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Original Issue Discount

q 12452

on the income tax return.? The election is irrevocable
with respect to the obligation for which it is made.?!

1 12405. Nongovernment short-term obligations.

With respect to nongovernment short-term obliga-
tions, the mandatory accrual of discount (interest)
rules are applied by taking into account the original
issue discount (OID), rather than acquisition discount,
on the obligation.??

However, the holder of a nongovernment short-term
obligation may elect to have the mandatory accrual
rule apply (instead of the OID rules).2> The election is
effective for all obligations acquired by the taxpayer
on or after the first day of the first tax year to which
the election applies.? The election is available regard-
less of whether the obligation was acquired after orig-
inally issued.?

The election applies for the tax year in which it is
made, and to all later years unless it is revoked with

IRS consent.?¢

The election must be made by the due date (includ-
ing extensions) of the income tax return for the first
tax year for which it is to apply,?’ by attaching a
statement to that return. The statement must: -

...contain taxpayer’s name, address, and taxpayer
identification number,
... identify the election,

... indicate the legal authority under which the elec-
tion is made, i.e., Code Sec. 1283(c)(2),

... specify the period for which the election is being
made and the obligations to which it is to apply, and
...provide sufficient information to show that the
taxpayer is entitled to make the election.”® :

No election may be made for a tax year if the pe-
riod for claiming a credit or refund for that year has
expired.” ‘

4 12450. Original Issue Discount (OID) as Taxable Interest.

The holder of a debt instrument issued with original issue discount (OID) mﬁst in- ‘
clude part of the OID in income each year he holds the instrument.

v/ for in-depth discussion, see RIA’s Federal Tax Coordinator 2d Ch‘apter J, and
RIA’s Analysis of Federal Taxes: Income Chapter J. '

q 12451. Current inclusion of original issue dis-
count as interest income, The holder of a debt in-
strument specified at § 12453 that is issued with OID
must include part of that OID in his gross income, as
interest, in each tax year that he holds the debt instru-
ment even though the OID is not paid until maturity.'

«/ observation: The current inclusion rules apply
regardless of the method of accounting used by the
holder.

The current inclusion of OID rule does not apply to
the following holders:

... Holders of debt instruments issued before '85 that
are not capital assets in the holder’s hands.’

... A holder who purchases the debt instrument at a
premium.3 Premium means a purchase price for an in-
strument that exceeds its stated redemption price at
maturity (§ 12455).4

... A holder whose basis in the debt instrument is de-
termined by reference to its basis in the hands of a

person who purchased it at a premium.’ or

... A life insurance company required to accrue dis-
count under the rules of Code Sec. 811(b).6

For the definition of debt instrument, see 412452,
For the definition of OID, see § 12454 et seq. -

For how to determine the amount of OID that must
be included in gross income currently, see 9 12472
et seq.

For OID on stripped bonds and coupons, see
4 12476. ‘ :

4 12452. Debt instrument defined. For OID pur-
poses, the term “debt instrument” means a bond, de-
benture, note, or certificate or other evidence of in-
debtedness.” However, debt instruments do not include
certain annuity contracts to which Code Sec. 72 ap-
plies (§.12700 et seq.).? :

The term “evidence of indebtedness” includes the
following: :

20. IRS Pub. No. 550 (1992) p. 17.

21. Code Sec. 1283(bX2XB).

22. Code Sec. 1283(cX1).

23. Code Sec. 1283(cX2).

24. Code Sec. 1283(cX2XA).

25. Conf Rept No. 98-861 (PL 98-369) p. 809.
26. Code Sec. 1283(cX2XB).

27. Reg § 301.9100-6T(a}(2Xi)-

28. Reg § 301.9100-6T(a)(3).

29. Reg § 301.9100-6T(r).

FEDERAL TAXATION

1. Code Sec. 1272, ’ -
2. Sec. 44(g), PL 98-369, 7/18/84 as amend by Sec. 1803(b)(5), PL 99-514,
10/22/86. o

Code Sec. 1272(cX1).
Reg § 1.1232-3(dX2).
Reg § 1.1232-3(dX2).
Code Sec. 1272(cX2).
Code Sec. 1275(a)1XA).
Code Sec. 1275(aK1)(B).
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... "“Face amount certificate” as defined in Secs.
2(a)(195) and 4 of the Investment Company Act of
1940.

... Certificates of deposit, time deposits, bonus plans,
and other deposit arrangements with banks, domestic
building and loan associations, and similar financial
institutions.?

... Participations in demand notes.'!
... Revolving fund credits.!2
... Joint stock land bank bonds.!?

{1 12453. Debt instruments subject to current in-
clusion of OID rules. The OID current inclusion
rules apply to all debt instruments (§ 12452) issued
with OID other than the following:

(1) Tax-exempt obligations (§ 13006¢t seq.).'*
(2) U.S. savings bonds (§ 12158).'5

(3) Short-term obligations, i.e., obligations with a
fixed maturity date not more than one year from the
date of issue (§ 12400 er seq.).'s

(4) Obligations issued by natural persons before
Mar. 2, '84.17

(5) Loans between natural persons if the amount of
the loan plus the outstanding amount of earlier loans
by the same creditor to the same debtor does not ex-
ceed $10,000 and the loan is not made in the course
of the lender’s trade or business. This exception
doesn’t apply if the avoidance of any federal tax is
one of the principal purposes of the loan.'®

e)observation: The individual non-business
loans of $10,000 that qualify under (5), above, are
excepted from the OID current inclusion rule even
if the loan was made after the Mar. 1, 84 cut-off
date in (4), above, for obligations issued by individ-
uals.

(6) Debt instruments (other than corporate debt in-
struments) issued before July 2, °82.19

(7) Face amount certificates (as defined in Secs.
2(a)(15) and 4 of the Investment Company Act of
*40)-issued before ’76.20

(8) Corporate debt instruments issued before May
28, ’69.2!

IRS issues a list of publicly traded obligations for
which current inclusion of OID is required.?? This list
also includes certain Treasury bills.23

Original Issue Discount (OID)

 12454. Original issue discount defined. Orig-
inal issue discount (OID) means the excess, if any, of
the obligation’s stated redemption price at maturity
(§ 12455) over its issue price (§ 12456).2¢

But the OID is treated as zero if that excess is less
than:

... Y% of 1% (0.25%) of the stated redemption price at
maturity, multiplied by

... the number of complete years to maturity.?’

’/illustration: J buys a debt instrument that ma-
tures in 10 years from a corporation for an issue
price of $9,800. The stated redemption price at ma-
turity is $10,000 so that the excess of the stated re-
demption price at maturity over the issue price is
$200. Y4 of 1% of the stated redemption price at
maturity is $25. The product of $25 multiplied by
10 (the number of complete years to maturity) is
$250. Since this is more than the $200 excess, there
is no OID on the instrument.

For special rules for determining OID on a price
level adjusted mortgage (PLAM), see § 12471.

