Notice of Proposed Rulemaking
and Notice of Public Hearing

Amortizable Bond Premium

FI-48-95

AGENCY: Internd Revene Servie
(IRS), Treasuy.

ACTION: Notice of proposeé rulemak-
ing and notice of public hearing.

SUMMARY: This documen contains
propose regulatiors relating to the fed-
erd income tax treatmen of bord pre-
mium and bord issuane premium The
proposeé regulatiors refled changs to
the law mack by the Tax Refom Act of
1986 and the Technich and Miscella-
neows Revene Act of 1988 The pro-
posel regulatiors in this documen would
provide needd guidane to holdes and
issues of delt instruments This docu-
mert also provides a notice of a public
hearirg on the propose regulations.

DATES. Written commens mug be re-
ceived by Septembe?25, 1996 Requests
to appea and outlines of topics to be
discussd at the public hearirg sched-
uled for Octobe 23, 1996 at 10 a.m.
mug be receivel by Octobe 2, 1996.

ADDRESSES Serd submissios to:
CC:DOM:CORPR (FI-48-95) room

5226 Internd Revene Service POB
7604 Ben Franklin Station Washington,
DC 20044 In the alternative submis-
sions may be hard delivered betwea the
hous of 8a.m armd 5p.m to. CC:-
DOM:CORPR (FI-48-95) Couria’s
Desk Internd Revene Service 1111
Constitution Avente NW, Washington,
DC. A public hearirg will be held in the
Commissiongs Conferene Room In-
ternd Revene Building, 1111 Constitu-
tion Avente NW, Washington DC.

FOR FURTHER INFORMATION CON-
TACT: Concernig the regulations Will-

iam P. Cejudq (202 622-4016 or Jef-
frey W. Maddre, (202 622-3940
concernig submissios ard the hearing,
Christina Vasquez (202) 622-719 (not
toll-free numbers).

SUPPLEMENARY INFORMATION:

Paperwok Reductim Act

The collectiors of information con-
tained in this notice of proposel
rulemakirg hawe been submittal to the
Office of Managemen ard Budge for
review in accordane with the Pape-
work Reduction Act of 19% (44 U.S.C.
3507).

Commens on the collectiors of infor-
mation shoutl be sert to the Office of
Managemen and Budget Attn: Desk
Officer for the Departmen of Treasuy,
Office of Information and Regulatory
Affairs, Washington DC 20503 with
copies to the Internd Revene Service,
Attn: IRS Reports Clearane Officer,
T:FB, Washington DC 20224 Com-
mens on the collectiors of information
shoutl be receivel by Augud 26, 1996.

An ageng may not condud or spon-
sa, and a persam is not require to
respom to, a collection of information
unles the collection of information dis-
plays avalid contrd numbe.

The collectiors of information are in
proposel 88 1.163-13(h)(3) 1.171
4(a)(1) and 1.171-5(c)(2)(iii) This in-
formation is requirel by the IRS to
monitar complian@ with the federa tax
rules for amortizig bord premium and
bord issuane premium The likely re-
sponderg are taxpayes who eithe ac-
quire a bord a a premiun or isste a
bord at a premium Response to this
collection of information are required to
determire whethe a holde of a bond
has electal to amortiz bond premium
and to determire whethe an issue or a
holde has change its methal of ac-
countirg for premium.

Books or record relating to a collec-
tion of information mug be retainel as
long as their contens may becone ma-
terid in the administration of ary inter-
nd revene law. Generaly, tax returns
ard tax retum information are confiden-
tial, as requiredl by 26 U.S.C 6103.

Estimat@ totd annué reportirg bur-
den 50,0® hours The estimatéel annual
burden per respondenvaries from 0.25
hours to 0.75 hours dependig on indi-
vidud circumstanceswith an estimated
avera@g of 0.5 hours.

Estimatel numbe of
100,000.

Estimatel annud& frequengy of re-
sponsesOne time per respondent.

respndents.

Backgound

Sectiors 1.1714 throuch 1.1714 of
the Income Tax Regulatiors were pro-
mulgatel in 1957 and lag amendd in
1968 In the Tax Refom Act of 1986,
sectim 171(h was amendd to require
tha bord premium be amortizel by
referene to a constah yield. In the
Technich ard Miscellaneos Revenue
Act of 1988 sectim 171(@ was
amendd to require that bord premium
be amortizel as an offset to interest
income The proposeé regulatiors would
substantialf revise the existing regula-
tions to reflea these amendmentsin
addition the propose regulatiors would
revise existing guidane addressig the
issue’s treatmen of bond issuane pre-
mium.

Explanation of Provisions

In general bord premium arises when
a holde acquires a bord for more than
the principd amoun of the bond Simi-
larly, bond issuane premium arises
when an issue issues a bord for more
than the principd amoun of the bond A
holde will purchaseand an issue will
issue a bord for more than its principal
amount when the statel interes rate on
the bord is highe than the current
marke yield for the bond.

The holde’s treatmen of bord pre-
mium is addressé in proposeé regula-
tions unde sectim 171 The issue’s
treatmen of bord issuane premium is
addresse in proposé regulatiors under
sectim 163 In eat case the amortiza-
tion of premium is base on constant
yield principles For this reason the
proposé regulatiors use conceps and
definitions from the origind isswe dis-
court (OID) regulatiors (88 1.1271-0
throuch 1.1275-6).
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Determination of bond premium est payments, the yield and paymentegulations provide that the holder may
&chedule of a VRDI cannot be deterdeduct the unamortized premium. If the
: ' X ined without making assumptionsbond is partially called and the partial
the remaining amounts payable on th&€Nts: Under the OID regulations, OlDproposed regulations do not allow the
bond other than payments of qualifie®” @ YRDI is determined and allocatedholder to deduct a portion of the
stated interest. The holder generally de@mong.accrual' periods by re_ference tanamortized ~premium. Ins_tead, the
termines the amount of bond premiunf™ equivalent fixed rate debt instrumentolder must recompute the yield of the
as of the date the holder acquires thgonstructed as of the issue date of theond on the date of the partial call and
bond. RDI. The proppsed regulauong provideamortize the remaining premium by ref-
The proposed regulations provide spet-hf"lt bond premium on a VRDI is deter-erence to the recomputed yield,
cial rules that limit a holder’s basis mined and allocated in aS|m|I_ar manner. Treasury a_nd IRS request comments
solely for purposes of determining bondUnde_r the proposed_ regulauo_ns, bondn the application of the alter.n.atlve
premium. For example, if a bond igPremium on a VRDI is determlneq andpayment schedule rules. Specifically,
convertible into stock O’f the issuer ata_lllocated by re_ference to an equwalend:o_mmgents are reque_sted on whether the
the holder's option, for purposes offlxe(_JI rate de_zbt instrument. However, th_é‘S|gn|flcantIy more likely than not to
determining bond premium, the holderequwalent fixed rate debt instrument isoccur” standard is appropriate for tax-
must reduce its basis in the bond by thgons;ructed as of the date the h'oldea_ble. bonds, Whethg( ignoring manda}tory
value of the conversion option. This@cauires the VRDI rather than the issueinking fund provisions is appropriate
reduction prevents the holder from inapJate- for tax-exempt bonds, and whether the
distinction between pro-rata and non-

ropriately amortizing the cost of the . . . . ; .
Fe)mgeddeﬁ conversiog option Bonds subject to certain contingenciepro-rata calls is appropriate.

