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Gui dance Regarding the Treatnent of Certain Contingent Paynent
Debt Instrunents with One or More Paynents that Are Denoni nated
in, or Determ ned by Reference to, a Nonfunctional Currency
AGENCY: Internal Revenue Service (IRS), Treasury.

ACTION:  Final regulation.

SUMVARY: This docunent contains final regulations regarding the
treatnment of contingent paynent debt instrunments for which one
or nore paynments are denom nated in, or determ ned by reference
to, a currency other than the taxpayer’s functional currency.
These regul ati ons are necessary because current regul ati ons do
not provide gui dance concerning the tax treatnment of such
instrunents. The regul ations affect issuers and hol ders of such
instrunments.

DATES: Effective Date: These regulations are effective

August 30, 2004.

Applicability date: These regulations apply to debt

instrunents issued on or after October 29, 2004.



FOR FURTHER | NFORMATI ON CONTACT: M Iton Cahn, (202) 622-3860
(not a toll free nunber).

SUPPLENMENTARY | NFORVATI ON:

Paperwor k Reducti on Act

The coll ections of infornmation contained in these final
regul ati ons have been revi ewed and approved by the O fice of
Managenment and Budget in accordance with the Paperwork Reduction
Act (44 U.S.C. 3507) under control nunber 1545-1831. Responses
to these collections of informati on are mandatory.

An agency may not conduct or sponsor, and a person i s not
required to respond to, a collection of information unless the
collection of information displays a valid control nunber
assigned by the Ofice of Managenent and Budget.

The estinmated annual burden per [respondent/recordkeeper]
varies from48 mnutes to 1 hour 12 m nutes, depending on
i ndi vidual circunstances, with an estinmated average of 1 hour.

Comments concerning the accuracy of this burden estimte
and suggestions for reducing this burden should be sent to the
I nternal Revenue Service, Attn: |RS Reports C earance Oficer,
SE: W CAR: MP: T: T: SP Washi ngton, DC 20224, and to the O fice of
Managenent and Budget, Attn: Desk Oficer for the Departnent of
the Treasury, O fice of Information and Regulatory Affairs,

Washi ngt on, DC 20503.



Books or records relating to this collection of information
nmust be retained as long as their contents may becone materi al
in the admnistration of any internal revenue |aw. Generally,
tax returns and tax return information are confidential, as
required by 26 U S.C. 6103.

Backgr ound

Thi s docunment contains anmendnents to 26 CFR part 1. On
August 29, 2003, a notice of proposed rul emaki ng (REG 106486- 98)
relating to the taxation of nonfunctional currency denom nated
contingent payment debt instruments was published in the Federal
Regi ster (68 FR 51944). No public hearing was requested or
held. One witten comment responding to the notice of proposed
rul emaki ng was received. After consideration of this coment,
the proposed regul ati ons are adopted as anended by this Treasury
decision. The revisions are discussed bel ow
Sunmary of Coments

Treasury and the IRS received one comment letter in
response to the notice of proposed rul emaking. The issues
raised in that comment |letter are addressed bel ow

1. Exceptions Described in 81.1275-4(a)(2)

The conment letter notes that in describing instrunents

subject to 81.988-6 by reference to 81.1275-4(b)(1), it was



uncl ear whether the exceptions set forth in 81.1275-4(a)(2)
applied to instrunments described in 81.988-6(a)(1).

It was intended to be inplicit fromthe reference to
81.1275-4(b) (1) that debt instruments excluded fromthe
application of 81.1275-4 by reason of 81.1275-4(a)(2) (other
t han by reason of being subject to section 988) are sinmlarly
excluded from 81.988-6. Nevertheless, the final regul ations
have been revised to nake explicit that 81.988-6 applies only to
debt instruments to which 81.1275-4 woul d ot herw se apply (not
taking into account the exclusion for debt instrunents that are
subj ect to section 988).

2. Milticurrency Debt Instrunents Wth Rel ated Hedges

The comment |etter expresses concern that it nay be
possible to structure arrangenents to avoid the original issue
discount (O D rules using a nulticurrency debt instrunent that
has a nonfunctional currency as the predom nant currency and
partial hedges of that instrunment. That is, it may be possible
to closely replicate the economc attributes of a dollar
denom nated instrument with O D through a conbi nation of a
mul ticurrency instrument without O D and a partial hedge of that
instrument. The conment |etter suggests that 81.988-5(a) would
not apply in such a case, because the hedge woul d not be a

conpl ete hedge of all paynents.



Treasury and the I RS believe that an anti-abuse rule is
appropriate to prevent the potential abuse described above.
Accordingly, an anti-abuse rule applicable to debt instrunments
subj ect to section 988 is included in 81.988-2(b)(18). This
anti -abuse rule is patterned after the anti-abuse rul e contained
in 81.1275-2(g) and pernmits the Conm ssioner to apply or depart
fromthe applicable regulations as necessary or appropriate to
achi eve a reasonable result. No inference is intended as to how
t he Conmm ssioner may apply the anti-abuse rule contained in
81.1275-2(g) to nonfunctional currency denom nated debt
instrunments.

In addition, Treasury and the I RS believe that 81.988-2(f)
may be applied in the situation described. Furthernore,
Treasury and the I RS note that under 81.988-5(a)(8)(iii) the
Comm ssioner can integrate a foreign currency denom nated debt
instrument wth a partial hedge of that instrunent.