4 12455, Stated redemption price at maturity
defined. For OID purposes, a debt instrument’s
“stated redemption price at maturity” is the amount
fixed by the last modification of the purchase agree-
ment. It includes interest and other amounts payable
at that time. But it does not include interest that is
based on a fixed rate and that is payable uncondition-
ally at fixed periodic intervals of one year or less dur-
ing the entire term of the instrument.26

’/ illustration: T pays $90,000 for a promissory
note with a face amount of $100,000. The note pro-
vides for payment of the face amount in three years
and payment of interest unconditionally of $10,000
at the end of the first year, $10,000 at the end of
the second year, and $10,000 at the end of the third
year (i.e., at the same time the face amount is
paid). None of the interest payable at maturity is
included in determining the stated redemption price
at maturity since the interest is payable uncondi-
tionally at a fixed rate at yearly intervals. Thus, the
stated redemption price at maturity is $100,000.

If the interest payable at maturity exceeds the peri-
odic fixed rate amount described above, then the ex-
cess is included in the stated redemption price at ma-
turity. If interest payable at any time before maturity

9. Reg § 1.1232-1(cX1).

10. Reg § 1.1232-1(d).

t1. Milliken, Seth, (1950) 15 TC 243, affd in part & revd in part on other issues
(1952, CA2) 196 F2d 135, cent den (1952, S C1) 344 US 884, 97 L Ed 684,
reh den (1952, S Co) 344 US 910, 97 L Ed 702.

12. Greenvine Corp, (1963) 40 TC 926(A).

13. Noll, William, (1941) 43 BTA 496.

14. Code Sec. 1272(a}2)XA).

15. Code Sec. 1272(a}2XB).

16. Code Sec. 1272(a)2XC).
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17. Code Sec. 1272(a)2KD).

18, Code Sec. 1272(a)(2)(E).

19. Code Sec. 1272(a); Code Sec. 1272(b).
20. Reg § 1.1232-1(cX3).

21. Code Sec. 1272(b).

22. IRS Pub No. 1212 (1992).

23. Ann 93-32, 1993-8 IRB 70.

24. Code Sec. 1273(aK1).

25, Code Sec. 1273(a)(3).

26. Code Sec. 1273(a)2).
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§ 12459

exceeds this periodic fixed rate amount (if any) paya-
ble at that time, that excess is treated as the stated re-
demption price at maturity of a separate debt instru-
ment.?’

Illustration: Same facts as in the above illustration
except that the total interest payable is $35,000,
with $15,000 of that payable at the end of the third
year. The stated redemption price at maturity is
$105,000—$100,000 face amount plus $5,000, the
difference between the interest actually paid at ma-
turity ($15,000) and the amount payable at a fixed
rate at yearly intervals over the term of the instru-
ment ($10,000).

If an obligation is issued as part of an investment
unit that includes an option, security, or other prop-
erty, the obligation’s stated redemption price at matur-
ity is the amount payable, on maturity, in respect of
the obligation. It does not include any amount payable
in respect of the option, security or other property
under a repurchase agreement or option to buy or sell
the option, etc.?®

Issue Price

4] 12456. Issue price.  The issue price used in the
OID calculation (§ 12454) depends on whether the
debt instrument was issued for money or property,
and whether it is publicly traded (§ 12457 et seq.).
These rules apply even for a “new” debt instrument
that is issued in a corporate reorganization in ex-
change for an outstanding debt instrument
(f 12467).%

For this purpose, property includes services and the
right to use property, but does not include money.®
Thus, it includes all tangible and intangible property
except U.S. currency and checks.”

Also, a debt obligation distributed by a corporation
with respect to its stock is treated as though it had
been issued for property.?

4 12457. Publicly offered debt instrument issued
for money. The issue price of a publicly offered
debt instrument issued for money is the initial offer-
ing price to the public (excluding bond houses and
brokers) at which a substantial amount of the debt in-
struments is sold.»

Ordinarily the issue price is the first price at which
bonds are sold to the public. It includes the aggregate
payments made by the buyer under the offering (in-
cluding any modifications).3* But it does not change
if, due to market developments, part of the issue must
be sold at a different price.?

¢ 12458, Privately offered debt instruments . is-
sued for money. The issue price of a debt instru-
ment that is not publicly offered, and that is issued
for money, is the price paid by the first buyer of that
instrument.3

Accordingly, when debt instruments are privately
placed, the issue price of each debt instrument in-
cludes the aggregate payments made under the
purchase agreement (including modifications) by the
first buyer of that particular debt instrument, irrespec-
tive of the issue price for the remainder of the issue.’

’/observallon: The term *“first buyer” means
the original issuee (or first holder) of a particular
debt instrument, as distinct from a later buyer of
that same debt instrument.

el illustration: In Year 1, J and M each buy debt
instruments with a face amount of $10,000 from A
corporation, the issuer of the debt instruments. The
debt instruments are part of the same series of debt
instruments, i.e., a series paying interest at a rate of
10% semi-annually and maturing on Jan. 1, year
20. J buys his debt instrument ten days before M
and pays $8,500 to A corporation for that debt in-
strument. M pays $8,400 for her debt instrument.
Both J and M are first buyers since each is the
original issuee of the debt instrument he bought.
Accordingly, the issue price of J’s debt instrument
is $8,500 and the issue price of M’s debt instru-
ment is $8,400.

The above rule also applies to determine the issue
price of a “net worth note.” This is a fixed principal
amount debt instrument provided by the Resolution
Trust Corporation, FDIC, or FSLIC as an integral part
of the acquisition of the stock or assets of a finan-
cially troubled institution.’

q 12459. Debt instrument issued for property
where there is public trading. If a debt instrument
is issued for property and: (1) the debt instrument is
part of an issue a portion of which is traded on an es-
tablished securities market,3?(2) the property consists
of stock or securities traded on an established securi-
ties market, 0 or (3) to the extent provided in regs, the
debt instrument is issued for property (other than
stock or securities) of a kind regularly traded on an
established market,*! then the issue price of the instru-
ment is the fair market value (FMV) of the property
so traded.*?

The FMV of the property described in (1) is
deemed to equal the FMV. of the debt instrument,
which is determined by reference to that part of the

27. Reg § 1.1232-3(bX 1 Xiii)-

28. Reg § 1.1232-3(b)(1)iii).

29. Code Sec. 1273(b).

30. Code Sec. 1273(bX5).

11. H Rept No. 98-432, Part 2 (PL 98-369) p. 1246,
32. Code Sec. 1275(a{4).

33. Code Sec. 1273(bX(1).

34, Code Sec. 1273(cX D).

FEDERAL TAXATION

35, Reg § 1.1232-3(b)2Xi).

36. Code Sec., 1273(bX2)-

37, Code Sec. 1273c)1); Reg § 1.1232-3(b)2Xi0).
38. Notice 89-102, 1989-2 CB 436.

39. Code Sec. 1273(bX3XA).

40, Code Sec. 1273(bY3XNBXi)-

41. Code Sec. 1273(bX3XBXii).

42, Code Sec. 1273(bX3).
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issue that is traded on an established securities mar-
ket. This determination is made as of the first date af-
ter the date of issue when a debt instrument that is
part of the issue is publicly traded.*3

e/ illustration: York Inc issues a debt instrument
with a face value of $10,000 to T on Apr. 1, Year
1, in exchange for 500 shares of Lancaster Ltd
common stock, which is traded on an established
securities market. The debt instrument is part of an
issue that is traded on an established securities mar-
ket. The first trade of a debt instrument of the same
series occurs on Apr. 5, Year 1, when a $1,000
face value instrument is traded for $850. Accord-
ingly, the FMV of the debt instrument issued to T
is $8,500. The FMV of the Lancaster common
stock is also deemed to be $8,500 regardless of the
price the stock was actually trading for. It follows,
that the issue price of the debt instrument is also
$8,500

If the debt instrument is not part of an issue that is
traded on an established securities market, but the
property consists of stock or securities that are so
traded, the FMV of the stock or securities (i.e., the
property) is determined as of the date the debt instru-
ment is issued, using the rules for determining the
value of publicly traded stock in a decedent’s estate
without taking into account blockage and other special
rules (§ 41961).4

1 12460. Nonpublicly traded debt instrument
sold or exchanged for nonpublicly traded property.

