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the Federal Register, 1100 L Street NW.,
room 8401, Washington, DC.

FOR FURTHER INFORMATION CONTACT:
Mr. William Schroeder, Aerospace
Engineer, Standardization Branch,
ANM-113, FAA, Transport Airplane
Directorate, 1601 Lind Avenue SW.,
Rerton, Washington 98055-4056;
telephone (206) 227-2148; fax (206) 227-
1320,

SUPPLEMENTARY INFORMATION: A
proposal to amend part 39 of the Federal
Aviation Regulations to include un
airworthiness directive {AD) that is
apylicable to British Aerospace Model
DH/BH/HS/BAe 125 series airplanes,
was published in the Federal Register on
November 29, 1991 (56 FR 60945). That
action proposed to require inspections
of the nose landing gear (NLG) bay
sidewalls to detect damage and ¢racks,
and repair, if necessary.

Iuterested persons have been aiforded
an upportunity to participate in the
making of this amendment. No
comments were received on the
proposal or the FAA's determination of
the cost to the public. The FAA has
determined that air safety and the pubiic
interest require the adoption of the rule
as proposed.

The FAA estimates that 420 airplanes
of U.S. registry will be affected by this
AD, that it will take approximately 2
work hours per airplane to accomplish
the required actions, an that the average
labor rate is $55 per work hour. Based
on these figures, the total cost impact of
the AD on U.S. operators is eslimated to
be $46,200.

The regulations adopted herein will
not have substantial direct effects on the
States, on the relationship between the
national government and the States, or
on the distribution of power and
responsibilities among the various levels
of government. Therefore, in accordance
with Executive Order 12612, it is
determined that this final rule does not
have sufficient federalism implications
to warrant the preparation of a
Federalism Assessment.

For the reasons discussed above, 1
certify that this action (1) is not a *major
rule” under Executive Order 12291; (2] is
not a “significant rule” under DOT
Regulatory Policies and Procedures (44
FR 11034, February 286, 1879); and (3) will
not have a significant economic impact,
positive or negative, on a substantial
nuriber of small entities under the
criteria of the Regulatory Flexibility Act.
A final evaluation has been prepared for
this action and it is contained in the
Rules Docket. A copy of it may be
obtained from the Rules Docket at the
location provided under the caption
ADDRESSES,

List of Subjrrts in 14 CFR Part 39

Air transportation, Aircraft, Aviation
safety, Incorporation by reference,
Safety.

Adoption of the Amendment

Accordingly, pursuant to the authority
delegated to me by the Administrator,
the Federal Aviation Administration
amends 14 CFR part 39 of the Federal
Aviation Regulations as follows:

PART 39—AIRWORTHINESS
DIRECTIVES

1. The authority citation for part 39
continues to read as follows:

Authority: 48 U.S.C. 1354(2), 1421 and 1423;
49 U.S.C. 108(g}; and 14 CFR 11.89,

§39.13 [Amended]

2, Sectior 39.13 is amended by udding
the following new airworthiness
directive:

92-06-05. British Aernspace: Amendment 33-
8185. Ducket 91-NM-209-AD.

Applicability: Model DH/BH/HS/BAe 125
series airplanes, certificatad in any category.

Compliance: Required as indicated, unless
accomplished previously.

To prevent reduced structural integrity of
the fuselage and subsequent decompression
of the airplane, accomplish the following:

(a) Prior to the accumulation of 4,000
landings, or within 80 days after the eflective
date of this AD, whichever occurs later,
accomplish the following ir: accordance with
British Aerospace Service Bulletin 53-73,
Revision 2, dated May 18, 1991;

(1) Perform a visual inspection of the nose
landing gear {NLG) bay lelt and right
sidewalls to detect the presence of washers
or spotface under nuts.

(i) If no spotface is found, perform a visual
inspection to detect damage to the web
caused by nuts or washers.

(ii) Blend out any damage found, excluding
cracking, pricr to further flight.

(2) Perform either a dye penetrant or eddy
current inspection to detect cracks on the
NLG buy left and right sidewalls. If cracks
are found, repair prior to further flight, in a
manner approved by the Manager,
Standardization Branch, ANM-113, FAA,
Transport Airplane Directorate.

(b) An altermative method of compliance or
adjustment of the compliance time, which
provides an acceptable level of safety, may-
be used when approved by the Manager,
Standardization Branch, ANM-113, FAA,
Transport Airplane Directorate. The request
shall be forwarded through an FAA Principal
Maintenance Inspector, who may concur or
comment and then send it to the Manager,
Standardization Branch, ANM-113.

(c) Special flight permits may be issued in
accordance with FAR 21.197 and 21.199 to
operate the airplane to a lovation where the
requirements of this AD can be
accomplished.

(d) The inspections shall be done in
accordance with British Aerospace Service
Bulletin 53-73, Revision 2, dated May 18,

1991. This incorporation by reference was
approved by the Director of the Federal
Register in accordance with 5 1).5.C, 552{a)
and 1 CFR part 51. Copies may tie obtained
from British Aerospace, PLC, Librurian for
Service Bulletins, P.O. Box 17414, Dulles
International Airpart, Washington, DC 20041-
0414. Cupies may be inspected at the FAA,
Transport Airplane Directorate, 1601 Lind
Avenue SW., Renton, Washington; or at the
Office of the Federal Register, 1100 L Street
NW., room 8401, Washington, DC.