3. Milticurrency Debt Instrunent--Deternm nation of Predom nant
Currency

The comment |etter proposes the use of a special anti-abuse
rule in the case where the net present value of all paynents in,
or determned with respect to, the predom nant currency of a
mul ticurrency instrunent does not exceed 50 percent of the

present value of all payments. The letter requests that, in



such a case, the conparable yield be determ ned on a synthetic
basis by reference to the wei ghted average of the conparable
yields in each conmponent currency rather than by reference to

t he predom nant currency. There are two stated rationales for
this request. First, the holder could avoid accrual of ODif a
mul ti currency contingent paynent debt instrunment’s predom nant
currency is a currency with a lowinterest rate and the other
currencies in which paynents are denonminated or with respect to
whi ch paynents are determ ned are highly inflationary currencies
(but not hyperinflationary currencies). Second, if the

predom nant |ow interest rate currency in such an instrunment is
the U S. dollar and the issuer is foreign, a holder’s gain upon
di sposition of the instrument would be characterized as foreign
source interest incone rather than as U S. source foreign
currency gain.

Treasury and the I RS agree that the letter has identified
an issue to be addressed. However, Treasury and the I RS believe
t he proposed solution of creating a synthetic yield (and
presunmably a synthetic currency to neasure currency gain or
|l oss) is overly conplex and would be difficult to adm nister.

I nstead, Treasury and the I RS have added a special rule that
applies if there is no single currency for which the net present

value in functional currency of all paynents denom nated in, or
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determ ned by reference to, that currency is greater than 50
percent of the total value of all paynments. |In such a case, if
t he discount rate attributable to the currency that woul d

ot herwi se be the predom nant currency differs by 10 percentage
points or nore fromthe discount rate attributable to any other
currency in which paynents are denonminated or with respect to
whi ch paynents are determ ned, the Conm ssioner can determ ne

t he predom nant currency under any reasonabl e net hod.

4. Integrated Debt Instrunents

The comment letter requests clarification that 81.988-6
does not apply to transactions that are conposed of a
nonfunctional currency contingent paynent debt instrunment (or a
mul ti currency debt instrument) and a qualified hedge and that
are subject to the integration rules of 81.988-5. Treasury and
the IRS believe that the proposed regul ations are clear on this
poi nt, because 81.988-5(a)(5)(i) provides that a taxpayer nmay
treat a debt instrument and a hedge as an integrated econon c
transaction only if, anmong other things, all the contingent
features of an instrunent are fully hedged such that the
synthetic debt instrunent resulting fromintegration is not a
contingent paynent instrunment. Accordingly, no change has been
made in the final regulations regarding this issue.

5. Alternative Paynent Schedul e and Fi xed Yield Rul es
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Section 1.1275-4(a)(2)(iii) provides that the contingent
paynent debt instrunent rules in 81.1275-4 do not apply to a
debt instrunent subject to 81.1272-1(c) (a debt instrunent that
provi des for certain alternative paynent schedul es) or 81.1272-
1(d) (a debt instrunment that provides for a fixed yield). The
comrent letter requests that the final regulations clarify that,
for purposes of applying 881.1272-1(c) and 1.1272-1(d) to a
nonfuncti onal currency denom nated debt instrument, the yield of
the instrunent be determined in the instrunent’s denom nation
currency, rather than in the taxpayer’s functional currency.
Treasury and the IRS believe that it is clear under
81.988-2(b)(2)(ii)(A) (determ nations regarding ODin a
nonfuncti onal currency denom nated debt instrunent are nade in
the currency of the debt instrunment) that these provisions are
applied by using the debt instrument’s denom nation currency.
Accordi ngly, no change has been nade in the final regulations
regarding this issue.

6. Predom nant Currency of a Miulticurrency Debt Instrunent is
t he Sanme as the Taxpayer’s Functional Currency

The comment letter requests that the final regulations
clarify that if the predom nant currency of a nulticurrency debt
instrunment is the taxpayer’s functional currency, then section

988 does not apply to that instrunent. Treasury and the IRS



bel i eve that 81.988-6(d)(4) of the proposed regulations is clear
on this point. Accordingly, no further clarification is made in
the final regulations.

7. Oher Reqgul atory Provisions

The comment |etter requests that the final regul ations
clarify that debt instruments subject to 81.988-6 be treated for
pur poses of other regulations as if they were subject to
81.1275-4. Section 1.988-6 provides that the rules of 81.1275-4
apply to debt instruments subject to 81.988-6, except as
ot herwi se provided in 81.988-6. Accordingly, a reference to a
debt instrunent subject to 81.1275-4 will also refer to a debt
i nstrument subject to 81.988-6, unless otherwi se provided in
81.988-6. Treasury and the IRS therefore believe that no
further clarification is necessary.

8. Netting Currency Gain or Loss Wth O her Gain or Loss Upon a
Di sposition of the | nstrunent

In response to a request in the preanble to the proposed
regul ati ons for comrents regarding netting, the conmment |etter
proposes that foreign currency gain or |oss be netted with other
gain or loss on the disposition of a debt instrunent. Treasury
and the I RS are concerned about this type of netting in the
context of foreign currency contingent paynment debt instrunents.

Dependi ng on the particular ternms of such an instrunent, a



change in value due to a contingency nmay be recogni zed for tax
purposes in a year prior to the recognition of foreign currency
gain or | oss upon disposition of the instrunment or nmay be
recogni zed concurrently with the recognition of foreign currency
gain or |oss upon disposition. Treasury and the IRS therefore
have concluded that netting is not appropriate in the context of
foreign currency contingent paynment debt instrunents.