If a nonpublicly traded debt instrument is sold or
exchanged for nonpublicly traded property, the instru-
ment’s issue price is determined under the following
rules:

(1) If some or all of the payments under the debt
instrument are due more than six months after the sale
or exchange, and if the stated redemption price at ma-
turity (Y 12455) exceeds either: (a) the stated principal
amount of the debt instrument if there is adequate
stated interest (f 12461), or (b) the imputed principal
amount (9§ 12462) in any other case, then the issue
price equals:*’

... the stated principal amount, if there is adequate
stated interest;% or

- .. the imputed principal amount, if stated interest is
not adequate.*’

(2) If none of the payments due under the debt in-
strument is due more than six months after the sale or
exchange, or if the stated redemption price at maturity
does not exceed (a) or (b), above, then the issue price

equals the stated redemption price at maturity.*

QV/ observation: The stated principal amount and
the stated redemption price at maturity will not be
the same if amounts other than the stated principal
amount are included in determining the stated re-
demption price at maturity. For example, if interest
is payable in excess of a fixed rate payable at inter-
vals of a year or less, the excess is added to the
stated principal amount to obtain the stated redemp-
tion price at maturity.

A nonpublicly traded debt instrument means a debt
instrument that is not part of a series traded on an es-
tablished securities market. Nonpublicly traded prop-
erty means property that does not consist of stock or
securities traded on an established securities market. 49

For exceptions to these rules, see § 12466 et seq.

For sales and exchanges before Jan. 1, '85, or
under a binding contract in effect on Mar. 1, ’84,%
the issue price of a nonpublicly traded debt instrument
sold or exchanged for nonpublicly traded property is
the debt instrument’s stated redemption price at ma-
turity.'

112461, Adequate stated interest. There is ad-
equate stated interest for a debt instrument if the
stated principal amount for the instrument is less than
or equal to its imputed principal amount (Y 12462).2
This means that the discount rate used to determine
whether an instrument has adequate stated interest is
the same as the rate used to determine its issue price.’

For sales or exchanges before July 1, '85, there is
adequate stated interest on the instrument if its stated
principal amount is less than or equal to a “testing
amount.”* The testing amount is determined in the
same way as the imputed principal amount except that
these discount rates are used to determine the present
values of all payments due under the debt instrument:

(1) For sales or exchanges of “new section 38
property” (i.e., new investment credit property), the
discount rate is 110% of the applicable Federal rate
(1 12464) compounded semiannually.’

(2) For sales or exchanges of property other than
“new section 38 property” where the borrowed
amount (i.e., the stated principal amount) was
$2,000,000 or less, a discount rate of 9% is used.SIf
the borrowed amount exceeded $2,000,000, the dis-
count rate used is the sum of (a) 9% plus (b) the per-
centage determined by multiplying the excess of
110% of the applicable Federal rate over 9% by a
fraction, the numerator of which is the excess of the

43. Reg § 1.1232-3(b)(2)iii).

44. Reg § 1.1232-3(b)(2)ii).

45. Code Sec. 1274(cX1).

46. Code Sec. 1274(a)(1).

47. Code Sec. 1274(ax2).

48. Code Sec. 1273(b)4).

49. Reg § 1.1232-3(b)2)iii).

30. Sec. 44(bX1), PL 98-369, 7/18/84.

720

1. Code Sec. 1273(b)4).

2. Code Sec. 1274(c)2).

3. H Rept No. 99-87 (PL 99-121) p. 13.

4. Code Secc. 1274(c)2) before amend by Sec. i01(a)(2xc), PL 99-121, 10/11/85.

5. Code Sec. 127d(cX3) before amend by Sec. 101(a)(1)d), PL 99-121, 10/1 1/85.

6. Sec. 44(b)(4)(d), PL 98-369, 7/18/84 as added by Sec. 2, PL 98-612, 10/31/84
and amend by Sec. 1803(b)(1), PL 99-514, 10/22/86.

33A Am Jur 2d
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borrowed amount over $2,000,000, and the denomina-
tor of which is the borrowed amount.”

9 12462. Imputed principal amount. Except for
“potentially abusive situations” ({ 12463), the im-
puted principal amount is the sum of the present val-
ues of all payments of principal and interest due
under the debt instrument. These present values are
computed as of the date of the sale or exchange by
using the discount rates shown below, which are
based on the applicable federal rate (AFR).2

Transaction Discount rate

Not more than
9%
compounded
semiannually.

(1) Sale or exchange of property
(other than “new section 38
property” and property part
of which is leased back to the
seller) where stated principal
amount of debt instrument
does not exceed a statutory
dollar limitation. The
limitation, which is adjusted
for inflation,?® equals:
$3,234,900 for sales and
exchanges in '92,%
$3,079,600 for sales, etc., in
*91,3! $2,933,200 for sales,
etc., in '90,32 and $2,800,000
for sales, etc., before 90,3

Discount rate -

Transaction
(5) Sale or exchange before July 10%
1, *85 of property (other than compounded
“new section 38 property™) semiannually.

6

a

¢

where ‘borrowed amount (i.e.,
the stated principal amount)

does not exceed $2,000,000.7

) Sale or exchange before July

10%, plus the

1, ’85 of property (other than - percentage
“new section 38 property”) determined by
where borrowed amount is multiplying
over $2,000,000%8 the excess of
: . 120% of the
AFR over
10% by a

~

Sale or exchange before July
1, ’85 of “new section 38
property.”?

Sale or exchange where
taxpayer establishes to IRS’s
satisfaction, under regs to be
issued, that a rate lower than
the AFR should be used with
respect to a debt instrument,

~—

fraction, the
numerator of
which is the
excess of the
borrowed
amount over-
$2,000,000
and the
denominator
of which is-
the borrowed
amount. The
discount rate
as so
determined is
compounded
semiannually.
120% of AFR .
compounded
semiannually.
Lower rate
established by
taxpayer.

(2) Sale or exchange of property 100% of AFR
(other than “new section 38 compounded
property” and property part semiannually.
of which is leased back to the
seller) where stated principal
amount of debt instrument is
over the statutory dollar
limitation in (1), above.®*

(3) Sale or exchange of “new 100% of AFR
section 38 property” (other compounded
than property part of which is semiannually.
leased back to the seller).3

(4) Sale or exchange of property 110% of AFR
where part of property is compounded
leased back to seller or to a semiannually.

person related to the seller.%

and the lower rate is based on
the same principles as the
AFR2!

4 12463. Imputed principal amount in_poten-
tially abusive situations.  The rules at {12462
don’t apply to determine the imputed principal
amount of a debt instrument received in exchange for

7. Sec. 44(b)4)a)i). PL 98-369, 07/18/84as added by Sec. 2. PL 98-612,
10/31/84 and amend by Sec. 1803(b) 1), PL 99-514, 10/22/86.

