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Section 1274—The Application
of the OID Provisions to Debt
Instruments Issued for Property

JEFFREY B. HARRIS * AND CHRISTINE DENTINOG **

The Tax Reform Act of 1984 made substantial revisions ro the
original issue discount provisions of the Internal Revenue Code. The
nmf significant change to the OID rules is the effect it will have on debt
irestr given in consideration for the sale or exchange of prop-
erty. This arvicle explains and analyzes the new OID rules with respect
to property transfers and provides the practitioner with a methodology
for identifying transactions that may be subject fo the recently enacted
OID provisions.

Change in the OTD Rules

Prior to the Tax Reform Act of |9sum 'B4), inumpymem
made on debt obligations given in ideration for the purch
p:upenywer:mcludadmmmm:bylhﬂsdhrmﬂdﬂhn‘ledbym
buyer in a manner consistent with their method of accounting. Addi-
tionally, the amount of interest to be paid by the purchaser in a deferred
payment transaction was subject to Section 483, Sectlun433 acted to
recharacterize a portion of principal as
were made on the debt obligation. Theu!e-h-rbwmewuvlpcfum
per year simple interest.

The purpose behind the new original Imdhmum(om)pb
visions is to prevent oeﬂmndmmmcmedﬁlmu;h
ui'pnorhw For le, if an .,buyu'uﬂi
cashmhodlmdﬁ-ullﬂngrmdloﬂm d of i
bmuwmuudmlmmlnmpmrtumeMMnm
income of the interest payments by the lender. Thamn]lm:ﬁhn!
of income tax on the interest i and a
of interest expense deductions. mmhhmmmmlﬁedﬂﬁpmnu

* Jeffrey B. Harris in a tax supervisor in the Long Beach office of Ernst & Whinney.
** Christine Denting is a Profesor of Law ut the McGeorge School of Law,
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36 THE REVIEW OF TAXATION OF INDIVIDUALS

using a method that did not reflect the economic nc-
m.lll or compounding of interest ' such as the straight-line or simple
interest methods. Moreover, in deferred payment sales transactions, the
parties could manipulate the principal amount by understating the in-
terest portion of the transaction. By overstating the purchase price and
understating the intercst rate, the seller could convert urdinary imterest in-
«come into capital gain and the buyer could claim excessive cost recovery
deductions und investment tax credits.”

Section 483 proved 1o be an inadequate tool in preventing or de-
tering these practices. The Section 483 interest rates did not keep up
with the market interest rates, the use of simple interest as a test for
adequate interest ignored the “compounding” element on unpaid interest,
and a single rate of interest for all debt obligations, regardless of length
of time to maturity, ignored the reality that lenders require different
interest rates depending on the term of a loan.' In addition, the scope
of transactions subject to the old OID provisions was limited.

Method of Change

To cure the above abuses, TRA "84 extended the OID provisions o
debt obligations issued by individuals and to debt obligations issued for
nan-publicly traded property. The new treatment of such debt instru-
ments issued for property is a combination of many of the principles and
computations found in former Sections 1232A% and 483 % and a host
of new definitions and special rules.

If the OID rules apply 1o & deferred payment trunsaction, the OID
is included in the income of the holder of a debt obligation throughout
the life of the obligation and a corresponding amount is deductible by
the issuer.® regardiess of the method of uccounting of the holder or issuer.

VH.R. Rep. Moo 432, P 1L S8th Cong, 3d Sews. 1242-1244 (1984} (hereinafier
cited as House Repon ); 5. Rep, Mo, 169, Sfth Cong., 3d Sess. st 180-251 (1984) (here-
mnfier cited ax Sennte Report); Rev, Rul H3-84, 19831 C.H 97 | prohibiting deduction
of interest gresier than economic acerual)

Sex generally Canellos & Kieinburd. “The Mirucle of Compound Interest: Interest
Deferml snd Discount After 1952 38 Tun L Rev. 365 (19830, OF course, (e buyer's
imterest deduction would be reduced.

2 Howse Report, meite | spra, il 1245; Seante Report, note | spea, af 253

" See Pub. L. No. 98-369 § 42, 58 Siat. 494 a1 336, (repealing LRC. § 1232(A)F

3 New 1| 1271, testing the retisement, sule, or other disposition of other debt instru-
mrents, incorporates the provisioms of former 1 1232000 new § 1272, dealing with the
Inclusion of OID in iscome, encompnsses ibe provisions of former § 1232A; snd new
§ 1273, providing for the colculution of (4D, replaces former | [232(b). Bush,
“Analyzing the Far-Reaching Changes for Debt Instruments Under the New Tax Law,”
&1 1. Tox'm 150 (1984,

SLRC. % 16} e)

APPLICATION OF OID PROVISIONS TO DEBT INSTRUMENTS n7

The portion of the DID atributable to any given period is computed
using a formula that attempts to reflect the economic accrual of interest.

Under the new OID provisions, O1D exists if interest on a loan is
allowed to accrue or if the amount of the debt obligation exceeds the
fair market value of the property.” In order 1o avoid valuation prob-
lems," Congress enacted a test rate equal to 110 percent of the “ap-
plicable federal rate” 1o test the adequacy of the interest element in a
transaction. If the interest element is found to be inadequate, the prin-
cipal amount of an instrument will be the present value of all payments
due under the instrument using a discount rate equal to 120 percent of
the applicable federal rate. The applicable federal rate is based on the
average yield for marketable obligations of the United States govern-
ment and will be redetermined at six-month intervals, The federal rate
will also reflect the length of the obligation: short term, midterm, and
long term. Ownce the interest and principal elements of a deferred pay-
ment transaction have been identified, the OID will be treated as interest
for all purposes of the Code, including, for example, Sections 163, 189,
265, and 543, Similarly, the principal amount will be treated as the
cast of the property for all purposes of the Code, including Sections 46,
168, 453, 1001, and 1012.*

Determining the Applicability of Section 1274

The OID rules apply to any debt instrument ' given in considera-
tion for the sale or exchange of property ' if (1) some or all of the
payments due under the debt instrument are due more than six months
after the date of the sale or exchange and (2) the stated redemption price
at maturity exceeds, where there is adequate stated interest, the principal
amount, or, in any other case, the lesting amount.'* The stated redemp-

he socrsed portion of the interest amd/or the excess of (he amound of the debt
obligathon over the fair market value of the property is deemed 10 represems OID.