9. Tax Exenpt Foreign Currency Contingent Paynent Debt
| nstrunent s

In response to a request in the preanble to the proposed
regul ations for comments regardi ng tax exenpt foreign currency
conti ngent paynent debt instruments, the coment |etter requests
certain nodifications to 81.1275-4(d)(3) to take into account
the policy considerations underlying 81.988-3(c). Treasury and
the I RS appreciate these coments but believe the matter
deserves nore careful study before any regul ations specifically
addressing tax exenpt foreign currency contingent paynent debt
i nstrunents can be issued.

10. Milticurrency Debt Instrunments Wth no Non- Currency
Cont i ngenci es

In response to the request for comments contained in the
preanble to the proposed regul ations, the comrent letter
requests that all gain or loss on a sale of a nmulticurrency debt

i nstrunment that has no non-currency contingencies be
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characterized wholly as foreign currency gain or loss. Treasury
and the IRS are concerned that such treatnent would differ
i nappropriately fromthe treatnment of gain or loss in respect of
a contingent paynment debt instrunent that has currency
conti ngenci es and non-currency contingencies. Accordingly, no
change has been made in the final regulations regarding this
i Ssue.
Ef fect on O her Documents

The follow ng publications are obsolete with regard to debt
i nstrunments issued on or after COctober 29, 2004:

Announcement 99-76, 1999-2 C B. 223.
Speci al Anal yses

It has been determined that this final regulation is not a
significant regulatory action as defined in Executive O der
12866. Therefore, a regulatory assessnent is not required. It is
hereby certified that these regulations will not have a
significant econom c inpact on a substantial nunber of snal
entities. This certification is based upon the fact that few, if
any, small entities issue or hold foreign currency denom nat ed
conti ngent paynent debt instruments. Cenerally, it is expected
that the only donestic holders of these instruments will likely
be financial institutions, investnent banking firnms, investnent

funds, and ot her sophisticated investors, due to the foreign

11



currency risk and other contingencies inherent in these
instruments. Therefore, a Regulatory Flexibility Anal ysis under
the Regulatory Flexibility Act (5 U S.C. chapter 6) is not
required. Pursuant to 26 U S.C. 7805(f), the notice of proposed
rul emaki ng preceding these final regulations was submtted to
t he Chi ef Counsel for Advocacy of the Small Business
Adm ni stration for comrent on its inpact on small business.
Drafting Information

The principal author of these regulations is MIton Cahn of
the Ofice of the Associate Chief Counsel (International).
However, other personnel fromthe IRS and Treasury Depart nent
participated in their devel opnent.

Li st of Subjects

26 CFR Part 1

| ncone taxes, Reporting and recordkeepi ng requirenents.

26 CFR Part 602

Reporting and recordkeepi ng requirenents.
Adoption of Amendnents to the Regul ations
Accordingly, 26 CFR parts 1 and 602 are anended as foll ows:
PART 1--1NCOVE TAXES
Paragraph 1. The authority citation for part 1 continues
to read, in part, as follows:

Aut hority: 26 U S. C. 7805 * * *
12



Par. 2. Section 1.988-0 is anended as foll ows:

1. The introductory text is revised.

2. Entries are added for 8§81.988-2(b)(18), 1.988-2(h) and
1.988-6.

The revision and additions read as foll ows:

8§1.988-0 Taxation of gain or loss froma section 988

transacti on; Tabl e of contents

This section |lists captioned paragraphs contained in

§81.988-1 through 1.988-6.

* * * *x *

81.988-2 Recognition and conputation of exchange gain or | oss.

* * *x * *

(b)***

(18) Interaction of section 988 and 81.1275-2(Q).

* * k% *x %

(h) Timng of income and deductions from notional principa
contracts.

* * * * *

81.988-6 Nonfunctional currency contingent paynent debt
i nstrunents.

(a) In general

(1) Scope.

(2) Exception for hyperinflationary currencies.

(b) Instrunments described in paragraph (a)(1)(i) of this
section.

(1) In general

(2) Application of noncontingent bond net hod.

(3) Treatnent and translation of anounts determ ned under
nonconti ngent bond net hod.

(4) Determnation of gain or loss not attributable to foreign
currency.

(5) Determnation of foreign currency gain or |oss.

13



(6) Source of gain or |oss.

(7) Basis different fromadjusted issue price.

(8) Fixed but deferred contingent paynents.

(c) Exanples.

(d) Multicurrency debt instrunments.

(1) In general

(2) Determnation of denonination currency.

(3) [Issuer/hol der consistency.

(4) Treatnent of paynents in currencies other than the
denom nati on currency.

(e) Instruments issued for nonpublicly traded property.
(1) Applicability.

(2) Separation into conponents.

(3) Treatnent of conponents consisting of one or nore
nonconti ngent paynents in the same currency.

(4) Treatnent of components consisting of contingent paynents.
(5) Basis different fromadjusted i ssue price.

(6) Treatnment of holder on sale, exchange, or retirenent.
(f) Rules for nonfunctional currency tax exenpt obligations
described in 81.1275-4(d).

(g) Effective date.

Par. 3. Section 1.988-2 is anended by:

1. Adding the text of paragraph (b)(2)(i)(B)(1).
2. Revising paragraph (b)(2)(i)(B)(2).

3. Adding the text of paragraph (b)(18).

The additions and revision read as fol |l ows:

"1.988-2 Recognition and conputation of exchange gain or | o0ss.

* * * * *

(b) * * %
(2) * * %
(I) * * %

(Bp * * * (1) Operative rules. See "1.988-6 for rules

applicable to contingent payment debt instruments for which one

14



or nore paynents are denom nated in, or determ ned by reference
to, a nonfunctional currency.