{e) This amendment becomes effective un
April 21, 1992,

Issued in Renton, Washington, on February
21,1892,
Darrell M. Pedersan,
Acting Manager, Transport Airplane
Directorate, Aircraft Certificativn Service.
[FR Doc. 92-6116 Filed 3-16-92; 8:45 am|
BILLING CODE 4910-13-M

DEPARTMENT OF THE TREASURY
Internal Revenue Service

26 CFR Parts 1 and 602

iTD 8400]

RIN 1545-AN28

Taxation of Gain or Loss from Certain
Nonfunctional Currency Transactions
(Section 988 Transactions)

AGENCY: Internal Revenue Service,
Treasury.

ACTION: Final regulations.

SUMMARY: This document contains final
Income Tax Regulations relating to the
taxation of gain or loss from certain
foreign currency transactions and
applies to taxpayers engaging in such
transactions. This action is necessary
because of changes to the applicable tax
law made by the Tax Reform Act of
1986.

DATES: These regulations a~ effective
for taxable years after December 31.
1986 with the following exceptions:

Section 1.267(f)-1, which is effective
for transactions entered into «:ter
September 21, 1989;

The removal of §§ 1.988-CT thrrugh
1.988-5T are effective March 17, 1942.

Section 1.988-1 (a)(2)(iii}, (a)(7)(ii),
and (a)(8), which is effective for certain
transactions entered into after October
21, 1988;

Section 1.988-1{a}(7}(iii}, which is
effective with respect to certain tiered
partnerships for taxable years after
March 17, 1992,

Section 1.988-2(a){2)(v), which is
effective for taxable years beginning
after March 17, 1992,
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Section 1.988-2(b}(2)(iii){B), which is
effective for taxable years beginning
after March 17, 1992,

Section 1.988-2(b)(13), which is
effective for exchanges of debt for stock
effected after September 21, 1989;

Section 1.988-2(d)(2)(ii}(B}, which is
effective for transactions creating an
offset after September 21, 1989;

Section 1.988-2(e)(3), which is
effective for transactions entered into
after September 21, 1989;

Section 1.988-3({b), which is effective
for taxable years beginning on or after
September 21, 1989, except for § 1.988-
3(b}(5), which is effective for
transactions entered into after March 17,
1992.

Section 1.988-3(c)(2) which is effective
with respect to debt instruments
acquired on or after June 24, 1987.

Section 1.988-5 is effective for
transactions entered into on or after
September 21, 1989, with the following
exceptions:

Section 1.988-5(a)(3)(i) which, in the
case of a contingent payment debt
instrument, is effective for transactions
entered into after March 17, 1992.

Section 1.988-5(a)(3)(ii), which is
effective for transactions entered into
after March 17, 1992.

Section 1.988-5(a)(6)(i) which is
effective for transactions that leg into
integrated treatment after March 17,
1992.

The second sentence of § 1.988-
5(b){2)(ii)(A} {(which provides that a
contract to buy or sell stock is
considered an executory contract) is
effective for contracts to buy or sell
stock entered into on or after March 17,
1992.

The amendments to part 602 are
effective March 17, 1992,

Taxpayers may rely on the temporary
section 988 regulations for the period
during which they were effective.

FOR FURTHER INFORMATION CONTACT:
Jeffrey L. Dorfman of the Office of
Associate Chief Counsel {International),
within the Office of Chief Counsel,
Internal Revenue Service, 1111
Constitution Avenue, NW., Washington,
DC 20224 (Attention: CC:CORP:T:R
(INTL-0485-89) (202-377-9059), not a
toll-free call).

SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

The collection of information
contained in these regulations has been
reviewed and approved by the Office of
Management and Budget in accordance
with the Paperwork Reduction Act of
1980 {44 U.S.C. 3504(h)) under control
number 1545-1131. The estimated
average annua) burden per respondent
is 40 minutes.

These estimates are an approximation
of the average time expected to be
necessary for a collection of
information. They are based on
information as is available to the
Internal Revenue Service. Individual
respondents/recordkeepers may require
greater or less time, depending on their
particular circumstances.

Comments concerning the accuracy of
this burden estimate and suggestions for
reducing this burden should be directed
to the Internal Revenue Service,
Attention: IRS Reports Clearance
Officer T:FP, Washington, DC 20224, and
to the Office of Management and
Budget, Attention: Desk Officer for the
Department of the Treasury, Office of
Information and Regulatory Affairs,
Washington, DC 20503.

Background

On September 21, 1989, the Federal
Register published proposed
amendments (54 FR 38874) to the Income
Tax Regulations (26 CFR parts 1 and
602) under sections 267 and 988 of the
Internal Revenue Code. Pursuant to
section 7805 (f) of the Internal Revenue
Code, the Small Business
Administration was given an
opportunity to comment on the proposed
amendments. Comments from the public
are discussed below. No public hearing
was requested or held. Accordingly, the
proposed amendments are adopted as
modified by this Treasury Decision.

Explanation of Provisions

Section 1.986-1 Certain Definitions and
Special Rules

Section 1.988-(1)(a)(2} Description of
Transactions

Section 1.988-1T(a)(2)(ii) of the
temporary regulations provides that the
accrual of a foreign tax liability is a
section 988 transaction. The final
regulations retain this rule except in the
case of a dollar functional currency
QBU branch of a domestic person that
credits foreign taxes under section 801.
A payable relating to accrued foreign
taxes of that QBU branch is not treated
as a section 988 transaction. This rule is
necessary to insure that the taxpayer
ultimately has a similar income
inclusion and credit as a U.S.
shareholder of a foreign corporation and
a domestic person with a QBU branch
that computes income under section 987.
See, section 78 and Notice 89-74, 1989-1
C.B. 739.