Under the proposed regulations, bon

If a bond provides for one or moreBond issuance premium
alternative payment schedules, the yield

Under section 171, the holder of aof the bond cannot be determined with- Under existing § 1.61-12(c), a corpo-
taxable bond acquired at a premiunout making assumptions about the actudhte issuer treats premium received upon
may elect to amortize bond premiumpayment schedule. The OID regulationgssuance of a bond as a separate item of
The holder of a tax-exempt bond acjprovide three rules for making thesencome. Over the term of the bond, the
quired at a premium must amortize theassumptions. First, if one paymentremium is taken into income, and the
premium. As premium is amortized, theschedule is significantly more likely full amount of the stated interest is
holder’s basis in the bond is reduced byhan not to occur, the yield of the debtdeducted. The proposed regulations
a corresponding amount under sectiomstrument is determined by reference tavould revise the treatment of bond
1016(a)(5). this payment schedule. Second, if théssuance premium. Under the proposed

Under the proposed regulations, alebt instrument is subject to a mandaregulations, bond issuance premium is
holder amortizes bond premium by off-tory sinking fund provision, the yield is amortized as an offset to the issuer’s
setting qualified stated interest incomedetermined without regard to the mandaetherwise allowable interest deduction,
with bond premium. An offset is calcu- tory sinking fund provision. Third, not- not as a separate item of income. The
lated for each accrual period using conwithstanding the first two rules, if the amount of bond issuance premium am-
stant yield principles. However, the off-debt instrument provides for an uncondiortized in any period is based on a
set for an accrual period is only takentional option or options to alter theconstant yield. In addition, the proposed
into account when the holder takegpayment schedule, the vyield is deterregulations would apply to all issuers,
qualified stated interest into accounimined by assuming that the issuer willnot just corporate issuers.
under the holder's regular method ofexercise its options in the manner that
accounting. Thus, a holder using theminimizes the yield of the debt instru-De minimis rules and aggregate rules
cash receipts and disbursements methadent and that the holder will exercise Th d lati d
of accounting does not take bond preits options in the manner that maximizes . e proposed regulations do not pro-
mium into account until a qualified the yield of the debt instrument. vide rules forde minimis amounts of
Stated interest payment iS received. The proposed regu'ations genera”)gremlurp Orf for aggregate_l_ methods (er

For certain bonds (e.g., bonds thatise similar assumptions to determine thaya o 9 Or Premium. 1reesury an

; ; fRS request comments on whether de
pay a variable rate of interest or thaho|der's yield on a bond that providesminimisq riles or aggregate rules are
provide for an interest holiday), thefor alternative payment schedules. Hows ecessary or appropriate.

amounlt of bogd pr(lacrinlum al(IjO(t:ﬁble to a%ver, in the case of an issuer’s option on
accrual period could exceed the amoury taxable bond, the proposed regulation i .
of qua“ﬂed stated interest a”ocable- tOreverse the assumptii)onpby assur?]ing th%?lg?\z not SUbJeCt to the prOposed regu
that period. The proposed regulationshe issuer will exercise the option only
address this situation by providing thaff doing so would increase the yield on The proposed regulations generally
the excess bond premium is not alloweghe pond. See section 171(b)(1)(B)(ii).apply to bonds acquired or issued at a
as a deduction but is carried forward toas a result of this rule, a holder gener-premium. Certain bonds, however, are
future accrual periods. ally must amortize bond premium on aexcluded from the application of the
taxable bond by reference to the statedroposed regulations. For example, the
maturity date, even if it appears likelyproposed regulations exclude debt in-
Because a variable rate debt instruthe bond will be called. In this case, ifstruments subject to section 1272(a)(6)
ment (VRDI) provides for variable inter- the bond is actually called, the proposedrelating to certain prepayable debt in-

Amortization of bond premium

Variable rate debt instruments



struments). No inference is intendedernal Revenue Building, 1111 Constitu- (2) Repurchase-(i) In general. An
regarding the treatment of these dehtion Avenue NW, Washington, DC. Be-issuer does not realize gain or loss upon

instruments. cause of access restrictions, visitors wilthe repurchase of a debt instrument. For
. not be admitted beyond the buildingpurposes of this paragraph (c)(2), the

Proposed effective dates lobby more than 15 minutes before theéerm repurchaseincludes the retirement
The proposed regulations relating tdrearing starts. of a ert instrument, the conversion of a
bond premium provide that the final The rules of 26 CFR 601.601(a)(3)debt instrument into st_ock o_f the issuer,
apply to the hearing. and the exchange (including an ex-

regulations generally will apply to bonds : X
ac%lljjireld ong or aftng\{lhe %g%/e 60 days Persons that wish to present orathange under section 1001) of a newly

after the date final regulations are pub_co_mments at the hearing must submiissueq debt instrument for an existing
lished in the Federal Register How- written comments by Sep;ember 25debt instrument.
ever, if a holder makes the election tot996: and submit an outline of the (i) Repurchase at a discountAn
amortize bond premium for the taxablelopics to be discussed and the time to bssuer realizes income from the dis-
year containing the date 60 days aﬂepevoteq to each topic (signed originacharge of mdebtedness upon the repur-
the date final regulations are publisheda”d eight (8) copies) by October 2,chase clJf ahdeb_t mg_trumgn_t for an
; . amount less than its adjusted issue price
he feguations g‘gg'gf‘;a‘;ﬁgjgblh:';’egr_ A period of 10 minutes will be allot- (as defined in § 1.163-13(d)(5). The
The proposed regulations relating tded to each person for making com-amount of discharge of indebtedness
bond issuance premium provide that th&"€Nts. . _ Income is equal to the excess of the
final regulations will apply to debt in- An agenda sh_owmg the scheduling ohd_]usted issue price over the repurchz_ise
struments issued on or after the date 65‘6 speakers will be prepared after th@rice. To determine the repurchase price
days after the date final regulations ar eadline for receiving outlines hasof a debt instrument that is repurchased
published in theFederal Register. passed. Copies of the agenda will beghrough the issuance of a new debt
The proposed regulations also woul@vailable free of charge at the hearinginstrument, see section 108(e)(10). See
provide automatic consent for a taxXpayep aging Information § 1.108-2 for rules relating to the real-
to change its method of accounting for ization of discharge of indebtedness in-
premium in certain circumstances. Be- The principal authors of these regulafOme upon the acquisition of a debt
cause the change is made on a cut-offons are William P. Cejudo and Jeffreylinstrument by a person related to the
basis, no items of income or deductioW. Maddrey of the Office of Assistant 'SSU€r. ,
are omitted or duplicated. Therefore, ncChief Counsel (Financial Institutions (i) Repurchase at a premiumAn
adjustment under section 481 is allowedand Products). However, other personndfSueér may be entitled to a repurchase
from the IRS and Treasury DepartmenPremium deduction upon the repurchase

Special Analyses participated in their development. of a debt instrument for an amount
h . hat thi . ., greater than its adjusted issue price (as
It has been determined that this notice defined in § 1.163-13(d)(5)). See

2;%?283'650?;'eargﬁlo(lnngafdg%%gdszgng?roposed Amendments to the Reguld 1.163-7(c) for the treatment of repur-

12866. Therefore, a regulatory assesdons chés)eB%rr?én;::J.ance premiunfor rules
ment is not required. It also has been Accordingly, 26 CFR part 1 is pro- rejating to an issuer's interest deduction
determined that section 553(b) of theposed to be amended as follows: for a debt instrument issued with bond
s e Eatansy Pl PART 1—INCOME TAXES suance premium,see § 116513

P 9 y y (4) Effective dateThis paragraph (c)
these regulations, and, therefore, art 1 is amended by adding entries insfter the date that is 60 days after the

required. Pursuant to section 7_805(f)_0f Authority: 26 U.S.C. 7805 * * * the Federal Register
the Internal Revenue Code, this notice Section 1.171—2 also issued under 26 '

of proposed rulemaking will be submit-y.s.c. 171(e). oo
ted to the Chief Counsel for Advocacy Section 1.171-3 also issued under 26 Par. 3. Section 1.163—7 is amended by
of the Small Business Administration fory.s.c. 171(e). revising the first sentence of paragraph
comment on its impact on small busi- Section 1.171-4 also issued under 26F) t0 read as follows:
ness. U.S.C. 171(c). * * * .
Par. 2. Section 1.61-12 is amended by .--163~7 Deduction for OID on cer-
ain debt instruments.