8. Code Sec. 1274(b)(2).

29. Code Sec. 1274(b); Code Sec. 1274A(dX2).

30. Rev Rul 92-6, 1992-4 IRB 6.

31. Rev Rul 91-11, 1991-1 CB 183.

32. Rev Rul 90-68, (990-2 CB 200.

33. Code Sec. 1274(b); Rev Rul 90-68, 1990-2 CB 200.

34. Code Sec. 1274A(a); Code Sec. 1274A(b).

35. Code Sec. 1274(b)X2XB); Code Sec. 1274A(a). Code Sec. 1294A(b).

36. Code Sec. 1274(e).

FEDERAL TAXATION

37. Sec. 44(bY4)ANXii), PL 98-369, 7/18/84; Sec. 44(b)(4XCXi), PL 98-369,
7/18/84 as added by Sec. 2, PL 98-612, 10/31/84 und amended by Sec.
1803(b) 1), PL 99-514, 10/22/86.

38, Sec. 44(4)(ANii), PL 98-369, 7/18/84; Sec. 44(bX4XC), PL 98-369, 7/18/84
as added by Sec. 2, PL 98-612, 10/31/84 and amend by Sec. 1803(bX1), PL
99-514, 10/22/86.

39. Code Sec. 1274(b)2XB) before amend by Sec. 101(a)(IXA), PL 9912},
10/11/85; Sec. 44(bX4XAXii), PL 98-369, 7/18/84 as added by Sec. 2, PL.
98-612, 10/31/84.

21. Code Sec. 1274(d)(1XB).
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property where the exchange involves a “potentially
abusive situation.” The imputed principal amount of
the debt instrument received in this case equals the
fair market value of that property, adjusted to take
into account other consideration involved in the trans-
action, 2

The term “potentially abusive situation” means:

(1) A tax shelter as defined in Code
Sec. 6662(d)(2)(C)(ii) (for purposes of the penalty for
substantial underpayment of tax (§71629), i.e., not
the *“tax shelter” definition used in the tax shelter re-
gistration rules (§ 71809);2® or

(2) Any other situation which, by reason of recent
sales transactions, nonrecourse financing, financing
with a term in excess of the economic life of the
property, or other circumstances, is of a type specified
in regs as having a potential for tax avoidance.?* This
also applies to Code Sec. 483 transactions (deferred
payment sales where interest is imputed, see § 12550
et seq.).?.

1 12464. Determination of applicable federal
rate. IRS determines the applicable short-term,
mid-term, and long-term federal rates used in deter-
mining the issue price of a nonpublicly traded debt in-
strument sold or exchanged for nonpublicly traded
property.?For applicable federal rate (AFR) charts,
see § 740.

The short-term AFR is used if the term of the in-
strument is three years or less. If the term is over
three years but not over nine years, the mid-term rate
is used. If the term is over nine years, the long-term
rate is used.?’ Options to renew or extend the debt in-
strument are taken into account, as prescribed by regs,
in determining the instrument’s term for this pur-
pose.?8

The AFR to be used on a sale or exchange is the
lowest three-month rate.? This means the lowest of
the AFRs in effect for any month in the three calen-
dar-month period ending with the first calendar-month
in which there is a binding written contract for the
sale or exchange.®

Flillustration: On Mar. 15, 93, John enters into
a binding contract to sell new investment credit
property to a corporation in exchange for a nonpub-
licly traded debt instrument payable in three years.
The applicable short-term federal rate for the month
of Mar. ’93 is 3.96%, for the month of Feb. '93 is
4.23%, and for the month of Jan. '93 is 4.37%. The
discount rate used in determining the debt instru-
ment’s imputed principal amount is 100% of 3.96

(the Mar. 93 rate), since this is the lowest of the
AFRs in effect for any month during the 3-calendar
month period ending with Mar. *93.

9 12466. Sales or exchanges of nonpublicly
traded property for nonpublicly traded debt in-
struments where issue price equals stated redemp-
tion price at maturity. For some transactions (see
below) where nonpublicly traded debt instruments are
sold or exchanged for nonpublicly traded property, the
“regular” rules for determining issue price (§ 12460
et seq.) do not apply. Instead, the instrument’s issue
price (for OID purposes) ec!uals its stated redemption
price at maturity (f 12455).3!

J observation: This means there is no OID on
debt instruments issued in these transactions. How-
ever, there may be unstated interest on these sales
or exchanges under the rules discussed at § 12550
et seq.(relating to deferred payment sales).

These transactions include:

(1) Sales or exchanges of property where the total
payments due under the debt instrument and all other
consideration (including other debt instruments re-
ceived as consideration) for the transaction do not ex-
ceed $250,000.32

(2) Sales or exchanges by an individual of his prin-
cipal residence (within the meaning of Code
Sec. 1034, see § 10650 et seq.).3

(3) Sales or exchanges of certain farms by an indi-
vidual, an estate, a testamentary trust, a small busi-
ness corporation as defined in Code Sec. 1244
(Y 10806) or a partership (if it meets requirements
similar to those of Code Sec. 1244(c)(3) for small
business corporations), but only if at the time of the
sale or exchange it can be determined that the sales
price cannot exceed $1,000,000.3

(4) Amounts that are contingent on the production,
use or disposition of property with respect to the
transfer of a patent as described in Code Sec. 1235(a)
(Y 11053).35

(5) Centain transfers of land between an individual
and a member of that individual’s family that are sub-
ject to the unstated interest rules of Code Sec. 483(e)
(1 12556).36

(6) Sales or exchanges after June 30, '85 where a
cash method debt instrument is issued by the buyer in
exchange for property. A “cash method debt instru-
ment” is a debt instrument issued in exchange for
property (other than “new section 38 property”) if:

(a) The stated principal amount does not exceed a

22. Code Sec. 1274(b)(3XA).

23. Code Sec. 1274(bX3XBXi).

24. Code Sec. 1274(b)3)BXii).

25. Sec. 44(b)(3XaXii), PL 98-369, 07/18/84as amend by Sec. 1803(b)2), PL 99-
514, 10/22/86

26. Code Sec. 1274(d).

27. Code Sec. 1274(d)(1).

28. Code Sec. 1274(d)(3).
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29. Code Sec. 1274(d)2XA).
30. Code Sec. 1274(d{2)B).
31. Code Sec. 1273(b)4).