* Howse Wepori, note | agpea, 8l 1243 n. 5 Sensie Report, nole | sipra, ol 251
n i

* House Repart, note 1 snprs, a1 1247-1249; Senote Report, note | spra, af 256,

10 The term “delst imirument™ means & bond, debentire, nole, or centificale or other
evidence of indebiedmess, but does nod inchude anouity contracts 1o which § 72 applies.
LRC. 0 12740m)(1).

1 “Property” includes all tangible and intangible ssseis of any sori except money.
House Report, note | wpen, 51 1246, The Senate Report defines money ws “United
States currency and checks” Somaie Repori. note 1 anpra. i 253,

12LRC. 8 12740c)(1). Ceenerally, the 1984 amendmests 1o the OID provisons
apply 1o tax years endding afier July 1K, 1984, Section 1272, haweser, is not applicable
o any obligations isded prior to December 31, 1984 that sre not & capital ssset in the
hands of the wxpayer. Debt imstruments subject 1o § 1274 are obligations recelved in
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tion price at maturity is the amount payable at the maturity date includ-
ing interest and other amounts payable at that time unless such interest
is determined on a fixed rate and payable unconditionally at fived pe-
riodic intervals of one year or less during the entire term of the debt
instrument.'® Interest is considered unconditionally payable if a failure
10 pay results in consequences to the borrower that are typical in normal
commercial lending transactions.”*

A debt instrument has adequate stated interest if the stated principal
amount for such debt instrument is less than or equal to the testing
amount,'® The “testing amount™ equals the sum of the present values of
all payments due under the debt instrument (the imputed principal
amount) using a discount rate equal to 110 percent of the applicable
federal rate."" Thus, if the rate of currently payable interest is equal to
or in excess of 110 percent of the applicable federal rate, there is ade-
quate stated interest.

After the adequacy of stated interest is determined. it is necessary
1o compare the stated redemption price at maturity with the stated prin-
cipal amount or the testing amount, whichever is applicable. If the
stated redemption price at maturity exceeds the applicable amount,
Section 1274 governs the treatment of the debt instrument. Accord-
ingly, unless a specific exception applies to the transaction,”” the OID

eachunge for property sold or exchanged after December 31, 1984, unlew the wle or
Was pUrsiant o & writien contract that was binding on March |, 1984, Finally,
¥ 1275(c], dealing with the information requirements, is effective on Auguat 17, 1984,

WELRC. § 12TMa)(2)

¥4 Senate Report, note | suprs, ol 254-255. Acceleration of .mm-q (=nd principal)
would be considered rypical in normal
or pesest payments are made st irregular mtervily, the dalul redemption price sl
maturity may have o be adjested.

Amume, lor example, thal & note in the amount of $1 milllon was [ssued with
sdequate stated inlerest payable currently and 3 percent inierest ncorued wntl]l maturity.
The note is amortized over thirty years but materes in ten yesrs. The stated redemption
price st maturity would equal the beginning peinwipal balanse plus sccrued intorest and
less principal paymenis on the note. If, however. a principal puyment of $750,000 were
due in nine years and the balunce of the principal wnd scerued inieresl were payable s
maturity, some adiusiment 1o the stated redemption price a1 misturity would have 1o be
made 10 assure eatment consistent with the new liw.

B LR.C. ¥ 12780ed(2).

LRC 8 12740c)(3). No Ol will be deemed 1o exisl in sirmations when a debt
mstrument isued for nostraded property bears inderest, unconditionally paysble st
beast annually, at 5 variable rate, provided the siated rate i o Moating note, adjusted
at po more than siv-month intervals, sl least equal to 110 percent of the federal shor-
term note. H.R. Rep. No. 861, 98th Cong., 2d Ses. 889 (1984) (bereinafter cited as
Conference Report )

17 Soe teal accompanying notes 76-90 infra.

APPLICATION OF OID PROVISIONS TO DEBT INSTRUMENTS e

rules will apply if an interest rate of less than 110 percent of the ap-
plicable federal rate is provided for in the debt instrument and the inter-
est is payable unconditionally at the stated rate on an annual basis.
When the OID provisions do not apply, the parties will report the trans-
action ding to their agr and methods of accounting.'