Section 1.988-1(a)(2)(iii)(A) provides
that a forward contract, futures contract,
option, warrant, or similar financial
instrument is a section 988 transaction
only if the underlying property to which
the instrument ultimately relates is a

nonfunctional currency or is otherwise
described in paragraph (a)(1)(ii) of this
section. Commentators suggest
bifurcation of financial instruments that
contain both currency and noncurrency
elements. For example, contracts to buy
wheat or a machine for deferred
delivery in a nonfunctional currency
would be bifurcated into a currency
component (the movement of the
exchange rates between the contract
date and the payment date) and a
noncurrency component (the movement
in the market price of wheat or the
machine). Bifurcation of transactions
described in section 988{c)(1){B)(iii) is
prohibited by section 988(b)(3) which
provides that any gain or loss from a
transaction described in section
988(c){1)(B)(iii) is treated as foreign
currency gain or loss. Accordingly, this
suggestion is rejected.

The treatment under section 988
regarding certain nonfunctional
currency denominated contingent
payment bonds under § 1.1275-4(g) of
the proposed regulations, dual currency
bonds, and multi-currency bonds is
reserved. However, see section 1.988-1
{a) (3), (4), and (5) of the proposed
regulations.

Section 1.988-1(a)(10) Intra-Taxpayer
Transactions

Section 1.988-1(a}(10) has been
amended to provide that in the case of a
gain or loss incurred in a transaction
described in that section which does not
have a significant business purpose, the
Commissioner, in his or her discretion,
may defer such gain or loss. This
provision was added, in part, to prevent
taxpayers from engaging in
intrataxpayer transfers of section 988
transactions for the purpose of
recognizing gains or losses on such
transactions.

Section 1.988-1(d)(3) Spot Rate
Convention

In response to comments, § 1.988—
1(d)(3) has been amended to allow the
use of spot rate conventions computed
on a quarterly basis and to clarify that
use of a prior month's end convention is
allowable.

Section 1.988-1(e) Exchange Gain or
Loss

Section 1.988-1(e) has been amended
to clarify that generally the amount of
exchange gain or loss from a section 988
transaction is separately computed for
each section 988 transaction, and such
amount is not integrated with gain or
loss recognized on another transaction.
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Section 1.988-1(g) Fair Market Value

Section 1.988-1(g) provides that the
fair market value of an item shall, where
relevant, reflect an appropriate premium
aor discount for the time value of money.
In response to comments, this section
has been amended to provide that if
consistent with the taxpayer's method of
financial accounting (and consistently
applied from year to year), the rule
described in the preceding sentence
shall not apply to a financial instrument
that matures within one year from the
date of issuance or acquisition.

Section 1.988-2 Recognition and
Computation of Exchange Gain or Loss.

Section 1.988 2{a)(1) Disposition of
Nonfunctional Currency

Commentators have recommended
udoption of a rule that would exempt a
e minimis amount of exchange gain or
loss realized by individuals during a
taxable year. The Service does not have
authority to adopt such a rule in light of
section Y88(e).

Section 1.968-2(a)(2} Computation of
Exchange Gain or Loss

Commentators have suggested that
the rule of § 1.988-2(a)(2)(iv) regarding
the purchase and sale of stock or
securities traded on an established
securities market by a cash basis
taxpayer be extended to accrual basis
taxpayers. This rule has been adopted
on an elective basis in § 1.988-2(a)(2)(v).

Section 1.988-2 (b) Translation of
Naonfunctionn{ Currency Interest Income
or Expense

A commentator has suggested treating
ull exchange gain or loss on debt
instruments as interest, This approach is
being considered under § 1.861-9T for
source of income and expense purposes.
However, in order to simplify the
translation of accrued interest income or
expense with respect to a debt
instrument subject to section 988,

§ 1.988-2(b)(2) (ii) and {iii){B) allows a
taxpayer on the accrual method of
accounting for interest income or
expense (including cash method
taxpayers that accrue original issue
discount) to elect to translate interest
income and expense at the spot rate on
the last day of the interest accrual
period (and in the case of a partial
accrual period, the spot rate on the last
day of the taxable year). If the last day
of the interest accrual period is within
five business days of the date of receipt
or payment, the taxpayer may translate
interest income or expense at the spot
rate on the date of receipt or payment.
This elective spot rate convention
eliminates the complexity of

determining an average exchange rate
and simplifies the computation of
exchange gain or loss with respect to
accrued interest.

A commentator recommends using the
historic exchange rate (the date the debt
instrument was issued) to accrue
interest income or expense rather than
the average rate for the accrual period
currently in the regulations. The
rationale is to provide similar treatment
Between a discount bond and a
synthetically created discount bond
(composed of a par bond with the
purchase of an annuity to defease the
interest payments on the par bond). This
approach has been rejected because
excessive exchange gain or loss would
result with respect to long term
instruments. Further, compared to the
elective spot rate convention, this
approach would create greater
computational complexity with respect
to par bonds. Finally, a synthetically
created discount bond is subject to the
substance over form provision of
§ 1.988-2(f) which requires similar
treatment of actual and synthetic
discount bonds.

Commentators have pointed out a
technical problem with definition or
“principal amount” in § 1.988-2T(b) (5)
and (6) that regults in double counting of
a portion of the principal for purposes of
computing exchange gain or loss in
certain cases (e.g., in the case of a
discount bond acquired at a market
discount). Accordingly, the definition of
principal amount has been amended.

Rules regarding nonfunctional
currency debt for debt exchanges have
been proposed under § 1.988-2(b)(14) of
the proposed regulations.

Rules regarding exchange gain or loss
with respect to debt instruments issued
in hyperinflationary currencies have
been proposed under § 1.988-2{b)(15) of
the proposed regulations.

Section 1.988-2(c) Item of Expense or
Gross Income or Receipts Which is To
Be Paid or Recelved after the Date
Accrued.