32. Code Sec. 1274(c)3IXC).
33. Code Sec. 1274(cX3XB).
M. Code Sec. 1274(c}3INA).
35. Code Sec, 1274(cX3XE).
36. Code Sec. 1274(c)INF).
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specified dollar limit.’” This dollar limit, which is ad-
justed for inflation (for sales, etc., after '89),% equals
$2,380,300 for sales and exchanges in ’93,%
$2,310,600 for sales, etc., in '92,%0 $2,199,700 for
sales, etc., in '91, $2,095,100 for sales, etc., in *90,%
and $2,000,000 for sales, etc., before *90;

(b) The lender does not use an accrual method of
accounting;

(c) The lender is not a dealer with respect to the
property sold or exchanged;

(d) The “regutar” Code Sec. 1274 issue price rules
would otherwise have applied to the debt instrument;
and

(e) An election to have the debt instrument treated
as a cash method debt instrument is made jointly by
the borrower and lender.*2

(7) Sales or exchanges before July 1, *85 and after
Dec. 31, '84 of property (other than “new section 38
property”) used in the business of farming if the bor-
rowed amount doesn’t exceed $2,000,000.43

1 12467. Debt instruments issued in corporate
reorganizations. The “regular” issue price rules
(1 12456 et seq.) are used to determine the issue price
of a “new” debt instrument that, in a reorganization
as defined in Code Sec. 368(a)(1) (§ 5050 et seq.), is
issued by a corporation in exchange either for its own
stock or for its own already issued “old” debt instru-
ments. This means that the issue price of the new
debt instrument is determined under the rules that ap-
ply where a debt instrument is issued in exchange for
property (Y 12459).4

g/ observation: This is because stock and debt

instruments are considered property for this pur-

pose.

Thus, even if a debt-for-debt exchange qualifies as
a tax-free reorganization, OID (as well as cancellation
of indebtedness (COD) income, see § 12900 et seq.)
still can be created where the exchange is a realiza-
tion event under Code Sec. 1001 and the debt instru-
ment’s stated redemption price at maturity exceeds its
issue price. However, this OID determination doesn’t
affect the amount of gain or loss recognized on the
exchange under the reorganization provisions of Code
Secs. 354, 355, or 356 (§ 5050 et seq.).%

For these purposes, the issue price of the “new”
debt instrument is determined by reference to FMV if
either the “new” or “old” debt instrument is publicly
traded. If neither instrument is publicly traded, then

the “new” issue price is determined as follows: The
issue price of a new debt instrument that has adequate
stated interest (§ 12461) is its stated principal amount.
If it lacks adequate stated interest, the issue price is
determined by using the AFR that is used in discount-
ing the payments due under the instrument
(§ 12462).%

The above rules hpply not only to the issuer of the
instrument, but also to its holder (creditor)
(Y 12472).4

For debt instruments issued before Oct. 10, '90,%
and those issued (a) in a title 11 or similar case filed
before Oct. 10, '90,4° (b) under a written binding
contract in effect at all times after Oct. 8, 90, (c)
under a transaction described in documents filed with
the SEC before Oct. 10, *90,' or (d) under a transac-
tion the material terms of which were described in a
public announcement before Oct. 10, 90, and which
was the subject of an earlier SEC filing, and which is
the subject of a later SEC filing before Jan. 1, 91,2
OID on a debt-for-debt exchange in a corporate reor-
ganization is determined as follows. If a new debt in-
strument that was issued under a Code Sec. 368(a)(1)
plan of reorganization had an issue price (as otherwise
determined for OID purposes) that was less than the
adjusted issue price of the “old” debt instrument, then
the “new” issue price is treated as equal to that “old”
adjusted issue price.

4 12468. Debt instrument issued as part of in-
vestment unit. If a debt instrument is issued as
part of an investment unit that includes an option, se-
curity, or other property, the issue price of that invest-
ment unit must be determined by treating the entire
unit as a debt instrument. The issue price for the in-
vestment unit is then allocated proportionately among
the elements of the investment unit in the ratio that
the FMV of each element bears to the total FMV of
all elements. The issue price of the debt instrument
included in the investment unit is the part of the total
issue price allocated to- it.3

However, if the FMV of the other elements of an
investment unit is not readily ascertainable, then the
part of the issue price allocated to the debt instrument
is an assumed price. This assumed price is determined
by comparing the yields at which debt instruments of
a similar character which are not issued as part of an
investment unit are sold in arm’s length transactions,
and by adjusting the price of the debt instrument is-
sued as part of an investment unit to this yield.

37. Code Sec. 1274A(c).

38. Code Sec. 1274A(dX2).

39. Rev Rul 93-14, 1993-8 IRB 43.

0. Rev Rul 926, 1992-1 CB 295.

41. Rev Rul 91-11, 1991-1 CB 183.

42. Code Sec. 1274A(c).

43, Sec, 44(bX4XD), PL 98-369, 7/18/84 as added by Sec. 2, PL 98-612, 10/31/84
and amend by Sec. 1803(b)(1). PL 99-514, 10/22/86.

44. S Rept, PL 101-508, 11/5/90, p. 178.

45. S Rept. PL 101-508, 11/5/90, p. 178.

46, Conf Rept No. 101-964 (PL 101-508) p. 1098.

FEDERAL TAXATION

47. S Rept, PL 101-508, 11/5/90, p. 179.

48. Sec. 11325(cX 1), PL 101-508, 11/5/90.
49. Sec. 11325(cX2)(), PL 101-508, 11/5/90.
50. Sec. 11325(cX2)(b), PL 101-508, 11/590.
1. Sec. 11325(cX2)(c), PL 101-508, 11/5/90.
2. Sec. 11325(cH2)d). PL 101508, 11/5/90.
3. Code Sec. 1275(a)4) beforc amend by Sec. 11325(cX2). PL 101-508, 11/5/90.
4. Code Sec. 1273(c)2XA).

5. Code Sec. 1273(cX2XB); Code Sec. 1273(cX2XC).

6. Reg § 1.1232-3(bX2XiiXA).
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An assumed issue price for the debt instrument
agreed to by the issuer and the buyer will be pre-
sumed to be correct if made in arm’s length negotia-
tions between parties having adverse interests, pro-
vided it does not appear to be clearly erroneous.’

4 12469. Convertible debt instruments. The is-
sue price of a convertible debt instrument issued at a
discount includes any amount paid for the conversion
privilege.®

'/ observation: This means that the issue price is
increased (and therefore the OID is decreased) even
though part of the amount paid is for the conver-
sion feature.

§ 12470. Serial debt instruments. Debt instru-
ments may be issued serially, i.e., where some debt
instruments mature at different dates than others. If a
single debt instrument is payable in installments, each
installment is treated as a separate debt instrument
that matures on the date that the payment of that in-
stallment is due.®

If an independent issue price for each particular
maturity can be established, then all of the debt in-
struments with that particular maturity are considered
a separate series. The debt instruments of each sepa-
rate series are treated as a separate issue with a sepa-
rate issue price, maturity date, and stated redemption
price at maturity.'?

If an independent issue price cannot be established
for each series, then the issue price for each series is
determined as follows:

(1) The total OID for all the debt instruments com-
prising the issue (regardless of series) is determined.

(2) A fraction of the total OID is allocated to each
series. The numerator of the fraction for a particular
seri€s equals the product of the total stated redemp-
tion price at maturity of the debt instruments in the
series multiplied by the number of years (including
any fraction of a year) from the date of original issue
to the date the series matures. The denominator is the
sum of the numerators for each series in the issue.

(3) The part of the OID allocated to a series is then
allocated to the debt instruments in the series, in ac-
cordance with the stated redemption price at maturity
of each debt instrument.

(4) The OID allocated to a debt instrument is then
subtracted from the stated redemption price at matur-
ity of that debt instrument to get that instrument’s is-
sue price.!!