The types of dispositions to which Section 1274 may apply include
all sales or exchanges of property in which a debt instrument is given as
consideration. Section 1274 must be considered not only in the typical
sale or exchange transaction but also in transactions involving the trans-
fer of property to a controlled corporation under Section 351, the like-
kind exchunge of property under Section 1031, and the receipt of boot
not treated as a dividend in a corporate reorganization under Section
356. In addition, the Code contains many statutory sale or exchange
provisions requiring certain transactions to be treated as sales or -
changes whether or not they are encompassed in the ordinary
of those terms,

Examples of such transactions to which Section 1274 may apply
include the cancellation of a lease by a lessee under Section 1241, the
transfer of all the substantial rights to a patent under Section 1235,
and certain distributions by a partnership to a partner under Section
731. In the corporate area, transactions that might not otherwise
qualify as sales or exchanges include partial liquidations and redemptions
under Sections 302 and 303, complete liquidations under Section 331
{a), certuin stock purchases treated as asset acquisitions under Section
338, and distributions in excess of earnings and profits and basis under
Section 301(c)(3).*™ Of course, the above list of areas to which Section
1274 may apply is not-meant 1o be exhaustive, It is important to note,
however, that any disposition that does not meet the technical definition
of a sale or exchange *' would not fall under the umbrella of Section
1274. For example, compensation for the destruction of property has
been held not to constitute a sale or exchange ** and should not be sub-
ject to the OID provisions,

% House Report, note | swpra, ot 1247; Senate Report, note 1 supra, at 255,
g m: uud-mﬂﬁr of patents under 1 lﬂ.‘llll.l I"Mdmnu spply 1o

any B me, OF the property trams-
ferred |mc L) u'me}lmll
# See LR.C. § 1275(a)(5). See generally TRA 'S4, Pub. L. No. 98-369, § 61(c)(2),
98 Stat. 494, 581 (1984).
P:‘nl-«hs’ v. Willinm Flaccus Osk Leuther Co,, 313 US, 247 (1941).
= 24
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Original lssue Discount
Stated Redemption Price at Maturity — lssug Price = OID

Section 1273(a) (1) defines OID on a debt instrument as the excess,
if any, of the stated redemption price at maturity over the issue price.™
As previously stated, the stated redemption price at maturity is the total
amount payable at maturity including any interest, unless the interest
is based on a fixed rate and payable unconditionally at fixed periodic
intervals of one year or Jess during the entire term of the debt instru-
ment. ™

The term “issue price” has various definitions. The applicable
definition is dependent on the type of transaction in which the note is
issued. With respect to debt instruments that are either not publicly
traded or not issued for property,” the definition of issue price is rela-
tively straightforward. In the case of publicly offered debt instruments
not issued for property, the issue price is the initial offering price * to
the public at which price a substantial samount of such debt instruments
were sold."" In the case of debt instruments not lssued for property and
not publicly offered. the issue price of each such instrument is the price
paid by the first buyer = of such debt instrument.”™ When a debt in-
strument is issued for property, and such instrument is part of an issue
a portion of which is traded on an established securities market or is
issued for stock or securities that are traded on an established securities
market, the issue price of such debt instrument is the fair market value
of such property.™

OLRC, b 12730a) () provides thut if OID is lews than one-quarier of one percent
of the sated redemption price al maturity mudtiplied by the number of complete years to
matisrity, then ihe DI dhall be reated as rero.

LG, § 1ITH)02); s note |3 wupea.

% For purposes of the definition of iwoe price under | 1273, property includes
services amd (he right to usm property bat wich term doss oot isclude money. LRC
¥ 1273ib}3).

2% The special rules for determining sue price under § 1273 provide that “the
lerms “initial offering price’ and ‘price pokd by the flest buyer’ include the ageregate
paymients made by the puichaser under the purchuse ageement, Inclisding modifics
o, LR.C. § 12730c)(3)

ATLRC, ¥ 127TMb)(1). For porposes of § J27TMbI(1), the phrase “dide of
original vmue” means the date on which the isue was fire issised W the public. LRC
¥ 12750ak (2)1A)

% Sew nuste: 36 supre,

S LRC. § 1273{b)i2). For purposes of § 1278ib){2). the phrase “date of original
e means the dute on which the debi instrument wai swold by the ksuer. LRC
§ XTSI im

BLRC, ¥ 127ME)Y), For purposs of pablicly sraded debt insruments under
§ 1273{b}(3Y), the phrase “date of original Bsue™ menns the date on which the imue

APPLICATION OF OID PROVISIONS TO DEBT INSTRUMENTS m

In the case of debt instruments isswed for properry other than debt
instruments that are publicly traded or debt instruments that are issued
for publicly traded property, the issue price generally is determined under
Section 1274."" In all other cases, the issue price of a debt instrument
that is issued for pro is the stated redemption price at maturity,*™
and there is, therefore, no O1D on such debt instruments,

If Section 1274 applies to a debt instrument, the determination of
issue price is dependent on whether there is adequate stated interest on
the debt instrument.™ Section 1274(a) provides that the issue price
shall be (1) where there is ndl:qn.ue stated interest, the stated chipll
amount, or (2) in any other case, the imputed principal amount. The
adequacy of the stated interest already has been determined in testing
whether the provisions of Section 1274 are applicable to the transaction.
G Ily, there is adequate stated interest if the rate of currently pay-
able interest is ot least 110 percent of the applicable federal rate.™ If
interest is adequately stated, the issue price equals the stated principal
amount of the debt. In any other case, the issue price is the imputed
principal amount.*® The imputed principal amount is the present value
of all payments due under such debt instrument." The present value
is determined as of the date of the sale or exchange and by using a dis-
count rate equal to 120 percent of the applicable federal rate, com-
pounded semiannually.® Thus, if the test rate of 110 percent of the
applicable federal rate is not met, an interest rate of 120 percent of the
applicable federal rate is imputed. Furthermore, if the stated interest rate
is 110 percent of the applicable federal rate but some or all of the in-

wan first issved to the public. LRC. § 1275(a)}i2)(A). For purposes of sempublicly
srauded debl instruments iviued for stock or securities, which are traded on an establivhed
securities market under 8 1373(b)(3), the phrase “date of originul Esuc™ means the
date on which the debt instrument wis naved i o sale or eschanpe. LRC. § 1275
La) (2NHC).