Comments and Public Hearing revising paragraph (c) to read as fol-

Before these proposed regulations arl®ws: Xk x ok x
adopted as final regulations, consider- , (c) Deduction upon repurchaseEx-
ation will be given to any written com- 8 1.61-12 Income from discharge Ofept to the extent disallowed by any
ments (a signed original and eight (gjndebtedness. other section of the Internal Revenue
copies) that are submitted timely to the L Code (e.g., section 249) or this para-
IRS. All comments will be available for (c) Issuance and repurchase of debgraph (c), if a debt instrument is repur-
public inspection and copying. instruments—(1) Issuance. An issuer chased by the issuer for a price in

A public hearing has been scheduledioes not realize gain or loss upon th@&xcess of its adjusted issue price (as
for October 23, 1996, at 10 a.m. in thessuance of a debt instrument (as dedefined in § 1.163-13(d)(5)), the excess
Commissioner’s Conference Room, Infined in § 1.1275-1(d)). (repurchase premium) is deductible as



interest for the taxable year in which thestated interest allocable to an accrual (5) Adjusted issue priceln general,

repurchase occurs. * * * period with the bond issuance premiunthe adjusted issue price of a debt instru-
sk x s allocable to the accrual period. Thisment is determined under the rules of

Par. 4. Section 1.163-13 is added t@ffS€t occurs when the issuer takes thg 1.1275-1(b). In addition, the adjusted
read as follows: qualified stated interest into accounfssye price of the debt instrument is

under its regular method of accountingdecreased by the amount of bond issu-
§ 1.163-13 Treatment of bond issuance (2) Qualified stated interest allocable gnce premium previously allocable un-
premium. to 3” accrual hperlod.SeIe § _1-(;146—2t(]k_’)hder paragraph (d)(3) of this section.
to determine the accrual period to whic - -
a) General rule.If a debt instrument ifi ' i (€) Special rules—(1) Variable rate
() qualified stated interest is allocable and i o Rt ond issu-

is issued with bond issuance premium i ifi . . .
to determine the accrual of quahﬂedance premiumBond issuance premium

this section limits the amount of thestated interest within an accrual period ; : -
issuer’s interest deduction otherwise al- (3) Bond issuance premium allocableo”, & variable rate debt instrument is

lowable under section 163(a). In gentg an accrual periodThe bond issuance deéeg]“'{}eﬂ b¥i refertenrc;e tt(:it ;e fst&ted
eral, the issuer determines its interestremium allocable to an accrual perio € ea?er?t f'pege rz:‘te dgbl: )r/] t? meﬁt
deduction by offsetting the interest als determined under this paragraplﬁ&qu“{ o X e Isdut I
locable to an accrual period with the(d)(3). Wwithin an accrual period, the 33%“;0 ?h ?5 Or ”e |.?sueb n?jei' n
bond issuance premium allocable to thahond issuance premium allocable to th& oL o e 1SSUer atoce %IS Ot jsgt
period. Bond issuance premium is alperiod accrues ratably. _n(tle prertmum Ontﬁ varia ? ra'ed eb
locable to an accrual period based on a (i) Step one: Determine the debt in-'n? rumen tam;)hng N _acclru? ]Ee”g S ty
constant yield. The use of a constansiryments yield to maturityThe yield to Eje Streinncir r?1 nte %?uwa eri1v len(?[ ﬁ)r(ag.\
yield to amortize bond issuance prématurity of a debt instrument is deter- et q bst o te : t? cethu ae q °
mium is intended to conform the treat-mined under the rules of § 1.1272_?]‘9 e 'Ilns ru][nenl '15272 6‘5”"'”9 using
ment of debt instruments having bondy (b)(1)(i). the principles of § 1.1275-5(e).
issuance premium with those having '(jjj Step two: Determine the accrual  (2) Remote and incidental contingen-
original issue discount. Unless otherwisgeriods. The accrual periods are deter-Ci€S- FOr purposes of determining and
provided, the terms used in this sectiofnined under the rules of § 1.1272-amortizing bond issuance premium, if a
have the same meaning as those termgp)(1)(ii). bond provides for a contingency that is
in section 163(e), sections 1271 through (jii) " Step three: Determine the bond'€MOte Or incidental (within the meaning
1275, and the corresponding regulationsssuance premium allocable to the ac®f 8 1.1275-2(h)), the contingency is
Moreover, the provisions of this sectioncryal period. The bond issuance pre-{2ken into account under the rules for
apply in a manner consistent with thosenjum allocable to an accrual period isf€Mote_and incidental contingencies in
of section 163(e), sections 1271 throughhe excess of the qualified stated interest 1-1275-2(N). .

1275, and the corresponding regulationsg|iocable to the accrual period over the (f) Example.The following example
In addition, the anti- abuse rule inproduct of the adjusted issue price at thélustrates the rules of this section.

§ 1.1275-2(g) applies for purposes ogeginning of the accrual period and the Example—() Facts. On February 1, 1999, X

this section. For rules dealing with theyield. In performing this calculation, the issues for $110,000 a debt instrument maturing on

: : , !° February 1, 2006, with a stated principal t
treatment of bond premium by a holderyield must be stated appropriately takingi; 100,000, payable at matrty. The debt instr

see 88 1-17:_'-—1 tthUgh 1:171_5- into account the length of the particularment provides for unconditional payments of inter-
(b) Exceptions.This section does not accrual period. Principles similar toest of $10,000, payable on February 1 of each
apply to— those in § 1.1272-1(b)(4) apply in de-yea: X uses the calendar year as its taxable year,

1) & debt nsrument fo which sec erming he-pond. ASuARCE. premur] L % 2, e 30 Sebusemen
tion 1272(a)(6) applies (relating to cer-allocable to an accrual period. annual accrual periodsy ending on February 1 of

tain interests in or mortgages held by a (4) Bond issuance premium in excessach year. X's calculations assume a 30-day month
REMIC, and certain other debt instru-of qualified stated interestif the bond and 360-day year.
ments with payments subject to accelissuance premium allocable to an ac- (i) Amount of bond issuance premiurihe

eration); or ' ~ crual period exceeds the qualified state! Zé‘guﬁéictﬁe(’ifm?reesfit;t ri:grt]rtl;nz,enmths dilbltoi’r?sot?g_
(2) A debt I.nStrumen.t to WhICh. interest allocable to the accrual perio ent are qualified stateyd interest, the stated re-
§ 1.1275-4 applies (relating to certairfor a debt instrument, the excess iglemption price at maturity of the debt instrument
debt instruments that provide for contincarried forward to the next accrual pedis $100,000. Therefore, the amount of bond issu-
p
gent payments). riod and offsets qualified stated interes@nce premium is $10,000 ($110,000 — $100,000).
(c) Bond issuance premiumBond in that accrual period to the extent of, (iii) BO“? Issuance premium allocable toh”(‘je
issuance premium is the excess, if anghe disallowed amount. If the amount'>t accrual period.Based on the payment schec-
. . - . . le and the issue price of the debt instrument, the
of thg issue price of a debt. instrumentarried forward to an accrqal periodyield of the debt instrument is 8.07 percent,
over its stated redemption price at matuexceeds the qualified stated interest fotompounded annually. (Although, for purposes of
rity. For purposes of this section, thethat period, the excess is carried forwardimplicity, the yield as stated is rounded to two
issue price of a convertible bond (aso subsequent accrual periods, beginnin i‘s"mri'unpéﬁfgs'c gg\e/erfgg]p)“tﬂoensbgg d”?;SLZfLeC%t
defined in § 1.171-1(e)(1)(iii)(C)) doeswith the next accrual period, and is usedemium allocable to the accrual period ending on
not include an amount e_qual to theto offset qualified stated interest in thos&ebruary 1, 2000, is the excess of the qualified
value of the conversion option. accrual periods to the extent of thestated interest allocable to the period ($10,000)
(d) Offsetting qualified stated interestexcess. If an excess amount exists O@é;nmgp?fd?hcé %Li?o%%ffgegog)sﬁﬂﬁi ‘;‘/tiélr(‘je
with  bond issuance pr_em|um(1) In the .date the debt_ instrument is ret|red(8_07 percent, compounded annually). Therefore,
general. An issuer amortizes bond issu-the issuer takes this amount into accounjfe hond issuance premium allocable to the ac-

ance premium by offsetting the qualifiedas ordinary income. crual period is $1,118.17 ($10,000 — $8,881.83).