Certain commentators suggest that the
current separate computation of
exchange gain or loss on short term {60
days or less) payables and receivables
be disregarded and treated as an
adjustment to expense or income with
respect to which the payables or
receivables relate. In contrast, other
commentators suggest allowing
taxpayers to elect to mark to market
such payables and receivables
consistent with their method of financial
accounting. It has been proposed to
adopt the latter suggestion because it
more clearly reflects gain or loss with
respect to such transactions. See

§ 1.988-5(f) of the propased regulations
regarding election of a mark to market
method of accounting for exchange gain
or loss for nondealers.

Section 1.986-2(d) Exchange Gain or
Loss With Respect to Forward
Contracts, Futures Contracts and Optivr
Contracts

A commentator suggests that the
realization by offset rule of § 1.988-
2(d}(2)(ii) be modified to allow
realization of exchange gain or loss if &
contract is offset by another contract
with the same counterparty. This
suggestion has been rejected because it
results in a potential whipsaw to the
government (i.e., taxpayers can lock in a
gain without realization by entering into
an offsetting contract with a different
counterparty, but lock in and realize a
loss by entering into an offsetting
contract with the same counterparty
even though they are not out of pocket
any cash). A commentator suggests that
taxpayers be allowed to make an
election whereby all offsetting positions
are treated as terminated. This
suggestion has been rejected as
unnecessary in most cases in light of
section 1256 and in contravention of
section 1092.

A commentator suggests that the rule
that recognizes the interest component
in a historic rate rollover be limited ta
long term rollovers. This suggestion has
been adopted in § 1.988-2(d)(2)(v),
which provides that the amount
attributable to the time value of any
gain or loss recognized shall be treated
as exchange gain or loss if the period
beginning on the first date the contract
is rolled over and ending on the date
payment is ultimately made or received
with respect to such contract does not
exceed 183 days.

Section 1.988-2(e) Currency Swaps
and Notional Principal Contracts

A commentator suggests clarification
that all income and expense attributable
to notional principal contracts described
in § 1.988-2(e} is exchange gain or loss
With respect to currency swaps, it was
clear under the temporary regulations
that any income or loss is exchange ga.
or loss (except as provided in § 1.988-
2(f) and § 1.988-5). With respect to
notional principal contracts
denominated in a single nonfunctional
currency, a sentence has been added to
§ 1.988-2(e)(1) to clarify that such
income or loss is exchange gain or losy
{with certain exceptions). It should be
noted, however, that § 1.861-9T may
allocate and apportion exchange gain or
loss like interest notwithstanding its
character as exchange gain or loss
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Section 1.988-2(e}{1) has been
amended to better coordinate with
section 446

Commentators pointed oui a flaw in
the definition of a currency swap. which
required that the periodic interim
payments be exchanged at the swayp
exchange rate. This requirement
unintentionally prevented cross
currency interest rate swaps from
qualifying as a currency swap.
Accordingly the definition of a currency
swap 1n § 1.988-2(e)(2})(ii) has been
amended to delete this requirement.

Commentators also suggest
recognition of gain or loss on receip! or
payment of swap principal, regardless of
when such principal amounts are paid.
Section 1.988-2(e){2)(ii) requires that all
of the swap principal amount be
exchanged at maturity of the contract. if
principal is prepaid on one side of the
swap without a matching payment on
the other side, taxpayers can generate
gains and losses without economic
substance. Accordingly, this suggestion
was rejected. The definition of currency
swap covers the overwhelming number
of contracts marketed as currency
swaps. Contracts that do not conform to
the definition of currency swap but may
nevertheless be notional principal
contracts (such as a self-amortizing
currency swap) are subject to rules
under section 448.

Section 1.986-3 Character of Exchange
Gain or Loss

A commentator suggests that the
identification and verification
requirements for electing capital gain or
loss characterization are unduly
burdensome for traders in foreign
currency contracts. In response to this
comment, § 1.988-3(b)(5) has been
added to allow taxpayers to make the
capital gain or loss election with respect
to contracts in certain designated
accounts.

Section 1.9884 Source of Exchange
Gain or Loss Realized on a Section 988
Transaction

The Service 18 studying and solicits
comments on the proper method of
attributing liabilities and hedges to a
U.S. branch of a foreign corporation. For
example. the 13sue may arise where
under § 1.882-5 the amount of U.S.
connected hiabilities is less than the
amount of liabilities shown on the books
of a U.S. trade or business.

Section 1.988-5 Section 988(d) Fledging
Transactions

{a) Integration of a Nonfunctional
Currency Debt Instrument and a § 1.988-
5{a) Hedge

A commentator suggests that the
integration rules be extended to partial
hedges of debt instruments. The
commentator proposes thal with respect
to any payment made under a
nonfunctional currency denominated
debt instrument that is hedged into
functional currency, the functional
currency amount be substituted for the
nonfunctional currency amount. In other
words, the yield to maturity of a
nonfunctional currency denominated
debt instrument will be determined in
units of nonfunctional currency,
notwithstanding that a majority of the
payments may be bedged into functional
currency effectively altering the yield.
This suggestion is rejected because the
yield of such an instrument cannot be
determined under this approach.
However, § 1.988-5(a)(3)(ii) has been
added to allow proportional hedging of
debt instruments where the integrated
yield with respect to such proportion is
determinable.

In response to comments, the
definition of qualifying debt instrument
in § 1.988-5({x)(3)(i) has been amended
retroactively to allow taxpayers to
synthesize a functional currency
borrowing into a nonfunctional currency
borrowing consistent with Notice 87-11,
1987-1 C.B. 423. The prior exclusion was
unintentional.