SELR.C W0 12740c) (1), I2T8(c 14 (D). For purposes of § 1274, the phrase “daic
of original fsse”™ means the dale on which the debt instrument was bwued in a sale or
exchange. |RC. 0 1275 20C).

HELRC. 8 1273(b)(4). If o debr instrument i lssued for another debd instrumens
pursunnt to a plan of reorganization and the lwue price of the new debd insrument is
bess than the adjusted hsve price of the old debt insrument, the e price of the
mew dehi instrument is the amount of the adjusted issue price of the old. LR.C. § 1273
(a)(4). (‘rmn]lj the ndjusied issue price of the old debt is i Base price, increased by
the portion of OID included i gross income.

BLR.C. § 1274(a).

24 Ser text acoompanying notes 15-17 mpra.

BELR.C. § 1274in){(2).

BELR.C. 8 1274(b)(1).

ETLR.C § 1274(0)(2).
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terest is not currently payable, interest will be imputed at the stated rate
rather tham at 120 percent of the applicable federal rate.™

Applicable Federal Rate

As provided in Section 1274(d), the “applicable federal rate” used
to test the adequacy of stated interest is defined in Section 1274(d). A
short-term rate applies to debt instruments with a term not over three
years, a midterm rute applies to a debt instrument with a term of over
three years but not over nine years, and a long-term rate applies w0 a
debt with a term of over nine years. The applicable rate for each cate-
gory is based on the average yield for marketable United States oblign-
tions with a comparahle maturity.” The federal rate for each category
will be redetermined at six-month intervals. For the six-month period
beginning on January | of any year, the applicable federal rate will be
the average yicld during the six-month period ending on September 30
of the preceding year and will be determined by the Secretary on or
before October 15 of that year. Ci pondingly, the applicable federal
rate during the six-month period beginning on July 1 of any year will
be determined on or before April 15 of that year. For the period of
July 1, 1985 to December 31, 1985, the short-term, midterm, and long-
term rates are, respectively, 10,15 percent, 11.45 percent, and 11.73
percent compounded semiannually.” The federal rate applicable to a
debt instrument is determined on the day the written contract to sell or
exchange property is binding."" In addition, the term of the debt instru-
ment will take into account any options to renew or extend the instru-
ment. "

Poteatially Abusive Situations

For purposes of computing the issue price in the case of any po-
tentially abusive iransaction, the imputed principal amount of the debt
instrument equals the fair market value of the property with adjustments
for any other consideration involved in the tr jon.** This pro-

13 Conference Repor, note 16 wwpra, ot KRS,

BRLRC. § 12740d) {1 D). For example, the yield on bonds, the face amount of
which may be used 1o watisly federal estale tax obligations (so-called fower bonds),
woukl not be tken into sccount. Senute Report, nobe | s, ol 1246,

40 Rev, Rul. B5-51, 198517 LR.B, 7.

SLLRC. § 12740d)(2).

WLRC. ¥ 1374id) (1),

SLRC. ¥ 12746} (3).
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vision allows the Sa'm to examing transactions on an individual basis
and to ions to reflect ic reality. The
difference between the smsd redemption price at maturity and the fair
market value of the property is an exact measurement of OID with
respect to a particular transaction. Valuation of property, of course, is
not an exact science.

Section 1274(b) (3} defines potentially abusive situations to include
tax shelters and any other situation having a potential for tax avoi
For purposes of Section 1274, the term “tax shelter” is defined in Section
6661(b)(2)1C)(ii) 1w mean “a partnership or other entity, any invest-
ment plan or arrangement, or any other plan or arrangement, if the
principal purpose of such partnership, entity, plan, or arrangement is
the avoidance or evasion of Federal income tax.” Tax shelters generally
are transactions structured with little, or no, motive for the realization
of economic gain, and use many of the tax benefits provided in the Code
in @ manner inconsistent with congressional intent.** Section 1274 also
gives authority to the Su-rmry to include nﬂur nmsﬁm W‘Mﬂl. by
reason of recent sales g with
nmmme:cemuil!necmmw!ﬂeofﬂlepﬂcpﬂty.mdmyuhﬂ
circumstances, have the potential for tax avoidance.

One example of a transaction where the imputed principal amount of
a debt i should be red ined as the fair market value of
the property under the abuse provisions of Section 1274(b}(3) is an
agreement in which the principal amount of an obligation is less than
the fair market value of the property. Taxpayers may intentionally over-
state the OID when the property involved is nondepreciable or the seller-
lender is not subject 1o tax on the interest income.*® Conversely, if the
property is depreciable, the principal amount of a nonrecourse obliga-
tion may be inflated and even exceed the fair market value of the prop-
erty. A recent purchase by the seller at a significantly lower price, with-
out sub ial interim imp often evid such an abuse.
In this situation, the purported debt obligation may be partially or
wholly disregarded under general tax principles.**

% Prop. Reg. # 1.6661-3(b).

8 Canference Report, note 16 snpra, i B8R see Senate Repori, mote | wipra, ot 255,

% Hoimse Report, note | swprm, al 1247; Senute Report. note 1 supra, at 255,
When the principal smount of sn obligation is limited under the fair market value rule,
ihe principal amounts in excess of the fair market value of the property gemerally will
bo tronted s contingent purchase price amounts with respect 1o the property, and will
t'wrnem-ddmml basis 10 the purchaser at the time such amounts actually are
paid 1o the seller, mlqlﬂhmn | supra, it 296; Estmie of Franklin ». Comm'r,
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In addition to the potentially abusive situations described in Section
1274(b)(3), Congress was concerned with any transaction devised to
circumvent the statute. For example, a seller cannot make a low-interest
loan to the buyer with the buyer using the loan proceeds to purchase
the property from the seller and thereby avoid the application of Section
1274.'" Furthermore, Section 1275(d) gives the Secretary power to
prescribe regulations to modify the OID rules when, by reason of vary-
ing interest rates, put or call options, indefinite maturities, contingent
payments, assumptions of debt instruments, or other circumstances, the
purpose of the OID provisions otherwise could not be carried out.