(iv) Premium used to offset interegtithough X to reflect the amortization of bond pre-taxable bond. The holder’s basis in the
lma;ggoanx'fgssﬂe%i%’ge&tté’:eitl%fgg ggl'zseg“:ﬁ?hium, see § 1.1016-5(b). For rulesbond and each payment on the bond are
qualified stated interest allocable to the periodd€@ling with the treatment of bond issu-allocated between the two instruments
($10,000) offset with bond issuance premiumdNCe premium by an issuer, sedased on the ratio of the interest exclud-
allocable to the period ($1,118.17). 8 1.163-13. able to the total interest payable on the

(0) Effective dateThis section applies  (b) Scope—(1) In general. Except as bond.
to debt instruments issued on or afteprovided in paragraph (b)(2) of this (d) Determination of bond premium
the date that is 60 days after the datgection, this section and §§ 1.171-21) In general.A holder acquires a bond
final regulations are published in thethrough 1.171-5 apply to any bond thatat a premium if the holder’s basis in the
Federal Register. upon its acquisition by the holder, ishond immediately after its acquisition

(h) Consent to change method oheld with bond premium. For purposespy the holder exceeds the sum of all
accounting. The Commissioner grantsof this section and §§ 1.171-2 throughamounts payable on the bond after the
consent for an issuer to change it4.171-5, the termbond has the same acquisition date (other than payments of
method of accounting for bond issuanceneaning as the terrdebt instrumenin  qualified stated interest). This excess is
premium on debt instruments issued o8 1.1275-1(d). bond premium, which is amortizable
or after the date that is 60 days after the (2) Exceptions. This section and uynder § 1.171-2.
date final regulations are published in§§ 1.171-2 through 1.171-5 do not ap- (2) Additional rules for amounts pay-

the Federal Register. However, this ply to— able on certain bondsAdditional rules

consent is granted only if— () A bond to which section gpply to determine the amounts payable
(1) The change is made to complyl272(a)(6) applies (relating to certainon a variable rate debt instrument and

with this section; interests in or mortgages held by &n a hond that provides for certain

(2) The change is_ made _for the firstREMIC, _and certain other_ debt instru-gternative payment schedules. See
taxable year for which the issuer musinents with payments subject to accel§ 1.171-3.
account for a debt instrument under thigration);
section; and (i) A bond to which 8§ 1.1275-4
(3) The issuer attaches to its federahpplies (relating to certain debt instru
income tax return for the taxable yeamments that provide for contingent pay
containing the change a statement that ihents);
has changed its method of accounting (iii) A bond held by a holder that has
under this section. made a § 1.1272-3 election with respe
Par. 5. Sections 1.171-1 througho the bond:;
1.171-4 are revised to read as fOIIOWSIZhe(IVI’ZOﬁjebI’onadbtgr?(tj |§,f Sétolglgdlqhtar\?(\j/\?ogltjthe holder’s basis for determining gain
§ 1.171-1 Bond premium. properly be included in the inventory ofg(r)rizss on the sale or exchange of the
(a) Overview—(1) In general. This the holder if on hand at the close of the ’ L .
section and 88§ 1.171-2 through 1.171-faxable year, or a bond held primarily (1) Determination of basis-() In
provide rules for the determination andfor sale to customers in the ordinarydeneral.In general, the holder's basis in
amortization of bond premium by acourse of the holder’s trade or businesé,h_e _bond is the holder’s basis for deter-
holder. In general, a holder amortizesr mining loss on the sale or exchange of
bond premium by offsetting the interest (v) A bond issued before Septembef® Pond. S _
allocable to an accrual period with the28, 1985, unless the bond bears interest (i) Bonds acquired in certain ex-
premium allocable to that period. Bondand was issued by a corporation or by &hangeslf the holder acquired the bond
premium is allocable to an accrual pegovernment or political subdivisionin exchange for other property (other
riod based on a constant yield. The usehereof. than in a reorganization defined in sec-
of a constant yield to amortize bond (c) General rule—(1) Tax-exempt ob- tion 368) and the holder’s basis in the
premium is intended generally to condigations. A holder must amortize bond bond is determined in whole or in part
form the treatment of bond premium topremium on a bond that is a tax-exempby reference to the holder’s basis in the
the treatment of original issue discounpbligation. See § 1.171-2(&xample 4. other property, the holder’s basis in the
under sections 1271 through 1275. Un- (2) Taxable bondsA holder may elect bond may not exceed its fair market
less otherwise provided, the terms usetb amortize bond premium on a taxablevalue immediately after the exchange.
in this section and §§ 1.171-2 througtbond. Except as provided in paragrapt$ee paragraph (fExample 1of this
1.171-5 have the same meaning as thoge)(3) of this section, a taxable bond issection. If the bond is acquired in a
terms in sections 1271 through 1275 andny bond other than a tax-exempt oblireorganization, see section 171(b)(4)(B).
the corresponding regulations. Moreovergation. See § 1.171-4 for rules relating (iii) Convertible bonds-(A) General
the provisions of this section andto the election to amortize bond pre-rule. If the bond is a convertible bond,
88 1.171-2 through 1.171-5 apply in amium on a taxable bond. the holder’s basis in the bond is reduced
manner consistent with those of sections (3) Bonds the interest on which isby an amount equal to the value of the
1271 through 1275 and the correspondpartially excludable. For purposes of conversion option. The value of the
ing regulations. In addition, the anti-this section and 88§ 1.171-2 througtconversion option may be determined
abuse rule in § 1.1275-2(g) applies forl.171-5, a bond the interest on which isinder any reasonable method. For ex-
purposes of this section and 88 1.171-partially excludable from gross incomeample, the holder may determine the
through 1.171-5. (e.g., a securities acquisition loan undevalue of the conversion option by com-
(2) Cross-referenced-or rules dealing section 133) is treated as two instruparing the market price of the convert-
with the adjustments to a holder’s basisnents, a tax-exempt obligation and dble bond to the market prices of similar

(e) Basis. A holder determines its
basis in a bond under this paragraph (e).
“This determination of basis applies only
for purposes of this section and
88 1.171-2 through 1.171-5. Because

f the application of this paragraph (e),

e holder’s basis in the bond for pur-

poses of these sections may differ from



bonds that do not have conversion op$1,100. As of January 1, 1997, discounting theaccrual period over the product of the

i remaining payments on the bond at the vyield a ) ; f it :
tions. See paragraph (fexample 2of which B'S  similar nonconvertible  bonds tracleholders adjusted acquisition price (as

this section. _ _ (6.75 percent, compounded semiannually) resufd€fined in paragraph (b) of this section)

(B) Convertible bonds acquired inin a present value of $980. Thus, the value of th@t the beginning of the accrual period
certain exchangeslIf the bond is a conversion option is $120. Under paragraphand the holder’s yield. In performing
convertible bond acquired in a transacg)l(ll)é"o')(_%lozfo)thljgr section, As ?ﬁz'sse'iti frfgfn his calculation, the yield must be stated
tion described in paragraph (e)(1)(ii) ofgs") 171 throughpl.g71—5. The. sum of aiéPpropriately taking into account the
this section, the holders basis in th€mounts payable on the bond other than quaiiﬁei)er_]gth of th_e _partlcular ac_crual period.
bond may not exceed its fair marketstated interest is $1,000. Because As basis (a@rinciples similar to those in § 1.1272—
value immediately after the exchangedetermined under paragraph (e)(1)(ii)(A) of this1(b)(4) apply in determining the bond

reduced by the value of the conversiorz‘zgﬂ‘i’r’;) thdeoﬁfmg(’;t :X&Z‘fgiurf]l'ooo' A does nhremium allocable to an accrual period.