4 12471. Price level adjusted mortgages
(PLAMs) treated as OID debt instruments. A
price level adjusted mortgage (PLAM) is a mortgage
with a stated fixed rate of interest and a principal bal-
ance that is adjusted monthly for inflation.'2For fed-
eral income tax purposes, a PLAM is treated as a debt
bearing a variable rate of interest that changes
monthly.? A PLAM is considered to be issued with
OID because a portion of the interest accruing on it is
not p:a‘id currently but is added to the outstanding bal-
ance.

The amount of OID accruing is equal to the interest
accruing during each monthly accrual period, minus
any qualified periodic interest payments'S (the portion
of each payment attributable to the PLAM’s stated
fixed interest rate).' Regs prescribe how to determine
the amount of interest accruing during an accrual pe-
riod.'’ OID on a PLAM is taken into account cur-
rently under the “regular” Code Sec. 1272 OID rules
(Y 12472). For this purpose, the daily portion of OID
on a PLAM is the total OID for a monthly accrual pe-
riod, divided by the days in the accrual period.'®

Debt instruments similar to PLAMs will be treated
as PLAMs to the extent provided by IRS in revenue
rulings (or other guidance).!®

For PLAMs issued before Jan. 10, '90P° the rules
above were not in effect.

Amount of Currently Includible OID

§ 12472. Determining amount of OID currently
includible in holder’s income. If the holder of a
debt instrument issued with OID after Dec. 31, '84 is
required to include part of the OID in gross income
currently (4 12451), the amount includible for the
holder’s tax year equals the sum of the daily portions
of the OID for each day during the tax year that the
holder held the debt instrument.?!

For debt instruments issued before Jan. 1, "85, see
€ 12473 and § 12474,

The daily portion of the OID on any debt instru-
ment is determined by allocating to each day in any
“accrual period” that day’s ratable portion of the in-
crease during that accrual period in the “adjusted is-
sue price” of the debt instrument.22This increase
equals the excess of:

. . . the product of the adjusted issue price of the debt
instrument at the beginning of that accrual period
multiplied by its yield to maturity;2 over

... the sum of the amounts payable as interest on the

7. Reg § 1.1232-3(b)2)iiXB).
8. Reg § 1.163-3(b).

9, Reg § 1.1232-3(bX2KivKC).
10. Reg § 1.1232-3(b)2)0GvNA).
11. Reg § 1.1232-3(bX2)(v).

12. Reg § 1.1275-6T(bX1Xi).

13. Reg § 1.1275-6T(c).

14. Preamble to TD 8281, 1/8/90.
15. Reg § 1.1275-6T(dx1).
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16. Reg § 1.1275-6T(d)4).
17. Reg § 1.1275-6T(dX2).
18. Reg § 1.1275-6T(dX6).
19. Reg § 1.1275-6T(b)X1)ii).
20. Reg § 1.1275-6T(g).

21. Code Sec. 1272(a)1).
22. Code Sec. 1272(a)3).
23. Code Sec. 1272(a)3XA).
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debt instrument during that accrual period.?*

The yield to maturity is determined on the basis of
compounding at the close of each accrual period. It is
propgsrly adjusted for the length of the accrual pe-
riod.

“Accrual period” means, except as otherwise pro-
vided in regs, a six-month period (or shorter period
from the date of original issue of the debt instrument)
which ends on a day in the calendar year correspond-
ing to the maturity date of the debt instrument or the
date six months before that maturity date.26

The *“adjusted issue price” of a debt instrument at
the beginning of any accrual period equals the sum of
the issue price of the debt instrument plus all adjust-
ments (i.e., OID inclusions) in that issue price for all
accn;gl periods before the first day of that accrual pe-
riod.

Special rules apply to determine the amount of OID
includible in the gross income of a holder of a regular
interest in a REMIC (Real Estate Investment Mort-
gage Conduit, see 20600 et seq.) or any other debt
instrument if payments under that debt instrument
may be accelerated by reason of prepayments of obli-
gations securing that debt instrument.2®

9 12473, Debt instruments issued before ’85 and
after July 1, ’82—includible OID. For debt in-
struments issued with OID before Jan. 1, *85 and after
July 1, *82 where the holder is required to include
part of the OID in gross income currently (§ 12451),
the rules discussed at § 12472 apply to determine the
amount includible for any tax year of the holder. But
for these obligations, the term ‘“‘accrual period”
means, except as otherwise provided in regs, a one-
year period (or the shorter period to maturity) begin-
ning on the day in the calendar year that corresponds
to the date of original issue of the debt instrument.?®

9 12474. Corporate debt instruments issued
before July 2, °82 and after May 27, 69 —includi-
ble OID. If a corporate debt instrument is issued
with OID before July 2, ’82 and after May 27, 69,
and if the holder is required to include part of the
OID in gross income currently (§ 12451), the amount
includible for any tax year of the holder equals the
ratable monthly portion of the OID (below), multi-
plied by the number of complete months (plus any
fractional part of a month) that the holder holds the
debt instrument during that tax year.30

The ratable monthly portion of the OID equals the
total OID on the instrument, divided by the number of
complete months from the date of original issue to the

stated maturity date of the debt instrument.! This
means that the total OID is divided by the number of
complete months plus any fractional part of a month
in the period beginning on the date of original issue
and 3eznding on the day before the stated maturity
date.

A complete month for this purpose means a month
that begins on the date of original issue and on the
corresponding day of each succeeding calendar month
(or on the last day of that month if it has no corre-
sponding day).* '

J illustration: Wedgewood Corp issued a debt
instrument with a face value of $100,000 (its stated
-redemption price at maturity) to S on Apr. 1, Year
1 for 576.000. The debt instrument pays interest at
a rate of 8% currently and matures on Apr. 1, Year
11. S, a calendar year taxpayer, holds the debt in-:
strument through Dec. 31, Year 9. The OID on the
debt instrument is $24,000, i.e., $100,000 less
- $76,000. '

There are 120 complete months (and no frac--
tional part of a month) in the period beginning on
Apr. 1, Year 1 (the date of issue) and ending on
Mar. 31, Year 11 (the date before maturity). Ac-
cordingly, the ratable monthly portion is $200, i.e.;
OID of $24,000 divided by 120.

S includes $2,400 of OID in gross income in
Year 10, i.e., $200 multiplied by twelve (the num-
ber of complete months he held the debt instrumen
in Year 10). i

4 12475. Reduction in amount of OID currently
includible in gross income by holder who pays ac-
quisition premium. A holder of a debt instrument
issued with OID who pays an acquisition premium on
the purchase of that debt instrument is allowed to re-
duce the amount of OID includible in gross income.
The amount of this reduction depends on whether the
debt instrument was issued after July 1, 82, and if so,
whether it was purchased after July 18, '84.3¢

A holder’s acquisition premium equals the excess
of (a) the amount paid for the debt instrument over
(b) the sum of the issue price and the part of the OID
includible in the gross income of prior holders (with-
out any reduction for any acquisition premium paid
by any prior holder).3 o

A holder of a debt instrument issued after July 1,
’82 who, after July 18, ’84, pays an acquisition pre-
mium on buying it reduces each includible daily por-
tion of OID as follows. The amount of the reduction
for any daily portion equals the amount of that daily
portion (before reduction) multiplied by this fraction:

24. Code Sec. 1272(aX3XB).

25. Code Sec. 1272(a)}3XA).

26. Code Sec. 1272(a)5).

27. Code Sec. 1272(a)4).

28. Code Sec. 1272(a}6).

29. Code Sec. 1232A(u)5) before repeal by Sec. 42(a)(1), PL 98-369, 07/18/84;
Sec. 44(i), PL 98-369, 07/18/84.
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30. Code Sec. 1272(bX1).
31. Code Sec. 1272(bX2).
32. Reg § 1.1232-3A(a)2).
33. Code Sec. 1273(bX3XA).
34. Code Sec. 1272(aX7).
35. Code Sec. 1272(a)7XB).
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The numerator is the excess of (a) the cost of the debt
instrument to the buyer over (b) the sum of the issue
price plus the part of the OID previously includible in
the gross income of any holder without any reduction
under the rule in this paragraph. The denominator is
the sum of the daily OID portions (computed without
any reduction under this rule) for the debt instrument
for all days after the date of purchase and ending on
the stated maturity date.

e/ observation: Under the rule in Code
Sec. 1272(a)(7)(footnote 36), the reduction in-
creases as the amount of the daily portion (before
reduction) increases.