The definition of qualifying debt
instrument in § 1.988-5(z){3)(i) has been
amended prospectively to include
contingent payment debt instruments. If
all payments of a contingent payment
obligation are hedged such that a yield
to maturity can be determined in
another currency, then assuming the
requirements of § 1.986-2(a) are
satisfied, the transaction can be
integrated. The term contingent payment
debt obligation does not include dual
currency or multi-currency debt
instruments which were within the
definition of qualifying debt instrument
in § 1.988-5T{a}(3) and hence eligible for
integration under the Temporary
Regulations. The term contingent
payment debt obligation does include
reverse princips! exchange rate linked
securities such as the one described in
Example 8 of § 1.988-5(a){9)(iv) because
the amount of principal paid upon
maturity of the instrument is not
determinable in any currency on the
issue date {assuming, of course, that the
instrument is unhedged).

In response to comments, an option is
included in the definition of section

1.988-5{a) hedge if, when integrated with
the qualifying debt instrument, it permits
the calculation of a yield to maturity
{under principles of section 1272) in the
currency in which the synthetic debt
instrument is denominated.

Commentators suggest liberalization
ot the rule in § 1.988-5(a){5)(iii) that
prohibits hedges with related persons.
This suggestion was rejected because
the integration rules are intended for
transactions that in fact result in a
hedged position. A hedge with a related
person merely shifts the location for
currency risk to that related person—
there is no guarantee that the related
person will hedge the risk it has
assumed with an unrelated person.

A commentator asks for clarification
that a self-amortizing currency swap
may be used as a hedge. While not
within the definition of currency swap
set forth in § 1.988-2(e)(2)(ii). a self-
amortizing currency swap may qualify
as a hedge if, when integrated with the
qualifying debt instrument, it permits the
calculation of a yield to maturity (under
principles of section 1272) in the
currency in which the synthetic debt
instrument is denominated. This was
true under the Temporary Regulations
and needs no clarification.

A commentator suggests that
taxpayers should be able to integrate a
debt instrument (or executory contract)
incurred by a taxpayer with a hedge
entered into by a foreign affiliate. This
suggestion is rejected because of the
administrative difficulty of auditing such
transactions and of determining the
corporation on whose books the
integrated transaction should be
reflected.

A commentator suggests deletion of
the requirement that the hedge and the
underlying transaction be recorded on
the books of the same QBU. The
rationale of the rule is to facilitate
auditing integrated transactions by
having the hedge and the underlying
transaction recorded in one place. For
administrative convenience, the rule is
retained.

Section 1.988-5(a)(6)(i) has been
amended to eliminate the need to obtain
valuations of debt instruments that are
part of a qualified hedging transaction
when the taxpayer is legging into
integrated treatment. If a taxpayer legs
into integrated ireatment by entering
into a hedge after the qualifying debt
instrument is issued or acquired,

§ 1.988-5(a)(6)(i) provides that only gain
or loss from movements in exchange
rates up to the leg in date is realized
(and deferred).

Section 1.988-5(a)(6)(ii} contains an
expanded definition of “legging out"” to
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clarify ambiguities in the temporary
regulations. “Legging out” of integrated
treatment means that the taxpayer
disposes of or otherwise terminates all
or a part of the qualifying debt
instrument or hedge prior to maturity of
the qualified hedging transaction, or the
taxpayer changes a material term of the
qualifying debt instrument (e.g.,
exercises an option to change the
interest rate or index, or the maturity
date) or hedge (e.g., changes the interest
or exchange rates underlying the hedge,
or the expiration date) prior to maturity
of the qualified hedging transaction. A
taxpayer that disposes of or terminates
a qualified hedging transaction (i.e.,
disposes of or terminates both the
qualifying transaction and the hedge on
the same day) shall be considered to
have disposed of or otherwise
terminated the synthetic debt instrument
rather than as legging out.

Section 1.988-5({a)(6)(ii) (D) and (E)
provide antiabuse rules for taxpayers
that leg out of a qualified hedging
transaction.

A commentator requests that the
identification requirements be expanded
to allow the sponsor of a trust issuing
synthetic instruments to satisfy the
identification requirements on behalf of
the investors. This rule has been
adopted in § 1.988-5(a)(8)(ii).

A commentator suggests that
taxpayers be allowed to identify a
hedged transaction in an electronic
ledger, rather than a paper ledger. This
suggestion has been adopted in § 1.983-
5 (a)(8){i) and (b)(3)(i) which merely
requires that a taxpayer establish a
record with the pertinent information.

The Service is considering whether to
permit the rules of § 1.988-5 to be
applied by treating consolidated group
members as a single corporation. For
example, if a domestic finance company
enters into a transaction with an
unrelated party that is intended to hedge
a debt instrument issued by a domestic
operating company that is a member of
the same consolidated group, section
1.988-5 might be applied to treat the
hedge as entered into by the domestic
operating company.

The Service therefore seeks comments
and information on the following issues:

(1) Which member(s) make the
decision to hedge (or to leg out);

{2) How and when the hedge is
identified and documented;

(3) Which member bears the cost of
the hedge, /.e., whether, how and when
the cost of the hedge is charged to the
hedged member;

{4) How payments made or received
under the hedge are accounted for
within the group;

(5) How the intercompany transaction
rules of § 1.1502-13 should apply to such
a hedged transaction; and

(6) What type of transactions should
be permitted to be hedged on a
consolidated basis.

(b) Hedged Executory Contracts

In response to comments that
taxpayers frequently adjust hedges as
contracts to purchase or sell goods and
services change, the rule in § 1.988—
5T(b}{2)(i}(C) which provided that the
amount of an executory contract that is
hedged cannot be decreased has been
deleted.

Commentators have suggested that
allowing integration treatment with
respect to assets used in the ordinary
course of a taxpayer’s trade or business
but not for stock purchases
discriminates unfairly between two
acquisition techniques. In response to
this comment, § 1.988-5(b)(2)(ii)
prospectively provides that a contract
to buy or sell stock is an executory
contract eligible for integration
treatment.