option. (4) Bond premium in excess of quali-
(C) Definition of convertible bondA g 11712 Amortization of bond pre-fied stated interestf the bond premium

convertible bond is a bond that providesyjym. allocable to an accrual period exceeds

the holder with an option to convert the the qualified stated interest allocable to

bond into stock of the issuer, stock or (&) Offsetting qualified stated interestthe accrual period for that bond, the
debt of a related party (within thewith premiura—(1) In general.A holder excess is carried forward to the next
meaning of section 267(b) or 707(b)(1))@mortizes bond premium by offsettingaccrual period and offsets qualified
or into cash or other property in anthe qualified stated interest allocable tastated interest in that accrual period to
amount equal to the approximate valu@n accrual period with the bond prethe extent of the disallowed amount. If
of that stock or debt. mium  allocable to the accrual period.the bond premium carried forward to an

(2) Basis in bonds held by certain This offset occurs when the holder takegccrual period exceeds the qualified
transferees. Notwithstanding paragraph the qualified stated interest into accounstated interest for that period, the excess
(e)(1) of this section, if the bond isunder the holder’s regular method ofis carried forward to subsequent accrual
transferred basis property (as defined igccounting. ) periods, beginning with the next accrual
section 7701(a)(43)) and the transferor (2) Qualified stated interest allocable period, and is used to offset qualified
had acquired the bond at a premium, th&0 an accrual period.See § 1.446-2(b) stated interest in those accrual periods to
holder’s basis in the bond is— to determine the accrual period to whichhe extent of the excess.

(i) The holder’s basis for determininggualified stated interest is allocable and (5) Additional rules for certain bonds.
loss on the sale or exchange of théo determine the accrual of qualifiedadditional rules apply to determine the
bond; reduced by stated interest within an accrual periodamortization of bond premium on a

(i) Any amounts that the transferor (3) Bond premium allocable to anvariable rate debt instrument and on a
could not have amortized under thisaccrual period. The bond premium al- pond that provides for certain alternative
paragraph (e) or under § 1.171-4(c)locable to an accrual period is deterpayment schedules. See § 1.171-3.

(f) ExamplesThe following examples mined under this paragraph (a)(3). (b) Adjusted acquisition price.The

illustrate the rules of this section. Within an accrual period, the bond pre-adjusted acquisition price of a bond at
Example 1. Bond received in liquidation of amium allocable to the period accrueshe beginning of the first accrual period
partnership interesi-(i) Facts. PR is a partner in ratably. is the holder’s basis as determined under

partnership PRS. PRS does not have any unreal- . ; ) .
ized receivables or substantially appreciated inven-, (i) Step one: Determine the holderS§ 1.171-1(e). Thereafter, the adjusted

tory items as defined in section 751. On Januaryi€ld. The holder’s yie'd is the discount acquisition price is the holder’s basis in
1, 1997, PRS distributes to PR a taxable bondjate that, when used in computing thehe bond decreased by—
issued by an unrelated corporation, in quuidatio_rpresent value of all remaining payments (1) The amount of bond premium

o b ere A 1 ine it e made o' he. bond (ncingpreviousy_aocable. under paragrapt
$40,000 and the basis is $100,000. The fair markdp@Yments of qualified stated interest)(a)(3) of this section; and
p

value of the bond is $40,000. roduces an amount equal to the hold- (2) The amount of any payment pre-
(i) Determination of basis.Under section er’s basis in the bond as determinediously made on the bond other than a
732(b), PR’s basis in the bond is equal to PR'ynder § 1.171-1(e). For this purposepayment of qualified stated interest.

basis in the partnership interest. Therefore, PR’ Fi ; .
basis for determining loss on the sale or exchangfehe remaining payments include only (c) ExamplesThe following examples

of the bond is $100,000. However, under paraP@yments to be made after the date thgiustrate the rules of this section. Each
graph (e)(1)(ii) of this section, PR's basis in theholder acquires the bond. The yield issxample assumes the holder uses the
bond is $40,000 for purposes of this section an¢alculated as of the date the holdetalendar year as its taxable year and has

§§E1.171I—2 t2hr0(l:Jgh 1.%{)'1—55 i) Facts. O acquires the bond, must be constant oveflected to amortize bond premium, ef-
xample Z. onvertible DO | acts. On .
January 1, 1997, A purchases for $1,100 gN€ t€rm of the bond, and must befective for all relevant taxable years. In

corporation’s bond maturing on January 1, 200oCalculated to at least two decimal placegddition, each example assumes a 30-
with a stated principal amount of $1,000, payablevhen expressed as a percentage. day month and 360-day year. Although,

at maturity. The bond provides for unconditional (i) Step two: Determine the accrualfor purposes of simplicity, the yield as

payments of interest of $30 on January 1 and Jul ; : : .
1 of each year. In addition, the bond is convertiblebeHOdS'A holder determines the accrualstated is rounded to two decimal places,

into 15 shares of B corporation stock at the optiorperiOdS for the bq_nd under the rules othe computations do not reflect this

of the holder. On January 1, 1997, B corporation'sS 1.1272-1(b)(1)(ii). rounding convention.

nonconvertible, publicly-traded, three-year debt (iii) Step three: Determine the bond Example 1. Taxable bore(i) Facts.On Febru-

feflects 3 yield of 6.15 percent, compoundedlreMium allocable to the accrual pe-py 1. WER. A FUIETAS for SLU00N 8 tHAbS

semiannually. iod. The bO.nd p_remlum allocable to anérincipal amount of $100,000,,payabyle at maturity.
(i) Determination of basisAs basis for deter- accrual period is the excess of theme pond provides for unconditional payments of

mining loss on the sale or exchange of the bond igjualified stated interest allocable to thenterest of $10,000, payable on February 1 of each



year. A uses the cash receipts and disbursemerttse qualified stated interest of $10,000 ($5,0008 1.171-3 Special rules for certain
method of accounting, and A decides to use annuallocable to the accrual period ending on AUQUSE)OI’]dS
accrual periods ending on February 1 of each yeat, 1999, and $5,000 allocable to the accrual perio ’

(i) Amount of bond premiumThe interest ending on February 1, 2000) offset with bond Variabl debt i
payments on the bond are qualified stated interespremium of $1,118.17 ($645.29 allocable to the (@) a”a. e rate de t Instruments.
Therefore, the sum of all amounts payable on thaccrual period ending on August 1, 1999, andBond premium on a variable rate debt
gclagg Ot()%thLeJr dthag 1tT;1iTetr}$St paymtenftsg i§4g2.88 ayoczz%lg)toAthg ceja_ccrtuacljl %eriod Iendlinfg ofinstrument is determined by reference to

,000. Under .171-1, the amount of bondrebruary 1, . As indicated iBxample 1o : ; ;
premium is $10,000 ($110,000 — $100,000). this paragraph (c), this same amount would bghe stated_redemp_tlon price at mat“”ty

(iiiy Bond premium allocable to the first accrual taken into income at the same time had A use®f the equivalent fixed rate de_bt Instru-
period. Based on the remaining payment schedulannual accrual periods. ment constructed for the variable rate
gfot?ept;orzgn?ndcé’;;:jri]ségé tr;enr?ggl?)} A?hﬁelgoiﬁ@ Exarrt1_ple (:_%). FHoltderThus$s taccruatlh method ofgdebt instrument. In addition, a holder