In transactions to which the OID provisions are applicable, the
stated redemption price at maturity minus the issue price of a debt in-
strument equals the total of OID with respect to such debt instrument
that will be included in income by the obligee ** and deducted by the
obligor ** over the term of the debt instrument. Section 1272 of the
Code allocates the OID over the life of the obligation in a manner in-
tended to reflect an economic accrual of the interest. One way to con-
ceptualize the economic accrual method is to view the bormower as
borrowing an additional amount in each accrual period to meet the
compounding interest obligation.

Inclusion of OID in Income

Section 1272 provides that the holder of any debt instrument having
OID shall include in gross income an amount equal o the sum of the
daily portions of the OID for each day during the taxable year on which
such holder held such debt instrument.™

The daily portion of the OID is determined by allocating to each
day in any sccrual period ks ratable portion of the increase in the
adjusted issue price of the debt instrumen: during the accrual period.*
The increase in adjusted issue price for any accrual period equals
(AIP % YTM) — CPL. “AIP" is the adjusted issue price of the debt
instrument at the beginning of such accrual period.** The adjusted issue
pnu: at thc begmnmg nfm mll pemd is the issue price of:uch debt

64 T.C. 752 (1975), affd, 544 F.2d 1045 (Sth Cir. 1976); Rev. Rul 76-111, 1976-]
ChB 214

“'Cﬂ: rence Report, note 16 aupea, ut BSE.

SILRC. § 1272(a}(1}.

WLRC. § 18Me)l).

3 LRC. § 1272a)(l).

S LRC. § 1272(a)(3).

M LRC. § 12720a)(3 0 (ADI):
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instrument plus any amounts previously taken into income under the
OID provisions.* “YTM" is the yield to maturity of the debt instru-
ment*' “CPI” is the currently payable interest on the debt instrument
during the accrual period.™ In any full accrual period for a taxable year,
the entire amount of the increase in the adjusted issue price will con-
stitute OID in that taxable year. If only a portion of an accrual period
falls within a taxable year, the OID, and thus the increase in adjusted
issue price, will be prorated on a daily basis with respect to the accrual
period.** The term “accrual period” means “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 corresponding 1o the i
date of the debt instrument or the date six months before such mlun‘l)l
date." ¥

A few examples of the computation of the daily portions of OID
should aid the practiti in better und ding a relatively pl
set of rules. Assume that a note is issued in exchange for property on
January 1, 1986 with a face value of $1 million. The note bears 14.2
percent simple interest with principal ($1,000,000) and interest (total =
$710,000) payable in five years. The YTM is calculated 1o be 11.0229
percent on o semiannual basis. The OID for the term of the note would
be calculated as follows *

Accrual Period {End)
6/ 30/ 86 12431786 &/ 30087
AP $1,000,000.00 $1,055,114.50 $1,113,266.61
YTM™ (%5) 0551145 0551145 0551145
Total interest § 5511450 § s5sa5211 § 6135713
Lew CPI — . il
0D $§ 5511450 $ 58,1511 § 6135713

BLRC. § 1372{a){4).

M The Finance Commitiee Weport on TEFRA provided en alpebrile squation for
computing a bond’s yickd 10 maturily. See 5. Rop. No. 494, 97th Cong, 2d Sess. 210
(1982),

B LRC. 8 I2T2(a) (3D {ANIH).

FLRC, § 1272(s}(3). There is un exception (o this rule. “[lln the case of any
purchase after its original iwue of a debt imstrument . . . the daily mm for any day
Mhmﬂb’lnmmndhlhwnh‘hmﬂuhlh ¥ parthon
for such da multiplied by the fraction datermined under [§ lﬂ’ia}{!llt)}'
LRC § 1m(lh‘.(l

MLRC § 1T ?‘llH’l

1t & assemed, for purposes of this example, that the YTM on the note i in
encess of 110 percent of the applicable federal rate on the dute inued. Thus, no ndjust-
meent of the ismoe price s required.
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AlP
YT™ ()

Total interest
Less CP1

OID

YTM (W)

Total interest
Less CPI

oD

AlP
YT™ (45)

Total interest
Less CPI

o
Towal OID
Ending AIP

THE REVIEW OF TAXATION OF INDIVIDUALS

Acerual Period (End)
12431187 6/ 30/88 12131188
$1.174,623.74 §1.239.362.54 $1.307,669.39
__ s34 __oss1148 0551145
S BGATIRED §5 6830685 § 72,071.54
e e Sl _—
5 64.738.80 § 6B30685 5 T2,071.54
Accrual Period (End)
6/30/87 12/31/89 6/30/90
$1.379.74093  §1,455784.66  $1,536,019.50
0551145 _05s1145 0551145
$ 7604373 § 8023484 § B84,65695
—— —— —r—
§  T6043.73 § B0234.84 § B4.656.95
Acerual Period (End)
12/31490
$1,620,67645
0551145
$ 8932277
e
s ®anT
$ 10899920
§1,709,999.22
e i o e

Not all debt obligations are issued ot the first day of a taxpayer's
taxable year. I, for example, the above described note were issued on
February 1, 1986 and matured on February 1, 1991, the first fiscal year's
OID would be computed s set forth below:

AlP

Y™

Total interest
Less CP1
[eils]

5 The YTM wun calculated to the nearest 1/100.000 of a percent. Such rounding

Accrual Period [ End)
Fi3l/ 88 1/31/87
$1,000,000.00 §1,055,144.50

0551145 0351145

§ 5511450 % 5815176

-
-
o

4.50 § S8.15076
==

In responsible for the difference between the wated redemption price ot maturity
(1710080} and the ending AIP {51,709.999.22).