(2) Certain instrunents are not contingent paynent debt

i nstrunents. For purposes of sections 163(e) and 1271 through

1275 and the regul ations thereunder, a debt instrunment does not
provi de for contingent paynents nmerely because the instrunent is
denomi nated in, or all paynents of which are determned with
reference to, a single nonfunctional currency. See 81.988-6 for
the treatnent of nonfunctional currency contingent paynent debt
i nstrunents.

* * * * *

(18) Interaction of section 988 and 81.1275-2(g)--(i) In

general . If a principal purpose of structuring a debt instrunent
subject to section 988 and any rel ated hedges is to achieve a
result that is unreasonable in light of the purposes of section
163(e), section 988, sections 1271 through 1275, or any rel ated
section of the Internal Revenue Code, the Comm ssioner can apply
or depart fromthe regul ati ons under the applicable sections as
necessary or appropriate to achieve a reasonable result. For
exanple, if this paragraph (b)(18) applies to a nulticurrency
debt instrument and a hedge or hedges, the Comm ssioner can

whol ly or partially integrate transactions or treat portions of
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the debt instrunent as separate instrunents where appropriate.
See al so 81.1275-2(Q).

(i1) Unreasonable result. Whether a result is unreasonable is

determ ned based on all the facts and circunstances. |n making
this determ nation, a significant fact is whether the treatnent
of the debt instrument is expected to have a substantial effect
on the issuer’s or a holder’s U S. tax liability. Another
significant fact is whether the result is obtainable wthout the
application of 81.988-6 and any related provisions (e.g., if the
debt instrunent and the contingency were entered into
separately). A result will not be considered unreasonabl e,
however, in the absence of an expected substantial effect on the
present value of a taxpayer’s tax liability.

(i1i) Effective date. This paragraph (b)(18) shall apply to

debt instrunents issued on or after Cctober 29, 2004.

*x * * * *

Par. 4. Section 1.988-6 is added to read as foll ows:

"1.988-6 Nonfunctional currency contingent paynent debt

i nstrunents.

(a) In general --(1) Scope. This section determ nes the

accrual of interest and the anmount, tim ng, source, and
character of any gain or |loss on nonfunctional currency

conti ngent paynent debt instruments described in this paragraph

16



(a)(1) and to which 81.1275-4(a) would otherwi se apply if the
debt instrunment were denom nated in the taxpayer’s functiona
currency. Except as provided by the rules in this section, the
rules in "1.1275-4 (relating to contingent paynent debt
instrunents) apply to the follow ng instrunments--

(i) A debt instrument described in "1.1275-4(b) (1) for which
all paynments of principal and interest are denom nated in, or
determi ned by reference to, a single nonfunctional currency and
whi ch has one or nore non-currency rel ated contingenci es;

(ii1) A debt instrunent described in "1.1275-4(b)(1) for which
paynents of principal or interest are denom nated in, or
determ ned by reference to, nore than one currency and whi ch has
no non-currency related contingenci es;

(iii1) A debt instrunment described in "1.1275-4(b)(1) for which
paynents of principal or interest are denom nated in, or
determ ned by reference to, nore than one currency and whi ch has
one or nore non-currency related contingencies; and

(iv) A debt instrunent otherw se described in paragraph
(a)(1)(i), (ii) or (iii) of this section, except that the debt
instrument is described in "1.1275-4(c)(1) rather than "1.1275-

4(b)(1) (e.g., the instrunment is issued for non-publicly traded

property).
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(2) Exception for hyperinflationary currencies--(i) In

general . Except as provided in paragraph (a)(2)(ii) of this
section, this section shall not apply to an instrunent described
in paragraph (a)(1) of this section if any paynent nade under
such instrunment is determned by reference to a
hyperinflationary currency, as defined in "1.985-1(b)(2)(ii)(D)
In such case, the anount, timng, source and character of
interest, principal, foreign currency gain or |oss, and gain or
loss relating to a non-currency contingency shall be determ ned
under the nethod that reflects the instrunent:-s economc

subst ance.

(ii1) Discretion as to nethod. If a taxpayer does not account

for an instrument described in paragraph (a)(2)(i) of this
section in a manner that reflects the instrunentss economc

subst ance, the Conm ssioner nay apply the rules of this section
to such an instrunment or apply the principles of "1.988-2(b)(15),
reasonably taking into account the contingent feature or
features of the instrunent.

(b) Instrunments described in paragraph (a)(1)(i) of this

section--(1) In general. Paragraph (b)(2) of this section

provi des rules for applying the noncontingent bond nethod (as
set forth in "1.1275-4(b)) in the nonfunctional currency in which

a debt instrunent described in paragraph (a)(1)(i) of this
18



section is denom nated, or by reference to which its paynents
are determ ned (the denom nation currency). Paragraph (b)(3) of
this section describes how anounts determ ned in paragraph
(b)(2) of this section shall be translated fromthe denom nati on
currency of the instrunment into the taxpayer:zs functiona
currency. Paragraph (b)(4) of this section describes how gain or
| oss (other than foreign currency gain or |oss) shall be

determ ned and characterized with respect to the instrunent.