. , g ccounting—(i) Facts. The facts are the same as ; ;
premium allocable to the accrual period ending onn Example 1of this paragraph (c) except that Aallocates bond premium on a variable
February 1, 2000, is the excess of the qualifiedises the accrual method of accounting. Thus, folfat? debt instrument among the gccrual
stated interest allocable to the period ($10,000he accrual period ending on February 1, 2000, thperiods by reference to the equivalent
over the product of the adjusted acquisition pricequalified stated interest allocable to the period ifixed rate debt instrument. The equiva-
at the beginning of the period ($110,000) and A's$10,000, and the bond premium allocable to th t fixed rate debt inst t is det
yield (8.07 percent, compounded annually). Thereperiod is $1,118.17. Because the accrual perio' 1t 1IX€d rate debt instrument IS deter-
fore, the bond premium allocable to the accruabxtends beyond the end of As taxable year, Anined as of the date the variable rate
pe(r_IO)dPIS $1',118.17c§$}10’?f00t_' ?8,82(}{??3). oA mus:)I allocate these amounts between the twdebt instrument is acquired by the

v) Premium used 1o ofiset interestihoug taxable years. holder and is constructed using the
receives an interest payment of $10,000 on Febru- (jij Amounts allocable to the first taxable year. rinciples of § 1.1275-5(e) Seeg ara-
ary 1, 2000, A only includes in income $8,881.83,The qualified stated interest allocable to the first? !"CIP : . P
the qualified stated interest allocable to the periodaxable year is $9,166.67 ($10,000 x 11/12). Th@raph (d) Example 1of this section.
(310,000) offset with bond premium allocable topond premium allocable to the first taxable year is  (p) Yield and remainin ayment
the period ($1,118.17). Under § 1.1016-5(b), A's$1,024.99 ($1,118.17 x 11/12). }(1 )d | N tain bond 9 pby t ot
basis in the bond is reduced by $1,118.17 on ; ; schedule ot certain bonds subject 1o
Feb 12 ' (iif) Premium used to offset interestor 1999, contingencies—(1) Applicability. This

ebruary 1, 2000. _ A includes in income $8,141.68, the qualified g APP Y-

Example 2. Alternative accrual periogi) siated interest allocable to the period ($9’166_67§)aragraph (b) pt‘OVId.eS rules that gpply
th.‘CtS-The facgs are the same aiﬂzj‘a”?g'e lof  offset with bond premium allocable to the periodin determining the yield and remaining
ts;rsnigﬁﬁ%rlagccr(jgll epxgr?(?(;st e?]tding gﬁl Istesbrtgarlilsﬁm'oz-“'gg)' Under 8 11015 _5(b), s basis In thepayment schedule of certain bonds that

ond is reduced by $1,024.99 in 1999. provide for an alternative payment

and August 1 of each year. . )
(iv) Amounts allocable to the next taxable year. chedule (or schedules) appllcable upon

(i) Bond premium allocable to the first accrual The remaining amounts of qualified stated interes -
period. Based on the remaining payment SChedUI‘:émd bond premium allocable to the accrual perio he occurrence of a contingency (or

e e an 6 bss n e e, e s o Feia 1 050 e (ajen miconingencies). This paragraph (o) ap-
premium allocable to the accrual period ending o coount for the taxable year ending on Decembeplies, however, only if the timing and

August 1, 1999, is the excess of the qualifie L 2000'| bliatieri amounts of the payments that comprise
stated interest allocable to the period ($5,000) over EXample 4. Tax-exempt obligatier(i) Facts. each payment schedule are known as of

the product of the adjusted acquisition price at the”" January 15, 1999, C purchases for $120,000 e date the holder acquires the bond

[ ; < viald tax-exempt obligation maturing on January 15, T .
ls)ti\%:endnIggp?cip)trri‘gtg;”tgﬁirgli%\?cl)ogg():oi?]cti tﬁz ﬁilgt'ﬁ_o%, with a stated principal amount of $100,000(the acquisition datg and the bond is

of the accrual period (7.92 percent/2). ThereforePavable at maturity. The obligation provides forsubject to paragraph (b)(2), (3), or (4) of
the bond premium allocable to the accrual periog'Nconditional payments of interest of $9,000thjs section. A bond does not provide for

is $645.29 ($5,000 — $4,354.71). Although theP3Yable on January 15 of each year. C uses gy aiternative payment schedule merely

accrual period ends on August 1, 1999, th(;_cash_receipts and di_sbursements method of a . ™ . .
quaI:.;ied gtatled interest of $5uOgOuO is not taken intounting, and C decides to use annual accrUiPecause there is a possibility of impair-

income until February 1, 2000, the date it isPeriods ending on January 15 of each year. ment of a payment (or payments) by
received. Likewise, the bond premium of $645.29 (i) Amount of bond premiumThe interest insolvency, default, or similar circum-

is not taken into account until February 1, 2000Payments on the obligation are qualified statedstances. See § 1.1275-4 for the treat-
e b, koo rce o e o ot [, U 5 9 S 20 of & bond et provides.for @
ugust 1, , s ,354. e adjuste ) - : : ; ; ;
acquisition price at the beginning of the periodments) is $100,000. Under § 1.171-1, the amourﬁtontlnger;fybthat is not described in this
($110,000) less the bond premium allocable to th®f bond premium is $20,000 ($120,000 -paragrap (b).
period ($645.29)). $100,000). _ _ (2) Remaining payment schedule that
(iii) Bond' premium allocablg to the second (|_||) Bond premium aIIoca}b_Ie to the first accrual jg significantly more likely than not to
accrual period. Because the interval betweenperiod. Based on the remaining payment schedule) . . =1 hoced on all the facts and
payments of qualified stated interest contains moref the obligation and C's basis in the obligation,~>>=" " o
than one accrual period, the adjusted acquisitiof's yield is 5.48 percent, compounded annuallycircumstances as of the acquisition date,
price at the beginning of the second accrual periodhe bond premium allocable to the accrual perioda single remaining payment schedule for
musltf t:je adjusted for theh aC?rued hbut (ijpai(znd:_r:g dO” {]?nga_fyt 15, tZOC:IO' 'Sblthet ext%ess Of_tfclﬁ bond is significantly more likely than
qualified stated interest. Therefore, the adjustegualilied stated interest allocable to the perioc ; fe
acquisition price on August 1, 1999, is($9,000) over the product of the adjusted acquisi- O; BO qucur’ tglts Ejerpam[ng pagment
$114,354.71 ($109,354.71 + $5,000). The bondion price at the beginning of the period Scheaule 1S used to determine and amor-
premium allocable to the accrual period ending or{$120,000) and C's yield (5.48 percent, com-tize bond premium under 8§ 1.171-1
February 1, 2000, is the excess of the qualifieqpounded annually). Therefore, the bond premiumand 1.171-2.
stated interest allocable to the period ($5,000) ovedllocable to the accrual period is $2,420.55 _— .-
the product of the adjusted acquisition price at th¢$9,000 — $6,579.45). (3).I\r/]land%tlory sinking fl;]ndb prow?lorr:_.
beginning of the period ($114,354.71) and As (iv) Premium used to offset intereglthough C NOtV_\”t S,tan Ing paragra_p (b)(2) of this
yield, stated appropriately taking into account thereceives an interest payment of $9,000 on Janua§€ection, if a bond is subject to a manda-
Ierr:gthf of thhe abccrgal period (7|.|92 lg)lercent/ﬁ).ls, 2000, C only receives tax-exempt interestory sinking fund provision described in
Therefore, the bond premium allocable to theincome of $6,579.45, the qualified stated interes 1.1272-1(c)(3) and the use and terms
accrual period is $472.88 ($5,000 — $4,527.12)allocable to the period ($9,000) offset with bondcg)f t'he I’OVi(Si)CEI’I) meet reasonable com-
(iv) Premium used to offset interegtithough A premium allocable to the period ($2,420.55). Un- . p .. L
receives an interest payment of $10,000 on Februder § 1.1016-5(b), C's basis in the obligation ismercial standards, the provision 1S 19-
ary 1, 2000, A only includes in income $8,881.83,reduced by $2,420.55 on January 15, 2000. nored for purposes of determining and



amortizing bond premium underretirement of a portion of the bond. Seejualified stated interest) is $100,000. Under

— _ i ; § 1.171-1, the amount of bond premium is
8§ 41.1_|_71 1 and 1+171 2: ' _ parag"raph (dExampIe 20f th|s.sect|0n. $10.000 ($110,000 - $100,000).
(4) Treatment of certain optiors(i) (if) Bond premium deduction on the iy Bond premium allocable to each accrual