APPLICATION OF OID PROVISIONS TO DEBT INSTRUMENTS m

I, however, the taxpayer uses a calendar year taxable year, the
August 1, 1986 to January 31, 1987 accrual period’s OID will be in-
cluded in the taxpayer’s income by allocating to each day in such taxable
year a ratable portion of the accrual period's OID.* Thus, the taxpayer
would include $55,114.50 plus $43,566.12 ((153/184(58,153.76))
as income for the calendar year. It is interesting to note that accrual
periods are determined by counting back, in six-month intervals, from
the maturity date of the debt instrument." Therefore, if the term of the
debt instrument is not easily divisible by a six-month term, the first
accrual period will be a “short accrual period,” *

Interest payable during an accrual period reduces the amount of
OID included in income for each accrual period. In the example above,
all interest was payable at maturity, and therefore, no such reduction of
OID was allowed. A debt obligation that requires monthly principal
payments will complicate the computation of OID. If the total of all
principal payments during an accrual period were 1o reduce the AIP
before application of the YTM to compute total interest for the period,
the total interest for such period would be understated. Thus, any
computation involving a debt instrument with principal payments will
have to include an “average principal balance” component.

Assumed Debt Obligations

As provided in Section 1274(¢), Section 1274 generally applies to
debt instr given in consideration for the sale or exchange of
property. Since the passage of the 1984 Act, controversy has surrounded
the application of the OID provisions to an existing debt instrument
assumed or taken subject 1o by a purchaser of pr 2 The only
reference in the statute to “assumed debt” is in Section 1275(d) which
states, “The Secretary may prescribe regulations providing that where,
by reason of . prions of debt i or other ci
the tax lm:Lment under this subpart (or section 163(e)) does not carry
out the purposes of this subpart (or section 163(e)), such treatment
shall be modified to the extent appropriate to carry out the purposes of
this subpart (or section 163(e))." Although both the Senate Finance

o LR.C. § 1272(a)(3).

o LR.C. § 1272{a)(5).

2 The “short accrual period™ complicuies the compuatation of the YTM

1 For purposes of this article, both "sssumptions of o debt instrument” and “taking
subject t0 & debt instrument™ will be considered an “assumption of the instrument.”
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Committee Report and the House Ways and Means Committee Report
were silent on this point, the Conference Committee Report states:

Finally, the conferees anticipate that the Ci issioner will issue regula-
tions, similar to the regulations under existing section 483, dealing with
the tax consequences of debt obligations which asre assumed or taken
subject o, that is, the transfer of obligations to make or rights to receive
deferred payments subject 1o the OID rules. The conferees intend that
such rules apply not only 1o the ption of deferred obliga-
tioms, but also 10 assumptions of obligations to third-party lenders. These
rules will apply to sales and exchanges after December 31, 1984, and
therefore will apply to debt obligations that are assumed or taken subject
to after that date even though such obligations were first issued prior to
that date ™

The authority and necessity for applying the OID provisions to as-
sumed debt hﬂw.'k\ng existed. Under genernl tax pﬁncipks, whether g debt
instrument is recourse or nonrecourse and whether the debt is assumed
or taken subject to by the purchaser on the sule or exchunge of property,
the seller is treated as having received a benefit and buyer is treated as
incurring a cost equal to the face value of the obligation.”® Although
the fair market value of a debt instrument (with an interest rate mate-
rially above or below the market interest rate at the time of the trans-
action) may not be equal to the face value of the cbligalim the dis-
pnnry is not m‘leu:mr.l m the tax treatment of the debt instrument. The

1, , often i3 reflected in the purchase |mr:e
of the p'rnpcm and thereby influences the seller’s amount realized and
the buyer's basis in the property acquired. It is this type of recharacter-
ization that Congress intended to prevent with the passage of the new
OID provisions. *

The question of whether assumed debt is subject to the OID pro-
visions was addressed by the Impuied Interest Compromise.*” The
Compromise was passed 1o quict the controversy over the new OID
rules and the amendments to Section 483. With respect to assumptions
of debt, the Compromise specifically provides that Sections 1274 and
483 will apply to debt obligations assumed or taken subject to by the

‘" Conference Report. note 16 sepra. o
5 Crune v. Comm'r, 331 US- ! l"ﬂ'l ’urk:r'v Delaney, 186 F.24 455 (Im Ch.
ilﬂ'lj crrt, denied,
1% See note 2 sy,
o7 Pub. L. Mo. ﬂt&]‘ 98 Stat. JIR4 (1984)

APPLICATION OF 01D PROVISIONS TO DEBT INSTRUMENTS 9

purchaser in connection with the sale or exchange of property.” It also
excepls certain debt obligations munwd in transactions from the ap-
plication of these secti “C ive” legislation almost certainly will
expand the class of exemptions.