A commentator suggests that options
be included in the definition of hedge as
defined in § 1.988-5(b)(2)(iii). We have
responded to this comment by providing
that the term hedge also includes an
option contract described in § 1.988-1(a)
(1)(ii) and (2)(iii), but only if the option
contract’s expiration date is on or before
the accrual date. The premium paid for
an option that lapses shall be integrated
with the executory contract.

Commentators suggest that the
requirement in § 1.988-5T(b)(2)(iii) of
keeping a separate bank account for
each hedge involving cash is overly
restrictive. They suggest the use of a
single account for all hedging
transactions, combined with a
convention for determining the basis of
cash withdrawn. This suggestion has
been adopted in § 1.988-5{b)(2)(iii)(D).

To address concerns of the Service

. regarding disposition of a hedge or an

executory contract prior to the accrual
date in a transaction between related
persons (as defined in sections 267(b)
and 707(b)), new § 1.988-5(b})(4)(iii){C)
has been added. This section provides
that the Commissioner may redetermine
the timing, source, and character of gain
or loss from the hedge or the executory
contract if he determines that a
significant purpose for disposing of the
hedge or terminating the executory

contract prior to the accrual date was to -

affect the timing, source, or character of
income, gain, expense, or loss for
Federal income tax purposes.

(c) Hedges of Period Between Trade
Date and Settlement Date on Purchase
or Sale of Publicly Traded Stock or
Security in the Case of Cash Basis
Taxpayers

A commentator suggests that the
provisions of § 1.988-5T(c) be extended
to accrual basis taxpayers. This
suggestion has been adopted in § 1.988-
2(c). See § 1.6045-1(d)(6)(iii) of the
proposed regulations for changes to the
broker reporting rules in certain cases.

(d) Hedges of Certain Nonfunctional
Currency Payments

This section is reserved in the final
regulations. See § 1.988-5(d) of the
proposed regulations for integration
rules regarding certain dividend, rent
and royalty payments.

Commentators have suggested that
special timing rules be provided for
hedges of the net investment of a U.S.
corporation in a foreign corporation
(hereafter referred to as “Hoover
hedges"—see Hoover Co., 72 T.C. 208
(1979)). Prior to the adoption of section
988, gains and losses realized with
respect to Hoover hedges were
characterized as capital gains and
losses and the general timing rule of the
Code applied. See Hoover Co., supra;
Barnes Group, Inc. v. U.S., 697 F. Supp.
591 (D. Conn., 1988). Problems resulting
from characterizing gains or losses
realized on Hoover hedges as capital
gains or losses are resolved under
section 988(a)(1}{A) which characterizes
such gains and losses as ordinary gains
and losses (with a taxpayer election for
capital gain or loss characterization).
Some commentators have suggested,
however, that special timing rules whicli
parallel the financial accounting rules
for Hoover hedges be adopted. See
paragraphs 13 and 20(a) of the
Statement of Financial Accounting
Standards No. 52 which generally
provide for deferral of gain or loss on a
Hoover hedge until sale or liquidation of
the foreign corporation. Other
commentators have suggested
complicated regimes for deferring gains
and losses on Hoover hedges until
dividends are paid to the U.S.
corporation. Since the general timing
rules of the Code as applied to Hoover
hedges provide a reasonable timing
result, complicated deferral regimes
have been rejected.

(e) Advance Rulings Regarding Net
Hedging and Anticipatory Hedging
Systems

Several commentators have suggested
adoption of special hedging rules
applicable to hedges of net
nonfunctional currency exposure (other
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than Hoover hedges) and anticipatory
hedges of items of income or expense.
Because corporations employ different
systems for engaging in such hedging.
adoption of specific rules is not
practicable. However, § 1.988-5(e}
provides that the Commissioner may
issue an advance ruling addressing the
income tax consequences of a
taxpayer's system of hedging ne!
nonfunctional currency exposure and
anticipated nonfunctional currency
exposure. The ruling may address the
character, source, and timing of both the
section 988 transaction(s) making up the
hedge and the underlying transactions
being hedged. The Commissioner will
not issue a ruling regarding Hoover
hedges. The Service anticipates
publishing a revenue procedure
addressing the procedural requirements
for obtaining an advanced ruling.

() Mark to Market Method of
Accounting for Taxpayers That Are Not
Acting in the Capacity of a Dealer

Provisions regarding a mark to market
method of accounting for exchange gain
or loss with respect to taxpayers that
are not acting in the capacity of a dealer
are reserved. See § 1.988-5(f) of the
proposed regulations.

Special Analyses

It has been determined that these
rules are not major rules as defined in
Executive Order 12291. Therefore, a
Regulatory Impact Analysis is not
required. It also has been determined
that section 553(b) of the Administrative
Procedure Act (5 U.S.C. chapter 5) and
the Regulatory Flexibility Act {5 U.S.C.
chapter 6) do not apply to these
regulations, and, therefore, a final
Regulatory Flexibility Analysis is not
required. Pursuant to section 7805(f) of
the Internal Revenue Code, the notice of
proposed rulemaking for the regulations
was submitted without response to the
Administrator of the Small Business
Administration for comment on their
impact on smali business.

Drafting Information

The principal authors of these
regulations are Jeffrey Dorfman and
Charles T Plambeck. Messrs. Dorfman
and Plambeck are of the Office of Chief
Counsel. Internal Revenue Service
Other personnel from the Internal
Revenue Service and Treasury
Department participated in developing
the regulations

List of Subjects
26 CFR 1.261-1 Through 1.280H-1T

Income Taxes, Reporting and
recordkeeping requirements.