Par agraph (b)(5) of this section describes how foreign currency
gain or |loss shall be determined with respect to accrued
interest and principal on the instrunent. Paragraph (b)(6) of
this section provides rules for determ ning the source and
character of any gain or loss with respect to the instrunent.
Paragraph (b)(7) of this section provides rules for subsequent
hol ders of an instrunment who purchase the instrunent for an
anount other than the adjusted issue price of the instrunent.
Paragraph (c) of this section provides exanples of the
applicati on of paragraph (b) of this section. See paragraph (d)
of this section for the determ nation of the denom nation
currency of an instrument described in paragraph (a)(1)(ii) or
(tii) of this section. See paragraph (e) of this section for the
treatnent of an instrunment described in paragraph (a)(1)(iv) of

this section.
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(2) Application of noncontingent bond nethod--(i) Accrued

interest. Interest accruals on an instrunent described in
paragraph (a)(1)(i) of this section are initially determned in
t he denom nation currency of the instrunment by applying the
nonconti ngent bond nethod, set forth in ®"1.1275-4(b), to the
instrument in its denom nation currency. Accordingly, the
conpar abl e yield, projected paynent schedul e, and conparabl e
fixed rate debt instrument, described in "1.1275-4(b)(4), are
determ ned in the denom nation currency. For purposes of
appl yi ng the nonconti ngent bond nethod to instrunents descri bed
in this paragraph, the applicable Federal rate described in
"1.1275-4(b)(4)(i) shall be the rate described in "1.1274-4(d)
with respect to the denom nation currency.

(11) Net positive and negative adjustnents. Positive and

negati ve adjustnments, and net positive and net negative

adj ustnents, with respect to an instrunment described in
paragraph (a)(1) (i) of this section are determ ned by applying
the rules of "1.1275-4(b)(6) (and "1.1275-4(b)(9)(i) and (ii), if
applicable) in the denom nation currency. Accordingly, a net
positive adjustnent is treated as additional interest (in the
denom nation currency) on the instrunent. A net negative
adjustnent first reduces interest that otherw se would be

accrued by the taxpayer during the current tax year in the
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denom nation currency. If a net negative adjustnent exceeds the
interest that would ot herwi se be accrued by the taxpayer during
the current tax year in the denom nation currency, the excess is
treated as ordinary loss (if the taxpayer is a holder of the
instrunent) or ordinary incone (if the taxpayer is the issuer of
the instrunment). The anopunt treated as ordinary |oss by a hol der
Wi th respect to a net negative adjustnent is |limted, however,
to the anmobunt by which the holderss total interest inclusions on
the debt instrunent (determned in the denom nation currency)
exceed the total anount of the hol der:s net negative adjustnents
treated as ordinary | oss on the debt instrunent in prior taxable
years (determined in the denom nation currency). Simlarly, the
anount treated as ordinary incone by an issuer with respect to a
net negative adjustnent is limted to the amount by which the

i ssuer=s total interest deductions on the debt instrunent
(determned in the denom nation currency) exceed the total

anount of the issuers net negative adjustnents treated as
ordinary income on the debt instrunent in prior taxable years
(determned in the denom nation currency). To the extent a net
negative adjustnment exceeds the current year:s interest accrua
and the amount treated as ordinary loss to a holder (or ordinary

income to the issuer), the excess is treated as a negative
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adjustnment carryforward, wthin the nmeaning of "1.1275-
4(b)(6) (iii)(C, in the denom nation currency.

(ii1) Adjusted issue price. The adjusted issue price of an

i nstrument described in paragraph (a)(1)(i) of this section is
determ ned by applying the rules of "1.1275-4(b)(7) in the
denom nation currency. Accordingly, the adjusted issue price is
equal to the debt instrunmentss issue price in the denom nation
currency, increased by the interest previously accrued on the
debt instrument (determ ned without regard to any net positive
or net negative adjustnents on the instrunment) and decreased by
t he amount of any nonconti ngent paynment and the projected anmount
of any contingent paynent previously nade on the instrunent. Al
adjustnents to the adjusted issue price are calculated in the
denom nati on currency.

(iv) Adjusted basis. The adjusted basis of an instrunent

descri bed in paragraph (a)(1)(i) of this section is determ ned
by applying the rules of "1.1275-4(b)(7) in the taxpayer:s
functional currency. In accordance with those rules, a hol derss
basis in the debt instrument is increased by the interest

previ ously accrued on the debt instrunent (translated into
functional currency), without regard to any net positive or net
negative adjustnents on the instrunent (except as provided in

paragraph (b)(7) or (8) of this section, if applicable), and
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decreased by the anount of any noncontingent paynent and the
proj ected anmount of any contingent paynent previously made on
the instrument to the holder (translated into functional
currency). See paragraph (b)(3)(iii) of this section for
transl ati on rul es.

(v) Ampunt realized. The anmount realized by a hol der and the

repurchase price paid by the issuer on the schedul ed or
unschedul ed retirenent of a debt instrunent described in
paragraph (a)(1)(i) of this section are determ ned by applying
the rules of "1.1275-4(b)(7) in the denom nation currency. For
exanple, with regard to a scheduled retirenent at maturity, the
holder is treated as receiving the projected anount of any

conti ngent paynent due at maturity, reduced by the anount of any
negati ve adjustnent carryforward. For purposes of translating

t he amount realized by the holder into functional currency, the
rul es of paragraph (b)(3)(iv) of this section shall apply.

(3) Treatnment and transl ation of anpunts determn ned under

nonconti ngent bond nethod-- (i) Accrued interest. The anount of

accrued interest, determ ned under paragraph (b)(2)(i) of this
section, is translated into the taxpayer=s functional currency at
t he average exchange rate, as described in "1.988-
2(b)(2)(iti)(A), or, at the taxpayer's election, at the

appropriate spot rate, as described in "1.988-2(b)(2)(iii)(B).
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(i1) Net positive and negative adjustnents--(A) Net positive

adj ustnents. A net positive adjustnment, as referenced in

paragraph (b)(2)(ii) of this section, is translated into the

t axpayers functional currency at the spot rate on the |ast day
of the taxable year in which the adjustnent is taken into
account under "1.1275-4(b)(6), or, if earlier, the date the
instrument is disposed of or otherw se term nated.

