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(2) Special rule where stock may not be 
used to secure debt. For purposes of this 
section, if stock described in paragraph 
(q)(1) of this section may not be used to 
secure debt because of restrictions 
under local or State law or because of 
restrictions in the cooperative agree-
ment (other than restrictions the prin-
cipal purpose of which is to permit the 
tenant-stockholder to treat unsecured 
debt as secured debt under this para-
graph (q)(2)), debt may be treated as se-
cured by such stock to the extent that 
the proceeds of the debt are allocated 
to the purchase of the stock under the 
rules of § 1.163–8T. For purposes of this 
paragraph (q)(2), proceeds of debt in-
curred prior to January 1, 1987, may be 
treated as allocated to the purchase of 
such stock to the extent that the ten-
ant-stockholder has properly and con-
sistently deducted interest expense on 
such debt as home mortgage interest 
attributable to such stock on Schedule 
A of Form 1040 in determining his tax-
able income for taxable years begin-
ning before January 1, 1987. For pur-
poses of this paragraph (q)(2), amended 
returns filed after December 22, 1987, 
are disregarded. 

(3) Treatment of interest expense of the 
cooperative described in section 216(a)(2). 
For purposes of section 163(h) and 
§ 1.163–9T (disallowance of deduction for 
personal interest) and section 163(d) 
(limitation on investment interest), 
any amount allowable as a deduction 
to a tenant-stockholder under section 
216(a)(2) shall be treated as interest 
paid or accrued by the tenant-stock-
holder. If a tenant-stockholder’s stock 
in a cooperative housing corporation is 
a qualified residence of the tenant- 
shareholder, any amount allowable as a 
deduction to the tenant-stockholder 
under section 216(a)(2) is qualified resi-
dence interest. 

(4) Special rule to prevent tax avoid-
ance. If the amount treated as qualified 
residence interest under this section 
exceeds the amount which would be so 
treated if the tenant-stockholder were 
treated as directly owning his propor-
tionate share of the assets and liabil-
ities of the cooperative and one of the 
principal purposes of the cooperative 
arrangement is to permit the tenant- 
stockholder to increase the amount of 
qualified residence interest, the dis-

trict director may determine that such 
excess is not qualified residence inter-
est. 

(5) Other definitions. For purposes of 
this section, the terms ‘‘tenant-stock-
holder,’’ ‘‘cooperative housing corpora-
tion’’ and ‘‘proportionate share’’ shall 
have the meaning given by section 216 
and the regulations thereunder. 

(r) Effective date. The provisions of 
this section are effective for taxable 
years beginning after December 31, 
1986. 

[T.D. 8168, 52 FR 48410, Dec. 22, 1987] 

§ 1.163–12 Deduction of original issue 
discount on instrument held by re-
lated foreign person. 

(a) General rules—(1) Deferral of deduc-
tion. Except as provided in paragraph 
(b) of this section, section 163(e)(3) re-
quires a taxpayer to use the cash meth-
od of accounting with respect to the 
deduction of original issue discount 
owed to a related foreign person. A de-
duction for an otherwise deductible 
portion of original issue discount with 
respect to a debt instrument will not 
be allowable as a deduction to the 
issuer until paid if, at the close of the 
issuer’s taxable year in which such 
amount would otherwise be deductible, 
the person holding the debt instrument 
is a related foreign person. For pur-
poses of this section, a related foreign 
person is any person that is not a 
United States person within the mean-
ing of section 7701(a)(30), and that is re-
lated (within the meaning of section 
267(b)) to the issuer at the close of the 
taxable year in which the amount in-
curred by the taxpayer would other-
wise be deductible. Section 267(f) de-
fines ‘‘controlled group’’ for purposes 
of section 267(b) without regard to the 
limitations of section 1563(b). An 
amount is treated as paid for purposes 
of this section if the amount is consid-
ered paid for purposes of section 1441 or 
section 1442 (including an amount 
taken into account pursuant to section 
871(a)(1)(C), section 881(a)(3), or section 
884(f)). The rules of this paragraph (a) 
apply even if the original issue dis-
count is not subject to United States 
tax, or is subject to a reduced rate of 
tax, pursuant to a provision of the In-
ternal Revenue Code or a treaty obliga-
tion of the United States. For purposes 
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of this section, original issue discount 
is an amount described in section 1273, 
whether from sources inside or outside 
the United States. 