Applicability. Notwithstanding para- issuer’s call of a taxable bondlf a period.E allocates bond premium to the remaining
graphs (b)(2) and (3) of this section, thechange in circumstances results from apccrual periods by reference to the payment sched-
rules of this paragraph (b)(4) determindssuer’s call of a taxable bond or auIe on the equivalent fixed rate debt instrument.

e . , Based on th t schedule of the equivalent
the remaining payment schedule of artial call that is a pro- rata prepay-yeq‘rae debt istument and Es basis in the

bond that provides the holder or issuement, the holder may deduct as bon@ond, E's yield is 10.12 percent, compounded
with an unconditional option or options, premium an amount equal to the excesspnually. The bond premium allocable to the
exercisable on one or more dates during any, of the adjusted acquisition priceaccrual pfetrilod encli_irngd Ortl tMgrftf; 1, t20(|)|0, izl thte
i excess of the qualified stated interest allocable to

:Eg rb%rggfgl?gr;g:mnOf tgenfgiﬂd, tﬁ ?jlt?rOf the bond. over the great.er of thethe period for the equivalent fixed rate debt
. 4 g pay scheduleamount received on rede_mp“()n or thenstrument ($12,000) over the product of the
(if) Operating rules.A holder deter- amount payable on maturity. adjusted acquisition price at the beginning of the
mines the remaining payment schedule (c) Remote and incidental contingen-Period ($110,000) and E's yield (10.12 percent,

of a bond by assumina that each optiom s ompounded annually). Therefore, the bond pre-
ill ill yt b 9 ised d E[)h Cies. For purposes of _deterr_nlnlng and?nium allocable to the accrual period is $870.71
will (or will not) be exercised under € amortizing bond premium, if a bor‘d($12,000 — $11,129.29). The bond premium al-

following rules: _ provides for a contingency that is re-locable to all the accrual periods is listed in the
(A) Issuer options.The issuer of a mote or incidental (within the meaningfollowing schedule:

tax-exempt 0b||gat|0n_|3 deemed_to €Xof § 1.1275-2(h)), the contingency is Accrual Adjusted acquisition ~ Premium

ercise or not exercise an option Okaken into account under the rules for period price at beginning of allocable to

combination of options in the mannerremote and incidental contingencies in ending  accrual period  accrual period

that minimizes the holder’s yield on theg 1.1275-2(h). 3/1/00 $110,000.00 $870.71
obligation. The issuer of a taxable bond i . 3/iyo1 109,129.29 958.81
is deemed to exercise or not exercise a, () Examples. The following. ex- ;o 108,170.48 1,055.82

. KETC , ! Amples illustrate the rules of this sec- 3103 107,114.66 1.162.64
option or combination of options in thetjon, Each example assumes the holders/1/o4 105,952.02 1,280.27
manner that maximizes the holder'syses the calendar year as its taxable yea®/1/05 104,671.75 1,409.80
yield on the bond. and, except as otherwise stated, has3/1/06 103,261.95 1,552.44

(B) Holder options. A holder is glected to amortize bond premium, ef- > 07 101,709.51 __1.70951

option or combination of options in the aqgition, each example assumes a 30-(iv) Qualified stated interest for each accrual
manner that maximizes the holder’sday month and 360-day year. Althoughperiod- Assume the bond actually pays the follow-

yield on the bond. for purposes of simplicity, the yield as"g amounts of qualified stated interest:

(C) Multiple options. If both t_he iS-  stated is rounded to two decimal places,Accrual period ending  Qualified stated interest
suer and the holder have options, thghe computations do not reflect this 3/1/00 $15,000.00
rules of paragraphs (b)(4)(ii))(A) and (B) rounding convention. 3/1/01 0.00
of this section are applied to the options Example 1. Variable rate debt instrumesnfi) 8/1/02 0.00
in the order that they may be exercisedfacts. On March 1, 1999, E purchases for g%gi 1000000
Thus, the deemed exercise of one optiofL10,000 a taxable bond maturing on March 1, 31/05 12.000.00
may " iminate. otheroptions that ‘are?007, v & Sated pincpalamoun f 100000, 5
later in time. pay v P 3/1/07 8,500.00

. . ditional payments of interest on March 1 of each
(5) Subsequent adjustmentgi) In  year based on the percentage appreciation of a(v) Premium used to offset intereE's interest
general. Except as provided in para- nationally-known commodity index. On March 1, income for each accrual period is determined by
graph (b)(5)(i)) of this section, if a 1%?3,;5 Seigzﬁfn;bgpgﬁﬂzgﬁc; ;23; ItlgeEbzzgsvmlé]ﬁsettir?gdthe_ﬂ?l:ﬁlifigd (sjtated @ntereﬁt allkz):lcatblet hto

; ; ; ; . s e period wi e bond premium allocable to the
Contl.ngenqy described I_n this paragr_ap%ash receipts and disbursements method of aperigd. For the accrual pgriod ending on March 1,
(b) (mdUd'r_‘g the exercise of an OptiONcounting, and E decides to use annual accrualoo, E includes in income $14,129.29, the quali-
described in paragraph (b)(4) of thisperiods ending on March 1 of each year. Assuméied stated interest allocable to the period
section) actua”y occurs or does nothat the bond is a variable rate debt instrumen{$15,000) offset with the bond premium allocable
occur, contrary to the assumption mad@n(_i_er § 1.1275-5. _ to the period ($870.71). For the accrual period

ursuant to this paragraph (b) (;dsnange _ (i) Amount of bond pre_mlurrBecause the bor]d ending on March 1,_ 2001, the bond premium

P . paragrap is a variable rate debt instrument, E determinesllocable to the period ($958.81) exceeds the
in circumstances then solely for pur- ang amortizes its bond premium by reference tgualified stated interest allocable to the period
poses of section 171, the bond is treatetle equivalent fixed rate debt instrument con{$0). Therefore, the excess of $958.81 ($958.81 —
as retired and reacquired by the holdegtructed for the bond as of March 1, 1999.$0) is carried forward to the next accrual period.
on the date of the change in Circum_Be_cau_se the bond _prowdes for interest at a S|r_lgI_Eor the next accru_al per_lod, t_hg qualified stated
objective rate that is reasonably expected to yielihterest for the period is insufficient to offset the
Ste}nces for an . amOL,mt equal to th%z percent, compounded annually, the equivalertiond premium allocable to the period ($1,055.82)
adjusted acquisition price of the bond asixed rate debt instrument for the bond is an eightand the amount carried forward from the prior
of that date. If, however, the change inyear bond with a principal amount of $100,000,period ($958.81). Thus, $2,014.63 ($1,055.82 +
circumstances results in a substantiallpayable at maturity. It$provides for annual pay-$958.81) is carried forward to the accrual period
nts of interest of $12,000. E’s basis in theending on March 1, 2003, and offsets qualified
contemporaneous pro-rata prepayment géeuivalent fixed rate debt instrument is $110,000stated interest allocable to that period. The amount
defined in § _1-1275_2(f)(2): the pro-ratarhe sum of all amounts payable on the equivalenE includes in income for each accrual period is
prepayment is treated as a payment ifixed rate debt instrument (other than payments oghown in the following schedule:



Premium allocable to

Accrual period ending Qualified stated interest accrual period Interest income Premium carryforward

3/1/00 $15,000.00 $870.71 $14,129.29

3/1/0 0.001 958.81 0.00 958.81
3/1/02 0.00 1,055.82 0.00 2,014.63
3/1/03 10,000.00 1,162.64 6,822.73

3/1/04 8,000.00 1,280.27 6,719.73

3/1/05 12,000.00 1,409.80 10,590.20

3/1/06 15,000.00 1,552.44 13,447.56

3/1/07 8,500.00 1,709.51 6,790.49

$10,000.00

Example 2. Partial call that results in a pro- § 1,171-4 Election to amortize bond2002 and future years to which the election
rata prepayment-(i) Facts. On April 1, 1999, M remium on taxable bonds applies, C may amortize only $23,190.88 ($30,000
purchases for $110,000 N's taxable bond maturing ’ — $3,257.44 — $3,551.68).