(B) Net negative adjustnents. A net negative adjustnent is

treated and, where necessary, is translated fromthe
denom nation currency into the taxpayer:zs functional currency
under the foll ow ng rules:

(1) The anmount of a net negative adjustnent determned in the
denom nation currency that reduces the current year=s interest in
that currency shall first reduce the current year:zs accrued but
unpaid interest, and then shall reduce the current year:s
i nterest which was accrued and paid. No translation is required.

(2) The ampbunt of a net negative adjustnent treated as
ordinary inconme or |oss under "1.1275-4(b)(6)(iii)(B) first is
attributable to accrued but unpaid interest accrued in prior
taxabl e years. For this purpose, the net negative adjustnent
shall be treated as attributable to any unpaid interest accrued
in the imedi ately preceding taxable year, and thereafter to

unpai d interest accrued in each precedi ng taxable year. The
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anount of the net negative adjustnent applied to accrued but
unpaid interest is translated into functional currency at the
sanme rate used, in each of the respective prior taxable years,
to translate the accrued interest.

(3) Any ampunt of the net negative adjustnment renmaining after
t he application of paragraphs (b)(3)(ii)(B)(1) and (2) of this
section is attributable to interest accrued and paid in prior
t axabl e years. The anmount of the net negative adjustnent applied
to such amounts is translated into functional currency at the
spot rate on the date the debt instrunent was issued or, if
| ater, acquired.

(4) Any amount of the net negative adjustnment remaining after
application of paragraphs (b)(3)(ii)(B)(1), (2) and (3) of this
section is a negative adjustnent carryforward, within the
meani ng of "1.1275-4(b)(6)(iii)(C. A negative adjustnent
carryforward is carried forward in the denom nation currency and
is applied to reduce interest accruals in subsequent years. In
the year in which the instrunent is sold, exchanged or retired,
any negative adjustnent carryforward not applied to interest
reduces the hol derss anpbunt realized on the instrunent (in the
denom nation currency). An issuer of a debt instrunment described
in paragraph (a)(1)(i) of this section who takes into income a

negative adjustnent carryforward (that is not applied to
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interest) in the year the instrunent is retired, as described in
"1.1275-4(b)(6)(iii)(C, translates such incone into functional
currency at the spot rate on the date the instrunent was issued.

(iii) Adjusted basis--(A) In general. Except as otherw se

provided in this paragraph and paragraph (b)(7) or (8) of this
section, a holder determ nes and mai ntai ns adjusted basis by
transl ati ng the denom nation currency anmounts determ ned under
"1.1275-4(b)(7)(iii) into functional currency as follows:

(1) The holder=s initial basis in the instrument is determ ned
by translating the anmount paid by the holder to acquire the
instrunment (in the denom nation currency) into functiona
currency at the spot rate on the date the instrunent was issued
or, if later, acquired.

(2) An increase in basis attributable to interest accrued on
the instrunent is translated at the rate applicable to such
i nterest under paragraph (b)(3)(i) of this section.

(3) Any noncontingent paynent and the projected anount of any
contingent paynments determ ned in the denom nation currency that
decrease the hol derzs basis in the instrument under "1.1275-
4(b)(7)(iii) are translated as foll ows:

(i) The paynent first is attributable to the nost recently

accrued interest to which prior anounts have not already been
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attributed. The paynent is translated into functional currency
at the rate at which the interest was accrued.

(ii) Any anmount remaining after the application of paragraph
(b)(3)(i1ii)(A)(3) (i) of this section is attributable to
principal. Such ampbunts are translated into functional currency
at the spot rate on the date the instrunment was issued or, if
| ater, acquired.

(B) Exception for interest reduced by a negative adjustnent

carryforward. Solely for purposes of this "1.988-6, any anounts

of accrued interest incone that are reduced as a result of a
negati ve adjustnment carryforward shall be treated as principal
and translated at the spot rate on the date the instrunent was
issued or, if later, acquired.

(iv) Amount realized--(A) Instrunent held to maturity--(1) In

general . Wth respect to an instrument held to maturity, a

hol der transl ates the anount realized by separating such anount
in the denom nation currency into the conponent parts of

i nterest and principal that nmake up adjusted basis prior to
transl ati on under paragraph (b)(3)(iii) of this section, and
transl ati ng each of those conponent parts of the anount realized
at the same rate used to translate the respective conponent
parts of basis under paragraph (b)(3)(iii) of this section. The

anount realized first shall be translated by reference to the

27



conponent parts of basis consisting of accrued interest during

t he taxpayer:s hol ding period as determ ned under paragraph
(b)(3)(iit) of this section and ordering such anpbunts on a | ast
in first out basis. Any renmai ning portion of the anmount realized
shall be translated by reference to the rate used to translate

t he conponent of basis consisting of principal as determn ned
under paragraph (b)(3)(iii) of this section.

(2) Subsequent purchases at discount and fixed but deferred

conti ngent paynents. For purposes of this paragraph (b)(3)(iv)

of this section, any anmount which is required to be added to

adj ust ed basi s under paragraph (b)(7) or (8) of this section
shal |l be treated as additional interest which was accrued on the
date the anpbunt was added to adjusted basis. To the extent
included in anmount realized, such amobunts shall be translated
into functional currency at the same rates at which they were
transl ated for purposes of determ ning adjusted basis. See

par agraphs (b)(7)(iv) and (b)(8) of this section for rules
governing the rates at which the anobunts are translated for

pur poses of determ ning adjusted basis.