(2) Change in method of accounting. A 
taxpayer that uses a method of ac-
counting other than that required by 
the rules of this section must change 
its method of accounting to conform 
its method to the rules of this section. 
The taxpayer’s change in method must 
be made pursuant to the rules of sec-
tion 446(e), the regulations thereunder, 
and any applicable administrative pro-
cedures prescribed by the Commis-
sioner. Because the rules of this sec-
tion prescribe a method of accounting, 
these rules apply in the determination 
of a taxpayer’s earnings and profits 
pursuant to § 1.312–6(a). 

(b) Exceptions and special rules—(1) Ef-
fectively connected income. The provi-
sions of section 267(a)(2) and the regu-
lations thereunder, and not the provi-
sions of paragraph (a) of this section, 
apply to an amount of original issue 
discount that is income of the related 
foreign person that is effectively con-
nected with the conduct of a United 
States trade or business of such related 
foreign person. An amount described in 
this paragraph (b)(1) thus is allowable 
as a deduction as of the day on which 
the amount is includible in the gross 
income of the related foreign person as 
effectively connected income under 
sections 872(a)(2) or 882(b) (or, if later, 
as of the day on which the deduction 
would be so allowable but for section 
267(a)(2)). However, this paragraph 
(b)(1) does not apply if the related for-
eign person is exempt from United 
States income tax on the amount owed, 
or is subject to a reduced rate of tax, 
pursuant to a treaty obligation of the 
United States (such as under an article 
relating to the taxation of business 
profits). 

(2) Certain obligations issued by natural 
persons. This section does not apply to 
any debt instrument described in sec-
tion 163(e)(4) (relating to obligations 
issued by natural persons before March 
2, 1984, and to loans between natural 
persons). 

(3) Amounts owed to a foreign personal 
holding company, controlled foreign cor-
poration, or passive foreign investment 
company—(i) Foreign personal holding 

companies. If an amount to which para-
graph (a) of this section otherwise ap-
plies is owed to a related foreign person 
that is a foreign personal holding com-
pany within the meaning of section 552, 
then the amount is allowable as a de-
duction as of the day on which the 
amount is includible in the income of 
the foreign personal holding company. 
The day on which the amount is in-
cludible in income is determined with 
reference to the method of accounting 
under which the foreign personal hold-
ing company computes its taxable in-
come and earnings and profits for pur-
poses of sections 551 through 558. See 
section 551(c) and the regulations 
thereunder for the reporting require-
ments of the foreign personal holding 
company provisions (sections 551 
through 558). 

(ii) Controlled foreign corporations. If 
an amount to which paragraph (a) of 
this section otherwise applies is owed 
to a related foreign person that is a 
controlled foreign corporation within 
the meaning of section 957, then the 
amount is allowable as a deduction as 
of the day on which the amount is in-
cludible in the income of the controlled 
foreign corporation. The day on which 
the amount is includible in income is 
determined with reference to the meth-
od of accounting under which the con-
trolled foreign corporation computes 
its taxable income and earnings and 
profits for purposes of sections 951 
through 964. See section 6038 and the 
regulations thereunder for the report-
ing requirements of the controlled for-
eign corporation provisions (sections 
951 through 964). 

(iii) Passive foreign investment compa-
nies. If an amount to which paragraph 
(a) of this section otherwise applies is 
owed to a related foreign person that is 
a passive foreign investment company 
within the meaning of section 1296, 
then the amount is allowable as a de-
duction as of the day on which amount 
is includible in the income of the pas-
sive foreign investment company. The 
day on which the amount is includible 
in income is determined with reference 
to the method of accounting under 
which the earnings and profits of the 
passive foreign investment company 
are computed for purposes of sections 
1291 through 1297. See sections 1291 
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through 1297 and the regulations there-
under for the reporting requirements of 
the passive foreign investment com-
pany provisions. This exception shall 
apply, however, only if the person that 
owes the amount at issue has made and 
has in effect an election pursuant to 
section 1295 with respect to the passive 
foreign investment company to which 
the amount at issue is owed. 