on April 1, 2006, with a stated principal amount of  (a) Time and manner of making the (d) Revocation of electionThe elec-
$100,000, payable at maturity. The bond provideg|ection—(1) In general. A holder tion under this section may not be

for unconditional payments of interest of $10,000,15ka5 the " election to amortize bondevoked unless approved by the Com-
payable on April 1 of each year. N has the option . . . . Lo
to call all or part of the bond on April 1, 2001, at PFEMIUM by offsetting interest incomemissioner.

ab percent premium over the pr|nc|pa| amount. M\/\”th bond prem'um |n the h0|der'S Par 6 SEC'[IOH 1171—5 |S added tO
uses the cash receipts and disbursements methtitnely filed federal income tax returnread as follows:
of accounting. for the first taxable year to which the

(i) Determination of yield and the remaining holder desires the election to apply. Thé& 1.171-5 Effective date and transition
payment scheduleM’s yield determined without holder should attach to the return gules.

regard to the call option is 8.07 percent, com-gtatement that the holder is makina the .
pounded annually. M's yield determined by assum- 9 (a) Effective date—(1) In general.

ing N exercises its call option is 6.89 percent,elecuon under t.hIS S?Ctlon' . This section and 88 1.171-1 through
compounded annually. Under paragraph (2) Coordination with OID electionlf 1.171-4 apply to bonds acquired on or
(b)@)(i)(A) of this section, it is assumed N wil & holder makes an election undefg. vhe date’60 days after the date final
not exercise the call option because exercising th8 1.1272-3 for a bond with bond pre-

option would minimrzg M's yield. Th_us, for mium, the holder is deemed to hav({qeg;ztel?na:&eevpeurblIi?hgdhlglég?a%e;ﬁles
purposes of determining and amortizing bondmade the election under this Sec“"”the eleétion undér § 1.171-4 for the

premium, the bond is assumed to be a seven-year (b) Scope of electionThe election taxable Jear Containing the date B0 days

bond with a single principal payment at maturity . . .
of $100,000. under this section applies to all taxableafter the date final regulations are pub-
shed in the Federal Register this

(i) Amount of bond premiumThe interest bonds held during or after the taxablqi

payments on the bond are qualified stated interesy €&l for WhiCh the e|e_Cti0n is m.ade'section and §§ 1.171-1 through 1.171-4
Therefore, the sum of all amounts payable on the (C) Election to amortize made in aapply to bonds held on or after the first
bond (other than the interest payments) isubsequent taxable yeai(1) In general. day of that taxable year
remiom U$n1%e(rJo§o 1531171%)_&60the$ir88%r(])t00f bondf a_holder elects to amortize bond (2) Transition rule for .use of constant
premium IS 5,59 ( e ' ,)' premium and holds a taxable bond ac-. . -
(iv) Bond premium allocable to the first two . : ; I«P/Ield. Notwithstanding paragraph (a)(1)
quired before the taxable year for whic f this section, § 1.171-2(a)(3) (provid-

accrual periods.For the accrual period ending on the election is made. the holder mav no
April 1, 2000, M includes in income $8,881.83, ) y ing that the bond premium allocable to
n accrual period is determined with

the qualified stated interest allocable to the perio@dmortize amounts that would have been
($10,000) offset with bond premium allocable togmortized in prior taxable vears had a A
the period ($1,118.17). The adjusted acquisitiony|action beenp in effect fOly those prior eference to a constant yield) does not
price on April 1, 2000, is $108,881.83 ($110,000 — apply to a bond issued before September
$1,118.17). For the accrual period ending on Apriyeg)S'E le.The followi | 28. 1985.
1, 2001, M includes in income $8,791.54, the Xample. I'ne t1ollowing exampile ; . . L.
qualified stated interest allocable to the periodllustrates the rule of this paragraph (c) . (b) Coordma_ltlon with existing elec-
($10,000) offset with bond premium allocable to  Example—(i) Facts. On May 1, 1999, C pur- 1ON. A holder is deemed to have made
the period ($1,208.46). The adjusted acquisitiorhases for $130,000 a taxable bond maturing of€ election under § 1.171-4 if the
price. on April 1, 2001, is $107,673.37 May 1, 2006, with a stated principal amount ofholder elected to amortize bond pre-
($108,881.83 — $1,208.46). $100,000, payable at maturity. The bond providesnium under section 171 and that elec-
(v) Partial call. Assume N calls one-half of M’s for unconditional payments of interest of $15,000,: ; ;
bond for $52,500 on April 1, 2001. Because it waspayable on May 1 of each year. C uses the casﬂon IS eﬁectlvg on the d.ate 60 days
assumed the call would not be exercised, the cafeceipts and disbursements method of accountingfter the date final regulations are pub-
is a change in circumstances. However, the parti@nd the calendar year as its taxable year. C has nbshed in theFederal Register.
call is also a pro-rata prepayment within thepreviously elected to amortize bond premium, but (c) Accounting method changeg1)
meaning of § 1.1275-2(f)(2). As a result, the ca||d0g§ so for 2002. . . _ Consent to changeA holder required to
is treated as a retirement of one-half of the bond. (i) Amount to amortizeC’s basis for determin- . .
Under paragraph (b)(5)(ii) of this section, M maying loss on the sale or exchange of the bond ighange Its methOd of accoum'ng. for
deduct $1,336.68, the excess of its adjusted acqub130,000. Thus, under § 1.171-1, the amount dpond premium to comply with
sition price in the retired portion of the bond bond premium is $30,000. Under § 1.171-2, if a8§ 1.171-1 through 1.171-3 must se-
($107,673.37/2, or $53,83§.68) over the amounbond premium election were in effect for éhe priorcyre the consent of the Commissioner in
received on redemption ($52,500). M’s adjustedaxable years, C would have amortized $3,257.4 : :
basis in the portio?I of Ehe bonc)l that re#nainsof bond)::)remium on May 1, 2000, and $3,551.6 ccordance with the requirements Qf
outstanding is $53,836.68 ($107,673.37 -of bond premium on May 1, 2001, based on3 1.446-1(e). Paragraph (c)(2) of this
$53,836.68). annual accrual periods ending on May 1. Thus, fosection provides the Commissioner’s au-



tomatic consent for certain changes.
holder making the election does nc
need the Commissioner’s consent.

(2) Automatic consentThe Commis-
sioner grants consent for a holder t
change its method of accounting fo
bond premium with respect to bonds t
which 88 1.171-1 through 1.171-3 af
ply. The consent granted by this par:
graph (c)(2) applies provided—

(i) The holder elected to amortize
bond premium under section 171 for
taxable year prior to the taxable yee
containing the date 60 days after th
date final regulations are published i
the Federal Register and that election
has not been revoked;

(i) The change is made for the firs
taxable year for which the holder mus
account for a bond under 88 1.171-
through 1.171-3; and

(i) The holder attaches to its returr
for the taxable year containing th
change a statement that it has chang
its method of accounting under thi
section.

Par. 7. Section 1.1016-5 is amende
by revising paragraph (b) to read a
follows:

§ 1.1016-5 Miscellaneous adjustmen
to basis.

(b) Amortizable bond premiumA
holder’s basis in a bond is reduced b
the amount of bond premium used t
offset qualified stated interest incom
under § 1.171-2. This reduction occur
when the holder takes the qualifie
stated interest into account under tt
holder’s regular method of accounting
In addition, a holder’s basis in a taxabl
bond is reduced by the amount of bon
premium allowed as a deduction unde
§ 1.171-3(b)(5)(ii) (relating to the issu:
er's call of a taxable bond).

* * * * *

8 1.1016-9 [Removed]
Par. 8. Section 1.1016-9 is remove!

Margaret Milner Richardson,
Commissioner of Internal Revenue

(Filed by the Office of the Federal Reigster ol
June 26, 1996, 8:45 a.m., and published in tt
issue of the Federal Register for June 27, 1996,
F.R. 33396)