Generally, assumptions of loans issued before October 15, 1984 will
be permanently exempt from Sections 1274 and 483 unless the terms
and conditions of the debt instrument are modified in connection with
the assumption or the transaction involves a sales price greater than
$100 million.™ The Secretary was given authority to issue regulations
us may be necessary to effect the purpose of the exception, including
regulations governing tax-exempt obligations and government-subsidized
loans.” The Secretary also was given authority to issue regulations
excmpting certain tra ions i the pli tloes not slgl!.ﬁ:nnlly
reduce the tax liability of the purchaser by ov g the adjusted basis
of the acquired asset.”™ In addition, debt instruments assumed in con-
nection with the acquisition of certain types of property are exempt from
Sections 1274 and 483 if certain conditions are met. Generally, the
assumption of Joans in connection with principal residences, vacation
homes, farms, and small business property will be permanently exempt
from both sections.™

If the above exceptions do not apply, Section 1274 will apply to the
assumption of a debt obligation by the purchaser of property. The
method of applying the new provisions, Imwev:r is unclear. As stated in

the Conference Report, the confl ipate the i of regulati
by the Treasury similar to the regulations “under Section 483.7 R:guh-
tions Section 1.483-1(f)(6) provides guideli for the comy

and treatment of unstated interest on the transfer of deferred payment
obligations. Generally, if the purchaser of property assumes or takes
subject 1o an existing debt instrument under which there is total un-
stated interest, the person who has the right to receive payment under
the obligation is not affected and the transferee “steps into the shoes™ of
the transferor with respect to any interest deductions. However, @ sep-
arate determination must be made as to the application of Section 483

-2

= Imputed Interest Compromise, 200 Daily Tas Rep. (ENA) J-1 (Oct. 16, 1984);
Pub. L. No. 98-612, 98 Stat. 3184 ( 1984); see 199 Duily Tax Rep. (BNA) G-3 (Oct. 15,
1984).

9 Pyb. L. Y8-512, note 67 mgwa, § 206)(C).

1§ 2(7)(D).

g 8 HTHADN

7 Conference Report, note 16 upr, al B89,
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to the confract between the ransferor and the transferee.”™ For
uf this separate determination, the amount of the obligation is treated as
a payment at the time of transfer.™

With modifications, the Section 483 regulations could adequately
serve the purposes of the OID provisions. If a debt obligation under
which OID exists is assumed, the person who has the right to receive
payments under the debt instrument confinues to include interest in
income, unaffected by the transfer. If there is no OID, the mere transfer
of the obligation will cause a redetermination of the applicability of
Section 1274 to the origin | parties.

With regard to the separate determination between the transferee
and the transferor, Section 1274 should apply to the debt instrument
sssumed regnrdlm of whether Secti 1274 ”" 1 at the time the
obligation originated. At the time of the assumption, the allocation of
the purchase price between interest and principal is again at issue.
Therefore, the transferee should not merely take the transferor’s place
as to any existing OID. A separate determination must be made as to
the application of Section 1274, with the assumed obligation being
treated as a debt obligation of the transferee, whether or not there is
preexisting OID on the obligation. Furthermore, in applying Section
1274, all of the debt obligations between the transferor and the trans-
ferce, including the assumed obligation, should be tested in the aggre-
gate using a yield-to-maturity approach.

Excepilons o OID

The OID sections contain numerous exceptions that remove many
of the everyday transactions engaged in by taxpayers from the applica-
tion of these complex provisions.™ The exceptions to Section 1272 that
deal with the current inclusion of OID in income include an exception
for tax-exempt obligations,” United States savings bonds,™ debt instru-
ments with a fixed maturity date of not more than one year from the date
of issue,™ and obligations issued by natural persons prior to March 2,
1984." Loans aggregating $10,000 or less between natural persons

T4 Reg. § 1.483-1(0)06)(d).
™ d

T8 See generally LR.C. 08 1272(n)(2), 1272(c), 1274(c), 1275(b).
TTLRC. § 1272(a)(2)(A); see LR.C. § 1275(a)(3) (defimition of imx-exempt

tioma ) .

TSLRC. § 1373(a)(2) (B).
TRLR.C. § 1272(a) (2)(C).
MLRC 8§ 127200 )(2) (D}

APPLICATION OF OID PROVISIONS TO DEBT INSTRUMENTS k)|

mumpliflhehnnisnmmadzinﬁl:mmuoflmam
of the lender and does not have as one of its principal purposes the
avoidance of any federal tax.*'

Section 1274(c) (4) exempts from the OID provisions certain sales
of property that are otherwise within the purview of Section 1274. The
exceptions include the sale by an individual of a principal residence
within the meaning of Section 1034,*' debt instruments described in
Section 1273(b)(3) which are publicly traded or issued for publicly
traded property,* sales of patents under Section 1235(a) to the extent
payment is contingent upon the productivity, use or disposition of the
patent,” and sales to which Section 483(f) applies (relating to certain
land transfers between related individuals).”™ Debt instruments re-
ceived by an individual, estate, testamentary trust, or certain small
businesses in exchange for a farm ** are also exempt if it can be deter-
mined at the time of the sale that the sale price cannot exceed $1 mil-
lion.** A further exemption is provided for a debt instrument received
on the sale or exchange of property if the sum of the payments due under
the instrument and under any other debt instruments received as con-
sideration, including interest paymenis ** plus the fair market value of
any other consideration, does not exceed $250,000.** Finally, certain
obligors are not subject to the OID rules. Section 1275(b)(2) also
uccpnncﬁh-mulmdobﬁgarfmmtheﬂmmhjnlh:mn( mydgh
instrument incurred in connection with the acquisition or carrying of
property when the property will not be used substantially in a trade or
business or in an investment activity. Section 1275(b)(1) excepts a
borrower from the application of Sections 1274 and 483 when the in-
strument is given in consideration for the sale or exchange of personal

SULRC 0 1372} (20E). A hushand und wife are treated as one person. LR.C.
§OIZTa2HE) ), In sddition, ¥ 1272 does nol spply 1o any holder who has
purchased the debt imteres sl o premium o which is a life insursnce company 0 which
§ 811{b) applies. LR.C. § 1272(c).