(c) Application of section 267. Except 
as limited in paragraph (b)(1) of this 
section, the provisions of section 267 
and the regulations thereunder shall 
apply to any amount of original issue 
discount to which the provisions of this 
section do not apply. 

(d) Effective date. The rules of this 
section are effective with respect to all 
original issue discount on debt instru-
ments issued after June 9, 1984. 

[T.D. 8465, 58 FR 236, Jan. 5, 1993; 58 FR 8098, 
Feb. 11, 1993] 

§ 1.163–13 Treatment of bond issuance 
premium. 

(a) General rule. If a debt instrument 
is issued with bond issuance premium, 
this section limits the amount of the 
issuer’s interest deduction otherwise 
allowable under section 163(a). In gen-
eral, the issuer determines its interest 
deduction by offsetting the interest al-
locable to an accrual period with the 
bond issuance premium allocable to 
that period. Bond issuance premium is 
allocable to an accrual period based on 
a constant yield. The use of a constant 
yield to amortize bond issuance pre-
mium is intended to generally conform 
the treatment of debt instruments hav-
ing bond issuance premium with those 
having original issue discount. Unless 
otherwise provided, the terms used in 
this section have the same meaning as 
those terms in section 163(e), sections 
1271 through 1275, and the cor-
responding regulations. Moreover, un-
less otherwise provided, the provisions 
of this section apply in a manner con-
sistent with those of section 163(e), sec-
tions 1271 through 1275, and the cor-
responding regulations. In addition, 
the anti-abuse rule in § 1.1275–2(g) ap-
plies for purposes of this section. For 
rules dealing with the treatment of 
bond premium by a holder, see §§ 1.171– 
1 through 1.171–5. 

(b) Exceptions. This section does not 
apply to— 

(1) A debt instrument described in 
section 1272(a)(6)(C) (regular interests 
in a REMIC, qualified mortgages held 
by a REMIC, and certain other debt in-
struments, or pools of debt instru-
ments, with payments subject to accel-
eration); or 

(2) A debt instrument to which 
§ 1.1275–4 applies (relating to certain 
debt instruments that provide for con-
tingent payments). 

(c) Bond issuance premium. Bond 
issuance premium is the excess, if any, 
of the issue price of a debt instrument 
over its stated redemption price at ma-
turity. For purposes of this section, the 
issue price of a convertible bond (as de-
fined in § 1.171–1(e)(1)(iii)(C)) does not 
include an amount equal to the value 
of the conversion option (as determined 
under § 1.171–1(e)(1)(iii)(A)). 

(d) Offsetting qualified stated interest 
with bond issuance premium—(1) In gen-
eral. An issuer amortizes bond issuance 
premium by offsetting the qualified 
stated interest allocable to an accrual 
period with the bond issuance premium 
allocable to the accrual period. This 
offset occurs when the issuer takes the 
qualified stated interest into account 
under its regular method of account-
ing. 

(2) Qualified stated interest allocable to 
an accrual period. See § 1.446–2(b) to de-
termine the accrual period to which 
qualified stated interest is allocable 
and to determine the accrual of quali-
fied stated interest within an accrual 
period. 

(3) Bond issuance premium allocable to 
an accrual period. The bond issuance 
premium allocable to an accrual period 
is determined under this paragraph 
(d)(3). Within an accrual period, the 
bond issuance premium allocable to 
the period accrues ratably. 

(i) Step one: Determine the debt instru-
ment’s yield to maturity. The yield to 
maturity of a debt instrument is deter-
mined under the rules of § 1.1272– 
1(b)(1)(i). 

(ii) Step two: Determine the accrual pe-
riods. The accrual periods are deter-
mined under the rules of § 1.1272– 
1(b)(1)(ii). 

(iii) Step three: Determine the bond 
issuance premium allocable to the accrual 
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