee was for services and should be
immediately  recognized  as  income,  rather  than  deferred  as  interest.  Petitioner
contested this determination in the Tax Court.

Issue(s)

Whether the loan origination fees charged by Petitioner were solely for1.
interest, and thus deferrable, or partially for services, and thus immediately
taxable.

Holding
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Yes, the loan origination fees were additional interest income because they1.
were intended as compensation for the use of money, negotiated as part of the
overall interest yield, and not directly related to the cost of services.

Court’s Reasoning

The court reasoned that interest is defined as compensation for the use of money.
The determination of whether a fee is interest depends on the facts, not merely the
label used. The court found several factors supporting the classification of the loan
fee as interest:

Negotiated as Interest: The loan fee rate and the stated interest rate were
negotiated together, demonstrating they were both components of the overall
cost of borrowing. The court noted, “the higher the loan fee rate, the lower the
interest rate was, and vice versa.”
No Correlation to Service Costs: The loan fee was a percentage of the loan
amount and bore no relation to the actual underwriting costs. The same
underwriting activities were performed regardless of loan size, yet the fee
varied with loan principal. Furthermore, no fee was charged if the loan did not
close, even if services had been rendered.
Competitive Interest Yield: Petitioner used loan fees to obtain a portion of
the interest yield upfront, a common practice in the savings and loan industry.
The total yield sought was determined by risk and market conditions, similar to
how interest rates are set.
Treatment as Interest for Other Purposes: Petitioner consistently treated
the loan fee as interest for truth-in-lending disclosures, state usury laws, and
state tax purposes.
Distinguished from Goodwin v. Commissioner: The court distinguished
Goodwin v. Commissioner, 75 T.C. 424 (1980), where loan fees were
specifically found to be for services. In Goodwin, lender representatives
testified the fees were solely to cover service costs, which was not the case
here.

The court concluded that despite Petitioner providing some services, the loan fee
was not a payment for those services but rather additional compensation for the
forebearance  of  money.  The  court  stated,  “the  loan  fee  was  not  a  charge  for
services, but rather was for the use or forebearance of money.”

Practical Implications

This  case  provides  important  guidance  on  distinguishing  between  interest  and
service fees in lending, particularly concerning loan origination fees or ‘points.’ It
clarifies that if such fees are primarily intended to increase the lender’s yield, are
negotiated as part of the overall cost of borrowing, and are not directly tied to
specific services or their costs,  they are likely to be treated as interest for tax
purposes. This allows lenders to potentially defer the recognition of such fees as
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income over the life  of  the loan,  depending on their  accounting method.  Legal
professionals  should  analyze  loan  fee  arrangements  based  on  the  economic
substance of  the transaction,  focusing on the fee’s  purpose and relationship to
service costs versus its role as additional yield for the lender. This case reinforces
that labeling alone is not determinative; the actual nature of the fee dictates its tax
treatment.


