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1. PURPOSE

The purpose of this revenue procedure is to set forth an acceptable method for determining the amount of points allocable to each taxable year during the term of an indebtedness in a situation where points charged to a taxpayer in respect of the indebtedness are required to be deducted over the period of the indebtedness. (The term “points” as used in this revenue procedure includes only amounts paid for the use or forbearance of money and does not include any charge for services, even if such a charge is levied as part of a loan orignation fee.) 

2. SCOPE

This revenue procedure applies to a taxpayer who: 

(1) Is an individual; 

(2) Uses the cash receipts and disbursements method of accounting; 

(3) Was charged points in respect of an indebtedness such that: 

(A) The indebtedness is secured by a residence (whether or not the residence of the taxpayer); 

(B) The term of the indebtedness is no greater than 30 years; 

(C) If the term of the indebtedness is greater than 10 years, the provisions of the indebtedness, including the requirements concerning when principal must be repaid, are customary (in the area where the indebtedness was incurred) for loans of the same or longer term financing the purchase of residential real estate; and 

(D) Either-- 

(i) The initial principal amount of the indebtedness was no greater than $250,000; or 

(ii) The number of points charged was no greater than-- 

(a) 4, in the case of indebtedness with a term of 15 years or less; or 

(b) 6, in the case of indebtedness with a term of over 15 years; and 

(4) May deduct the points no sooner than the taxable year to which they are allocable. 

Thus, in light of requirements (1) and (3) above, this revenue procedure does not apply to a deduction allocated to an individual from another taxpayer (such as from a partnership or S corporation). 

3. BACKGROUND

.01. Points Subject to Section 461(g)(1) of the Code. 

Section 163(a) of the Code generally allows a deduction for interest paid or accrued within the taxable year on indebtedness. Section 163(h)(1) of the Code provides that in the case of a taxpayer other than a corporation, no deduction shall be allowed for personal interest paid or accrued during the taxable year. Section 163(h)(2) provides, in part, that personal interest does not include interest incurred or continued in connection with the conduct of a trade or business (other than the trade or business of performing services as an employee), investment interest (within the meaning of section 163(d)), interest which is taken into account under section 469 in computing the taxpayer's income or loss from passive activities, and qualified residence interest (within the meaning of section 163(h)(3)). 

Section 461(g)(1) of the Code, generally, provides that if the taxable income of the taxpayer is computed under the cash receipts and disbursements method of accounting, interest paid by the taxpayer that is properly allocable to any period (A) with respect to which the interest represents a charge for the use of forbearance of money, and (B) which is after the close of the taxable year in which paid, shall be charged to capital account and shall be treated as paid in the period to which so allocable. Thus, such a taxpayer may not take a deduction for interest paid earlier than the taxable year in which (and to the extent that) the interest represents a charge for the use or forbearance of money. An exception to the general rule of section 461(g)(1) is set forth in section 461(g)(2). 

Rev. Rul. 87-22, page 146, this Bulletin, holds that points paid in refinancing a mortgage loan are not deductible in full for the taxable year paid. Rather, they may be deducted only for the period to which they are allocable. This is true even when the new mortgage loan is secured by the principal residence of the taxpayer. If, however, the new loan is secured by the taxpayer's principal residence and a portion of the proceeds of the new loan is used to improve the residence, a corresponding portion of the points paid is currently deductible. This revenue procedure does not apply to the portion of the points that are so deductible. 

.02. Points Not Paid at the Time the Indebtedness Is Incurred. 

In Schubel v. Commissioner, 77 T.C. 701 (1981), the Tax Court held that points withheld by a lender from loan proceeds may not be deducted by a borrower in the year the points were withheld, because the withholding did not constitute payment within the taxable year. 

Withholding points from the proceeds of a loan reduces the issue price of the loan and thus creates original issue discount. Section 1273(a)(1) of the Code. 

Section 1275(b)(2) of the Code provides that, in the case of any debt instrument, if the instrument is incurred in connection with the acquisition or carrying of personal use property, if the instrument has original issue discount (determined after the application of section 1275(b)(1)), and if the obligor under the instrument uses the cash receipts and disbursements method of accounting, then notwithstanding section 163(e), the original issue discount on the instrument shall be deductible only when paid. 

Section 163(e)(1) of the Code provides that in the case of any debt instrument issued after July 1, 1982, the portion of the original issue discount with respect to such debt instrument which is allowable as a deduction to the issuer for any taxable year shall be equal to the aggregate daily portions of the original issue discount for days during such taxable year. 

Section 163(e)(2)(A) of the Code defines debt instrument as having the same meaning given such term by section 1275(a)(1). The definition of “debt instrument” in section 1275(a)(1) includes a mortgage-secured indebtedness of the sort covered by this revenue procedure. 

Section 163(e)(2)(B) of the Code provides that the daily portion of the original issue discount for any day shall be determined under section 1272(a) (without regard to paragraph (6) thereof and without regard to section 1273(a)(3)). 

Under section 1272(a) of the Code, the daily portion of original issue discount is, in general, determined by a computation that is based on principles of economic accrual. 

4. APPLICATION

The Internal Revenue Service, as a matter of administrative convenience, will allow a taxpayer described in section 2 above consistently to allocate the points ratably over the indebtedness period. To determine the ratable allocation of points that are deductible in a taxable year, the taxpayer must (1) divide the total amount charged as points (excluding the amount of points, if any, that is currently deductible under section 461(g)(2) of the Code) by the total number of periodic payments due during the term of the indebtedness and (2) multiply this amount by the sum of the number of periodic payments due before the end of, and made in, the taxable year plus the number of such payments due in that year and made in a previous year. 

Example. A lender charged A, an individual, $3,600 as points in refinancing the mortgage loan on A's principal residence. Interest paid on the new mortgage loan, including the amount paid as points, was “qualified residence interest” (within the meaning of section 163(h)(3) of the Code). None of the points was currently deductible under section 461(g)(2). The new mortgage loan involved 360 monthly payments. The first payment on the mortgage loan was due October 1, 1986, and the last payment was due September 1, 2016. A made each of the payments in the taxable year in which it was due. A may deduct $30 in 1986 ($3,600 divided by 360, multiplied by 3). For each taxable year from 1987 through 2015, A may deduct $120 ($3,600 divided by 360, multiplied by 12). For taxable year 2016, the last taxable year of the indebtedness period, A may deduct $90 ($3,600 divided by 360, multiplied by 9). 

5. EFFECTIVE DATE

For purposes of section 163(e) of the Code, this revenue procedure is effective for debt instruments issued after July 1, 1982. 

For purposes of section 461(g)(1) of the Code, this revenue procedure is effective for amounts paid after December 31, 1975. 