(B) Sal e, exchange, or unscheduled retirenent--(1) Holder. In

the case of a sale, exchange, or unschedul ed retirenent,
application of the rule stated in paragraph (b)(3)(iv)(A of

this section shall be as follows. The hol der=s anount realized
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first shall be translated by reference to the principal
conponent of basis as determ ned under paragraph (b)(3)(iii) of
this section, and then to the conponent of basis consisting of
accrued interest as determ ned under paragraph (b)(3)(iii) of
this section and ordering such anmounts on a first in first out
basis. Any gain recogni zed by the holder (i.e., any excess of
the sale price over the hol der:s basis, both expressed in the
denom nation currency) is translated into functional currency at
the spot rate on the paynent date.

(2) Issuer. In the case of an unschedul ed retirenent of the
debt instrunment, any excess of the adjusted issue price of the
debt instrunent over the anobunt paid by the issuer (expressed in
denom nation currency) shall first be attributable to accrued
unpaid interest, to the extent the accrued unpaid interest had
not been previously offset by a negative adjustnent, on a | ast-
in-first-out basis, and then to principal. The accrued unpaid
interest shall be translated into functional currency at the
rate at which the interest was accrued. The principal shall be
transl ated at the spot rate on the date the debt instrument was
i ssued.

(C Effect of negative adjustnent carryforward with respect

to the issuer. Any anmount of negative adjustnment carryforward

treated as ordinary income under "1.1275-4(b)(6)(iii)(C shall be
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transl ated at the exchange rate on the day the debt instrunent
was i ssued.

(4) Determ nation of gain or loss not attributable to foreign

currency. A holder of a debt instrunment described in paragraph
(a)(1)(i) of this section shall recognize gain or |oss upon sale,
exchange, or retirenent of the instrunent equal to the difference
bet ween the amount realized with respect to the instrunent,
translated into functional currency as described in paragraph
(b)(3)(iv) of this section, and the adjusted basis in the
instrunment, determ ned and maintained in functional currency as
descri bed in paragraph (b)(3)(iii) of this section. The anount of
any gain or loss so determned is characterized as provided in
"1.1275-4(b)(8), and sourced as provided in paragraph (b)(6) of
this section.

(5) Determination of foreign currency gain or loss--(i) In

general . OQther than in a taxable disposition of the debt
instrument, foreign currency gain or loss is recognized with
respect to a debt instrunment described in paragraph (a)(1)(i) of
this section only when paynents are nmade or received. No foreign
currency gain or loss is recognized with respect to a net
positive or negative adjustnent, as determ ned under paragraph
(b)(2)(ii) of this section (except with respect to a positive

adj ust nent described in paragraph (b)(8) of this section). As
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described in this paragraph (b)(5), foreign currency gain or |oss
is determned in accordance with the rules of ®1.988-2(b).

(ii) Foreign currency gain or loss attributable to accrued

i nterest. The ampunt of foreign currency gain or |oss recognized
with respect to paynents of interest previously accrued on the
instrunment is determ ned by translating the anount of interest
paid or received into functional currency at the spot rate on the
date of paynment and subtracting from such anount the anount
determ ned by translating the interest paid or received into
functional currency at the rate at which such interest was
accrued under the rules of paragraph (b)(3)(i) of this section.
For purposes of this paragraph, the anmount of any paynent that is
treated as accrued interest shall be reduced by the amobunt of any
net negative adjustnent treated as ordinary |loss (to the hol der)
or ordinary income (to the issuer), as provided in paragraph
(b)(2)(i1) of this section. For purposes of determ ning whether

t he paynment consists of interest or principal, see the paynent
ordering rules in paragraph (b)(5)(iv) of this section.

(iii) Principal. The anmount of foreign currency gain or |oss
recogni zed wth respect to paynent or receipt of principal is
determ ned by translating the anount paid or received into
functional currency at the spot rate on the date of paynent or

recei pt and subtracting fromsuch anount the anobunt determn ned by
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translating the principal into functional currency at the spot
rate on the date the instrunent was issued or, in case of the
hol der, if later, acquired. For purposes of determ ning whether
t he paynment consists of interest or principal, see the paynent
ordering rules in paragraph (b)(5)(iv) of this section.

(iv) Paynent ordering rules--(A) In general. Except as

provi ded in paragraph (b)(5)(iv)(B) of this section, paynents
with respect to an instrunent described in paragraph (a)(1)(i) of
this section shall be treated as foll ows:

(1) A paynent shall first be attributable to any net positive
adj ustment on the instrunent that has not previously been taken
into account.

(2) Any anmount renmining after applying paragraph
(b)(5)(iv)(A) (1) of this section shall be attributable to accrued
but unpaid interest, remaining after reduction by any net
negative adjustnent, and shall be attributable to the nost recent
accrual period to the extent prior anpunts have not already been
attributed to such peri od.

(3) Any anmount renmining after applying paragraphs
(b)(5) (iv)(A(1) and (2) of this section shall be attributable to
principal. Any interest paid in the current year that is reduced

by a net negative adjustnent shall be considered a paynent of
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princi pal for purposes of determ ning foreign currency gain or
| oss.

(B) Special rule for sale or exchange or unschedul ed

retirenent. Paynents nade or received upon a sale or exchange or

unschedul ed retirenment shall first be applied against the
princi pal of the debt instrunment (or in the case of a subsequent
purchaser, the purchase price of the instrument in denom nation
currency) and then against accrued unpaid interest (in the case
of a hol der, accrued while the holder held the instrunent).

(C) Subsequent purchaser that has a positive adjustnent

al located to a daily portion of interest. A positive adjustnent

that is allocated to a daily portion of interest pursuant to
paragraph (b)(7)(iv) of this section shall be treated as interest
for purposes of applying the paynment ordering rule of this

par agraph (b)(5)(iv).