A holder of a debt instrument issued after July I,
'82 who, before July 19, '84, paid an acquisition pre-
mium on buying it reduces each includible daily por-
tion of OID by the excess of (a) his cost for the debt
instrument over (b) the issue price of the debt instru-
ment plus the sum of the daily portions for the debt
instrument for all days before the date of purchase
(computed without reduction to any prior holder under
the rule discussed in this paragraph), divided by the
number of days beginning on the date of purchase and
ending on the day before the stated maturity date.’’
This means that each daily portion is reduced by an
equal amount.™®

A buyer who pays an acquisition premium for a
corporate debt instrument issued before July 2, ’82
and after May 27, '69 reduces his ratable monthly
portion of the includible OID for each month he holds
the debt instrument, by that month’s share of the ac-
quisition premium. This monthly share is the excess
of (a) the cost of the debt instrument to the holder
over (b) the sum of the issue price plus the portion of
OID includible in the gross income of any holder
(before reduction under the rule of this paragraph), di-
vided by the number of complete months (plus any
fractional part of a month) from the date of purchase
to the date of maturity.>

For acquisition premium on indebtedness acquired
by person related to the debtor, see § 12966.

Stripped Bonds, Stripped Coupons, and Stripped
Preferred Stock

4 12476. Applicability of OID current inclusion
rules to stripped bonds and stripped coupons. If,
after July 1, '82 a person buys a bond (including a
tax-exempt bond, see § 12478) with one or more cou-
pons stripped, then that bond or coupon is treated as a
bond originally issued with OID, on that purchase
date. This treatment applies to the bond or coupon

during the period it is held by the buyer or by any
person whose basis in the bond is determined by ref-
erence to the buyer’s basis in it.%

The amount of “deemed” OID on a stripped bond
is the excess of its stated redemption price at maturity
(9§ 12455) over the bond’s ratable share of the
purchase price. The amount of “deemed” OID on a
stripped coupon is the excess of the amount payable
on the due date of the coupon over the coupon’s rata-
ble share of the purchase price.*!

The ratable share is determined on the basis of the
respective fair market values, on the purchase date, of
the stripped bonds and stripped coupons.*2

'J observation: If the date of purchase is after
Dec. 31, '84, the amount of OID includible cur-
rently will be determined under the rules discussed
at §12472. This is because the stripped bond or
stripped coupon is then treated as a bond with OID
issued after Dec. 31, *84. On the other hand, if the
date of purchase was before Jan. 1, ’85, the amount
includible currently is determined under the rules
discussed at § 12473.

OID on stripped bonds or stripped bond coupons
(other than any tax-exempt portion of the OID deter-
mined under Code Sec. 1286(d)(2), see § 12478) will
be treated as zero if it is less than the de minimis
amount determined under the “regular” OID rules
(9 12454).4 For purposes of the de minimis computa-
tion of OID under Code Sec. 1273(a)(3), the number
of complete years to maturity is measured from the
date the stripped bond or stripped coupon is pur-
chased.*

For a purchase or sale of a stripped tax-exempt
bond or coupon before Oct. 23, '86, the deemed OID
rules didn’t apply to tax-exempt obligations.*

4 12477, Treatment of transferor of stripped
bond or stripped coupon.  Any person (transferor)
who strips one or more coupons from a bond and then
(after July 1, *82) disposes of either the bond or the
coupon(s) is treated as having purchased the retained
item or items (i.e., stripped bond or stripped coupon
or coupons). The purchase is deemed made on the
date of the disposition. The deemed purchase price of
each retained item equals the part of the transferor's
basis in the bond and coupons immediate“lg' before the
disposition that is allocated to that item.* This basis
allocation is done according to the respective fair
market values of the items retained by the transferor
and the items disposed of by him.*’

The transferor must include in his gross income an
amount equal to the interest accrued on the bond

36. Code Sec. 1272(a)7).

37. Code Sec. 1232A(aN6) before repeal by Sec. 42(a)1), PL 98-369, 07/18/84;
Sec. 44(i)(2), PL 98-369, 7/18/84.

38. Conf Rept No. 98-861 (PL 98-369) p. 803.

39, Code Sec. 1272(b)4).

40, Code Sec. 1286(a).

41. Code Sec. 1286(a).
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42. Code Sec. 1286(a).

43. Reg § 1.1286-1(a).

44. Reg § 1.1286-1(a).

45. Code Sec. 1286(d)X 1) before amend by Sec. 1879(s), PL 99-514, 10/22/86.
46. Code Sec. 1286(bX4).

47. Code Sec. 1286(bX3).
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while he held it and before the bond or the coupon
was disposed of, plus the accrued market discount on
the bond determined as of the time the coupon or
bond was disposed of (but only to the extent that he
hasn’t already included that accrued interest or dis-
count).* The transferor increases his basis in the bond
and couPons by the amount that he thus includes in
income.*

If a person (transferee) has a basis in any stripped
bond or stripped coupon that is determined by refer-
ence to its basis in the hands of a person (transferor)
who has disposed of it after July 1, ’82, then a rule
similar to the deemed purchase rule will apply to the
transferee, 50

e/observation: This means that a transferee who
carries over the transferor’s basis in full is treated
as having purchased the stripped bond or stripped
coupon transferred to him, on the date of transfer
for a purchase price equal to the part of the trans-
feror’s basis allocated to the transferred item. Pre-
sumably, if the basis of the transferred item in the
transferee’s hands is determined by reference to the
basis in the transferor’s hands but is not exactly the
same as the transferor’s basis, the transferee will be
treated as having purchased the transferred item for
an amount equal to the basis of the item in his
hands and not the basis in the transferor’s hands.

1112478, Applicability of OID rules to tax-ex-
empt obligations that are stripped. A tax-exempt
obligation (§ 13006) from which one or more coupons
have been stripped is subject to the deemed OID cur-
rent inclusion rules described at § 12476, with certain
modifications described below.!

The amount of OID taken into account will be par-
tially tax-exempt. To the extent the discount exceeds
the tax-exempt portion, it is treated as OID on a taxa-
ble obligation.?