26 CFR 1.985-0 Through 1.989(c)-1T

Income Taxes, Reporting and
recordkeeping requirements.

26 CFR Part 602

Reporting and Recordkeeping
Requirements.

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR parts 1 and 602
are amended to read as follows:

PART 1—INCOME TAX; TAXABLE
YEARS BEGINNING AFTER
DECEMBER 31, 1953

Paragraph 1. The authority for part 1
is amended by adding a new citation to
read as follows:

Authority: Sec. 7805, 68A Stat. 917; (26
U.S.C. 7805 * * * Sections 1.988-0 through
1.988-5 also issued under 26 U.S.C.988. * * *

Par. 2. New § 1.267(f}-1 is added and
§ 1.267(f)-1T(h) is redesignated as
§ 1.267(f)-1(h) and newly designated
paragraphs (h)(2) and {h)(3) are revised
to read as follows:

§ 1.267(f)-1 Deferral of certain losses of
controlied groups.

(a) through {g) [Reserved]

(hJ * % &

{2) The loan is described in § 1.988-
a)(2){i)

(3) The loanisnotin a
hyperinflationary currency as defined in
§ 1.988-1(f); and

*

Par. 3. Sections 1.988-0T, 1.988-1T,
1.988-2T, 1.988-3T, 1.986-4T, and 1.9688—
5T are removed as of March 17, 1992,

Par. 4. New §§ 1.988-0 through 1.988-5
are added to read as foliows:

§ 1.988-0 Taxation of gain or loss from a
section 988 transaction; Table of Contents.

This section lists captioned
paragraphs contained in §§ 1.988-1
through 1.988-5.

§1.988-1 Certain Definitions and Special
Rules.

(a) Section 988 transaction

(1) In general.

(2) Description of transactions

(3){5) {Reserved]

(6) Examples. .

(7) Special rules for regulated futures
contracts and non-equity options.

(8) Special rules for qualified funds.

{9) Exception for certain transactions
entered into by an individual.

(10) Intra-taxpayer transactions.

(11) Authority of Commissioner to include
or exclude transactions from section 988,

(b) Spet contract.

(c) Nonfunctional currency.

(d) Spot rate.

(1) In general.

{2) Consistency required in valuing
transactions subject to section 988.

(3) Use of certain spot rate conventions for
payables and receivables denominated in
nonfunctional currency.

(4) Currency where an official government
established rate differs from a free market
rate.

(e} Exchange gain or loss

{f) Hyperinflationary currency

(8) Fair market value.

(h) Interaction with sections 1092 and 1256
in examples.

(i) Effective date.

§1.988-2 Recognition and Computation of
Exchange Gdin or Loss.

(a) Disposition of nonfunctional currency

(1) Recognition of exchange gain or {oss.

(2) Computation of exchange gain or loss

(b) Translation of interest income or
expense and determination of exchange gain
or loss with respect to debt instruments.

(1) Translation of interest income received
with respect to a nonfunctional currency
demand account.

{2} Translation of nonfunctional currency
interest income or expense received or paid
with respect to 8 debt instrument described
in § 1.988-1{a} {1)(ii) and (2){i}.

{3) Exchange gain or loss recognized by the
holder with respect to accrued interest
income.

{4) Exchange gain or loss recognized by the
obligor with respect to accrued interest
expense.

(5) Exchange gain or loss recognized by the
holder of a debt instrument with respect to
principal.

(6) Exchange gain or loss recognized by the
obligor of a debt instrument with respect to
principal.

(7} Payment ordering rules.

(8) Limitation of exchange gain or loss on
payment or disposition of a debt instrument

(8) Examples.

(10) Treatment of bond premium

(11) Market discount.

(12) Tax exempt bonds.

(13) Nonfunctional currency debt
exchanged for stock of obligor.

(14)~(15) [Reserved]

(16) Coordination with section 267
vegarding debt instruments.

{17) Coordination with installment methed
under section 453.

{c) Item of expense or gross income or
receipts which is to be paid or received after
the date accrued

(1) In general.

{2) Determination of exchange gain or loss
with respect to an item of gross income or
receipts.

(3) Determination of exchange gain or loss
with respect to an item of expense

(4) Examp!es.

{d) Exchange gain or loss with respect to
forward contracts, futures contracts and
option contracts

(1) Scope.

(2) Realization of exchange gain or loss.

(3) Recognition of exchange gain or loss.

{4) Determination of exchange gain or loss

(5) [Reserved]
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{e) Currency swaps and notional principal
contracts.

(1) Notional principal contract
denominated in a single nonfunctional
currency.

(2) Special rules for currency swaps.

(3} Amortization of swap premium or
discount in the case of off market swaps.

{4) Treatment of taxpayer disposing of a
currency swap.

(5) Examples.

{6) Special effective date for rules regarding
currency swaps.

(7} [Reserved]

{f) Substance over form.

{1) In general.

(2) Example.

(g) Effective date.

§1.988-3 Character of Exchange Gain or
lLoss

(a) In general.

(b) Election to characterize exchange gain
or loss on certain identified forward
contracts, futures contracts and option
contracts as capital gain or loss.

(1) In general.

(2) Special rule for contracts that become
part of a straddle after the election is made.

(3} Requirements for making the election.

{4) Verification.

(5) Independent verification.

{6) Effective date.

{c) Exchange gain or loss treated as
interest.

{1} In general.

{2) Exchange loss realized by the holder on
nonfunctional currency tax exempt bonds.

(d) Effective date.

$1.986-4 Source of Gain of Loss Realized
on a Section 988 Transaction

(a) In general.

(b) Qualified business unit.

(1) In general.

(2) Proper reflection on the books of the
taxpayer or qualified business unit.
: (c) Effectively connected exchange gain or
088,

(d) Residence.