(6) Source of gain or |loss. The source of foreign currency

gain or |oss recognized with respect to an instrunent descri bed
in paragraph (a)(1)(i) of this section shall be determ ned
pursuant to "1.988-4. Consistent with the rules of "1.1275-
4(b)(8), all gain (other than foreign currency gain) on an

i nstrument described in paragraph (a)(1)(i) of this section is
treated as interest inconme for all purposes. The source of an

ordinary loss (other than foreign currency |oss) with respect to
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an instrunent described in paragraph (a)(1)(i) of this section
shal|l be determ ned pursuant to "1.1275-4(b)(9)(iv). The source
of a capital loss with respect to an instrunment described in
paragraph (a)(1)(i) of this section shall be determ ned pursuant
to "1.865-1(b)(2).

(7) Basis different from adjusted issue price--(i) In general

The rules of "1.1275-4(b)(9)(i), except as set forth in this
paragraph (b)(7), shall apply to an instrunment described in
paragraph (a)(1)(i) of this section purchased by a subsequent
hol der for nore or |ess than the instrunentss adjusted issue
price.

(i1) Determnation of basis. If an instrunment described in

paragraph (a)(1)(i) of this section is purchased by a subsequent
hol der, the subsequent holder=s initial basis in the instrunent
shal | equal the anobunt paid by the holder to acquire the
instrunent, translated into functional currency at the spot rate
on the date of acquisition.

(ii1i) Purchase price greater than adjusted issue price. If the

purchase price of the instrument (determ ned in the denom nation
currency) exceeds the adjusted issue price of the instrunent, the
hol der shall, consistent with the rules of "1.1275-4(b)(9)(i)(B)
reasonably all ocate such excess to the daily portions of interest

accrued on the instrunent or to a projected paynent on the
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instrunent. To the extent attributable to interest, the excess
shall be reasonably allocated over the remaining termof the
instrunent to the daily portions of interest accrued and shall be
a negative adjustnent on the dates the daily portions accrue. On
the date of such adjustnent, the hol der:s adjusted basis in the
instrument is reduced by the anpbunt treated as a negative

adj ust ment under this paragraph (b)(7)(iii), translated into
functional currency at the rate used to translate the interest
which is offset by the negative adjustnent. To the extent rel ated
to a projected paynent, such excess shall be treated as a
negati ve adjustnent on the date the paynment is made. On the date
of such adjustnent, the holder:s adjusted basis in the instrunent
is reduced by the anobunt treated as a negative adjustnent under
this paragraph (b)(7)(iii), translated into functional currency
at the spot rate on the date the instrunment was acquired.

(1v) Purchase price less than adjusted issue price. If the

purchase price of the instrunment (determned in the denom nation
currency) is less than the adjusted issue price of the
instrument, the holder shall, consistent with the rul es of
"1.1275-4(b)(9)(i1)(C, reasonably allocate the difference to the
daily portions of interest accrued on the instrunent or to a
proj ected paynent on the instrunent. To the extent attributable

to interest, the difference shall be reasonably allocated over
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the remaining termof the instrument to the daily portions of

i nterest accrued and shall be a positive adjustnent on the dates
the daily portions accrue. On the date of such adjustnent, the
hol derzs adj usted basis in the instrunent is increased by the
anmount treated as a positive adjustnent under this paragraph
(b)(7)(iv), translated into functional currency at the rate used
to translate the interest to which it relates. For purposes of
determ ni ng adj usted basis under paragraph (b)(3)(iii) of this
section, such increase in adjusted basis shall be treated as an
addi ti onal accrual of interest during the period to which the
positive adjustnment relates. To the extent related to a projected
paynment, such difference shall be treated as a positive

adj ustment on the date the paynent is made. On the date of such
adj ustnent, the hol der:s adjusted basis in the instrunent is

i ncreased by the anobunt treated as a positive adjustnment under
this paragraph (b)(7)(iv), translated into functional currency at
the spot rate on the date the adjustnent is taken into account.
For purposes of determi ning the anmount realized on the instrunent
in functional currency under paragraph (b)(3)(iv) of this
section, anounts attributable to the excess of the adjusted issue
price of the instrunent over the purchase price of the instrunent
shall be translated into functional currency at the sanme rate at

whi ch the correspondi ng adj ustnments are taken into account under
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this paragraph (b)(7)(iv) for purposes of determ ning the
adj usted basis of the instrunent.

(8) Fixed but deferred contingent paynents. In the case of an

instrument with a contingent paynment that becones fixed as to
anount before the paynent is due, the rules of "1.1275-
4(b)(9)(ii) shall be applied in the denom nation currency of the
instrunment. For this purpose, foreign currency gain or |oss shal
be recogni zed on the date paynent is nade or received with
respect to the instrunment under the principles of paragraph
(b)(5) of this section. Any increase or decrease in basis

requi red under "1.1275-4(b)(9)(ii)(D) shall be taken into account
at the sane exchange rate as the correspondi ng net positive or
negati ve adjustment is taken into account.

(c) Exanples. The provisions of paragraph (b) of this section
may be illustrated by the follow ng exanples. In each exanpl e,
assune that the instrunment described is a debt instrunent for
federal income tax purposes. No inference is intended, however,
as to whether the instrument is a debt instrunment for federa
i ncome tax purposes. The exanples are as foll ows:

Exanple 1. Treatnent of net positive adjustnent--(i) Facts. On
Decenber 31, 2004, Z, a calendar year U. S. resident taxpayer
whose functional currency is the U S. dollar, purchases froma
foreign corporation, at original issue, a zero-coupon debt
instrument with a non-currency contingency