The tax-exempt portion is the excess of (1) the
stated redemption price at maturity over (2) an issue
price which would produce a yield to maturity as of
the purchase date equal to the lower of: the coupon
rate of interest on the obligation from which the cou-
pons were separated, or the yield to maturity (based
on the purchase price) of the stripped obligation or
coupon. The buyer of any stripped obligation or cou-
pon may elect to substitute the original yield to ma-
turity for the coupon rate of interest in this calcula-
tion.> Unlike the case with taxable obligations
(1 12477), the transferor of a tax-exempt stripped
bond or coupon is not required to include in income
either the interest accrued before the transfer or the

accrued market discount on the bonds (as determined
at the time the bond is disposed of) which hasn’t pre-
viously been included in income.*

The transferor’s basis in a stripped tax-exempt bond
or coupon is increased by the sum of the interest ac-
crued but not paid (and not previously reflected in ba-
sis) before the bond or coupon(s) was disposed of,
plus the amount included in gross income as accrued
market discount (§ 12500).5

If a tax-exempt obligation or coupon was held for
sale in the ordinary course of the seller’s trade or bus-
iness on June 10, "87, then the rules for taxable obli-
gations apply (1) to that seller, and (2) to the obliga-
tion or coupon while it is held by the person who pur-
chased it from that seller.

For purchases and sales before June 11, '87 the
amount of OID was the lower of the coupon rate on
the tax-exempt obligation or the actual yield on the
stripped bond or coupon.?

For obligations issued before Oct. 23, ’86, the
transferor of a stripped bond or coupon did not have
to include accrued market discount in income at the
time of stripping a bond or coupon.?

§ 12479. OID current inclusion rules applied to
preferred stock that is stripped. A person who
purchases any stripped preferred stock (i.e., preferred
stock that was stripped of some or all of its dividend
rights, see § 12480) must, while holding the stock, in-
clude in gross income the amounts that would have
been includible if the preferred stock were a bond is-
sued on the purchase date with OID equal to the ex-
cess of the stock’s redemption price over the purchase

price. !0

'/observation: The calculation of income re-
quired to be recognized under this rule, like the cal-
culation of OID, requires the existence of a matu-
ity date. Presumably, this is the earliest date at
which the holder can demand that the shares be re-
deemed at the fixed redemption price. Where no
such date exists, it is unclear how the rules would
apply.
Any amount included in gross income under this
rule is treated as ordinary income!! other than interest
or dividends.!?

’/observation: Presumably, a corporate holder
of stripped preferred stock wouldn’t be able to
claim the dividends-received deduction with respect
to these amounts.

“Purchase” means any acquisition of stock where

48, Code Sec. 1286(b)1).

49. Code Sec. 1286(b)(2).

50. Code Sec. 1286(b).

1. Code Sec. 1286(d).

2. Code Sec. 1286(d)(1 XAXii).
3. Code Sec. 1286(d)(2).

4. Code Sec. 1286(d)(1XB).

5. Code Sec. 1286(d)(1XC).

FEDERAL TAXATION

. Sec. 1018(q)(4XbXii), PL 100-647, 11/10/88.

Sec. 1018(q)X4Xb), PL 100-647, 11/10/88.

. Code Sec. 1286(d)X1) before amend by Sec. 1018(q}4)(a), PL 100-647,
11/10/88.

9. Sec. 1803(a)(13(c), PL 99-514, 10/22/86.

10. Code Sec. 305(e)(1).

11. Code Sec. 305(e}4).

2. H Rept No. 103-111 (PL 103-66), p. 641.
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the basis of the stock isn’t determined in whole or in
part by reference to the adjusted basis of the stock in
the hands of the person from whom it was acquired.!?

These rules apply to any person who purchases the
stock after Apr. 30, '93, and to any person whose ba-
sis in the stock is determined by reference to its basis
in the hands of a post-Apr. 30, '93 purchaser."

’)observation: Thus, where stock is bought
before May 1, '93 and then transferred after Apr.
30, '93 in a completely tax-free transaction with
basis carryover (e.g., a partnership contribution),
these rules don’t apply.

For basis adjustments, see 9 11822.
For how person who strips the stock is treated, see
9 12481.

For treatment. of stripped dividend holders, see
1 14057.

112480, Stripped preferred stock defined. For
purposes of applying the OID current inclusion rule to
stripped preferred stock, stripped preferred stock is
stock that:

- 18 limited and preferred as to dividends,

.. . doesn’t participate in corporate growth to any sig-
nificant degree,

... has a fixed redemption price, and

... has been stripped—i.c., there has been a separa-
tion in ownership between the stock and any dividend
on the stock that hasn’t yet become payable.!s

9 12481. Treatment of transferor of stripped
preferred stock. Any person who strips the rights
to one or more dividends from any preferred stock
(¥ 12480) and who, after Apr. 30, ’93 disposes of
those dividend right or rights, is treated as having
bought the stripped preferred stock on the date that he
disposed of the dividend right(s), for a purchase price
equal go his adjusted basis in the stripped preferred
stock.!

e)observation: Code Sec. 305(e)(3) says that the
purchase price of the stripped preferred stock is
considered to equal the stripper’s adjusted basis in
the stock, but doesn’t say as of what date this ad-
justed basis is to be determined.

1 12500. Accrued Market Discount Treated As Interest Income on Sale of Bonds.

Gain on the disposition of any “market discount bond”

is treated as ordinary in-

come to the extent of the “accrued market discount” on the bond. But taxpayers may
elect to take market discount into income as it accrues,

/ for in-depth discussion, see RIA’s Federal Tax Coordinator 2d Chapter J, and
RIA’s Analysis of Federal Taxes: Income Chapter J.

11 12501. Disposition of market discount bonds.
Gain on the disposition of any “market discount
bond” (§12502) is treated as ordinary income to the
extent of the “accrued market discount” on the bond
(¥ 12504)." For election to include the accrued market
discount currently, see § 12505. :

'/ observation; Any recognized gain in excess of
the accrued market discount would be capital gain
if the bond was a capital asset,

If the disposition of the bond is in a transaction
other than a sale, exchange or involuntary conversion,
the amount realized on the disposition is equal to the
bond’s fair market value,?

The amounts treated as ordinary income under this
rule are treated as interest income under all provisions
of the tax law except:

... Code Sec. 103 (dealing with tax-exempt obliga-
tions, see § 13000 et seq.).

... Code Secs. 871(a) and 881 (dealing with the U.S.
tax on nonresident aliens and foreign corporations for
income not effectively connected with a U.S. busi-
ness, see §s 30109, 30286).

... Code Secs. 1441 and 1442 (dealing with tax with-
holding on nonresident aliens and foreign corpora-
tions, see § 30650 et seq.).

...Code Sec. 6049 (dealing with information returns
required by the payors of interest, see 960105
et seq.), and

-- - any other provision specified under regs.?

¥ 12502. “Market discount bond” defined. A
“market discount bond” is any bond, debenture, note,
certificate, or other evidence of indebtedness having a
“market discount” (§ 12503)* other than:

- . . a short-term obligation, i.e., with a fixed maturity
date of not more than one year from the issue date,

13. Code Sec. 305(e)6).
14. Code Sec. 305(eX 1.
15. Code Sec. 305(eX3).
16. Code Scc. 305(e)(3).
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1. Code Sec. 1276(a)(1).
2. Code Sec. 1276(a)2).
3. Code Scc. 1276(a)(4).
4. Code Sec. 1278(a}(1XA); Code Sec. 1278(ax3).
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