82 LRC 8 1274(c) (4)(B),

W LR.C 8 12740c) (4)(D).

MLRC § 12740c) (4)(E).

5 LRC. § 12740c) (4)1F),

*% For the purposes of § 1274, the term “farm™ inchades stock, duiry, poultry, frai,
fur-bearing animal and truck farms. plantations, ranches, nurseries, ranges,
or other similar structures used primarily for the raising of agriculiural or horticultural
commaodithes and orchards. See LR.C. 88 1274(c)(4)(ANI), S20{c)(2).

BT LR.C. 8 12740c) (4D (A).

#8 Senate Report, note 1 supra, at 257.

" LRC. § 1274(e) (4)(C).
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use property. Personal use property includes property not used sub-
stantially in the taxpayer’s trade or business.*

Reporting Requirements and Penalties

The information requirements which must be satisfied in the case of
any debt instrument having OID are set forth in Section 1275(c). The
Secretary is authorized to issue regulations requiring that the amount
of OID and the issue date be stated on the debt instrument. However,
in the case of any obligation mot publicly offered, the regulations may
not require the information to be set forth prior to the disposition of the
debt instrument by the first buyer. Failure w furnish the information
required will result in a penalty of $50 for each instrument not so fur-
nished unless the failure is due to reasoriable cause and not willful

"

In the case of publicly offered debt instruments having OID, the
issuer must furnish to the Secretary the amount of the OID, the issuc
date, and any other information required by the regulations to be fur-
nished. The penalty for failare 1o provide the information required is
the payment of one percent of the aggregate issue price of the issue,
unless the failure is due to reasonable cause and not willful neglect. The
penalty with respect to any issue of debt instruments is not to exceed
$50,000.* Finally, Section 1275(c)(3) specifically excepts from the
reporting requirements debt obligations exempted from the current in-
clusion of OID under Section 1272(a)(2)."

Section 483: Imputed Interest

With the expansion of the OID rules to debt instruments given in
consideration for the sale of property, TRA "84 greatly reduces the scope
of Section 483, Gcncmll)'. the unstated or imputed interest rules apply
only to the sale of property under a contract that falls within an excep-
tion to the OID provisions and does not meet a certain minimum rate
of interest.* Thus, Section 483 has become the backstop for the OID
provisions.

*LR.C. 3§ 1275(b)(3). The purchaser of & home in which the purchaser expects
1o mainiain an office may sol be subjest 10 the § 483 rules or the OID rules, Senate

L, mote | supra, ot 258
®LRC. § 6706ia).

¥ LR.C. ) 6708(b).

88 Sep jeai accompanying naies T6-85 wopra.
4 TRA 84 § 6ic).

APPLICATION OF OID PROVISIONS TO DEBT INSTRUMENTS m

Under new Section 483, the debt instrument must provide for an
interest rate of at least 110 percent of the applicable federal rate, com-
pounded seminnnually.”® If the safe-harbor test is not met, an interest
rate of 120 percent of the applicable I'ed-eral rate, compuunded semi-
annually, is imputed for purposes of comy ** The
amount of unstated interest allocable to each paymt is determined in
the same manner as the duty portions of OID are determined under
Section 1272(a)." Thus, in addition to i ing and di
the interest rates involved, the amendments to Section 483 rw.llt in Ilw
allocation of unstated interest Lo each payment on an economic accrual
basis.

Generally, the exceptions to Section 483 include debt instruments
to which Section 1272 applies, property with a sales price of $3,000 or
less, carrying charges under Section 163(b), and certain sales of
patents.” Section 1275(b) excepts borrowers from the prumsmm of
Sections 1274 and 483 if the debt i is given in consid
for the acquisition of personal use property. With respect to the sale
of land used as a farm or the sale of a principal residence by an indi-
vidual (to the extent the purchase price of the residence does not exceed
$250,000), the pre-TRA ‘B4 testing and imputed interest rates of
9 percent simple interest and 10 percent compounded semiannually,
respectively, are substituted for the current rates™ Finally, the maxi-
mum interest rate applicable to real estate transactions between related
parties involving $500,000 or less is 7 percent, compounded semian-
nuﬂliy.“"

Conclusion

The Tax Reform Act of 1984 substantially expanded the scope of
the OID provisions. In accordance with the legislative intent, the statute
mandates an accrual of interest on debt obligations that approaches
economic reality. In addition, the Treasury has won its battle to match
interest expense deductions with the inclusion of interest income in a

M LRC B0 4E3(k), 483{c)il). Seciion 481 applies to & dobt instrument that con-
slitutes part or oll of the sale price and which & due more than six months after the
date of sale or exchange under a contract providing for some or all payments 10 be due
more than ose year alter the date of sale or exchange. Id.

wLRC. § 453(b).

T LR.C. § 483(a).

8 LR.C. | 483(d).

" LRC § 483(e).

108 LR.C. § 483(1).
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significant p of the involving low i and
accrued interest loans. Unfortunately, mpljmmmmmdul
with a set of rules that few will fully understand, A model of tax

There is a possibility that the OID provisions will be repealed in
the next year or two. In an atmosphere of budget cuts and tax increases,
however, the probability of outright repeal of a revenue-raising statute,
even a complicated one, is not very high. More likely is an amendment
to make the provisions applicable only to large transactions. What con-
stitutes a large transaction will likely be the subject of extended debate,
For the present, however, tax practitioners will have to keep a watchful
eye on transactions involving debt instruments considered by their clients,

The Flat Rate Tax Proposals

demmlmmwmmm
dadibons b ns ilable to most
pnnhpnluphnubdng‘nnqﬁr‘wbmu‘rmd-&nm-ﬂ
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