(1) In general.

{2) Exception.

(3) Partner in a partnership not engaged in
a U.S. trade or business under section
864(b)(2).

(e) Special rule for certain related party
loans.

(1) In general.

(2} United States person.

(3} Loans by related person.

(4) 10 percent owned foreign corporation.

{f) Exchange gain or loss treated as interest
under § 1.988-3.

(g) Exchange gain or loss allocated in the
same manner as interest under § 1.861-9T.

(h) Effective date.

§ 1.9868-5 Section 986(d} Hedging
Transactions

{a) Integration of a nonfunctional currency
debt instrument and a § 1.988-5(a) hedge.

(1) In general.

(2) Exception.

(3) Qualifying debt instrument.

(4} Section 1.988-5(a) hedge.

{5) Definition of integrated economic
transaction.

(6) Special rules for legging in and legging
out of integrated treatment.

(7} Transactions part of a straddle.

(8) Identification requirements.

(9) Taxation of qualified hedging
transactions.

(10) Transition rules and effective dates.

{b) Hedged executory contracts.

{1) In general.

{2} Definitions.

(3) Identification rules.

(4) Effect of hedged executory contract.

(5) References to this paragraph (b).

{c) Hedges of period between trade date
and settlement date on purchase or sale of
publicly traded stock or security.

{d} [Reserved])

(e} Advance rulings regarding net hedging
and anticipatory hedging systems.

{f) [Reserved)

(g) General effective date.

§ 1.988-1 Certain definitions and special
rules.

(a) Section 988 transaction—{1} In
general. The term “section 988
transaction” means any of the following
transactions—

(i) A disposition of nonfunctional
currency as defined in paragraph (c) of
this section;

(ii) Any transaction described in
paragraph (a)(2) of this section if any
amount which the taxpayer is entitled to
receive or is required to pay by reason
of such transaction is denominated in
terms of a nonfunctional currency or is
determined by reference to the value of
one or more nonfunctional currencies.

A transaction described in this
paragraph (a} need not require or permit
payment with a nonfunctional currency
as long as any amount paid or received
is determined by reference to the value
of one or more nonfunctional currencies.
The acquisition of nonfunctional
currency is treated as a section 988
transaction for purposes of establishing
the taxpayer’s basis in such currency
and determining exchange gain or loss
thereon.

(2) Description of transactions. The
following transactions are described in
this paragraph (a)(2).

(i) Debt instruments. Acquiring a debt
instrument or becoming an obligor under
a debt instrument. The term “debt
instrument” means a bond, debenture,
note, certificate or other evidence of
indebtedness.

(ii) Payables, receivables, elc.
Accruing, or otherwise taking into
account, for purposes of subtitle A of the
Internal Revenue Code, any item of
expense or gross income or receipts
which is to be paid or received after the
date on which so accrued or taken into
account. A payable relating to cost of
goods sold, or a payable or receivable
relating to a capital expenditure or
receipt, is within the meaning of this
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paragraph {a}(2)(ii). Generally, a
payable relating to foreign taxes
(whether or not claimed as a credit
under section 901) is within the meaning
of this paragraph {a){2}(ii). However, a
payable of a domestic person relating to
accrued foreign taxes of its qualified
business unit (QBU branch) is not within
the meaning of this paragraph {a)(2)(ii) if
the QBU branch’s functional currency is
the U.S. dollar and the foreign taxes are
claimed as a credit under section 901.

(iii) Forward contract, futures
contract, option contract, or similar
financial instrument. Except as
otherwise provided in this paragraph
(a)(2)(iii) and paragraph (a)(4)(i) of this
section, entering into or acquiring any
forward contract, futures contract,
option, warrant, or similar financial
instrument.

(A) Limitation for certain derivative
instruments. A forward contract, futures
contract, option, warrant, or similar
financial instrument ig within this
paragraph (a)(2)(iii) only if the
underlying property to which the
instrument ultimately relates is a
nonfunctional currency or is otherwise
described in paragraph (a){1)(ii) of this
section. Thus, if the underlying property
of an instrument is another financial
instrument (e.g., an option on a futures
contract), then the underlying property
to which such other instrument {e.g., the
futures contract) ultimately relates must
be a nonfunctional currency. For
example, a forward contract to purchase
wheat denominated in a nonfunctional
currency, an option to enter into a
forward contract to purchase wheat
denominated in a nonfunctional
currency, or a warrant to purchase stock
denominated in a nonfunctional
currency is not described in this
paragraph {a)(2)(iii). On the other hand,
a forward contract to purchase a
nonfunctional currency, an option to
enter into a forward contract to
purchase a nonfunctional currency, an
option to purchase a bond denominated
in or the payments of which are
determined by reference to the value of
a nonfunctional currency, or a warrani
to purchase nonfunctional currency is
described in this paragraph (a){2)(iii).

{B) Nonfunctional currency notional
principal contracts—(1) In general. The
term “similar financial instrument”
includes a notional principal contract
only if the payments required to be
made or received under the contract are
determined with reference to a
nonfunctional currency.

(2) Definition of notional principal
contract. The term “notional principal
contract” means a contract (e.g., a swap,
cap, floor or collar) that provides for
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the payment of amounts by one party to
another at specified intervals calculated
by reference to a specified index upon a
notional principal amount in exchange
for specified consideration or a promise
to pay similar amounts. For this purpose,
a “notional principal contract” shall
only include an instrument where the
underlying property to which the
instrument ultimately relates is money
(e.g., functional currency), nonfunctional
currency, or property the value of which
is determined by reference to an interest
rate. Thus, the term “notional principal
contract”" includes a currency swap as
defined in § 1.988-2(e)(2)(ii), but does
not include a swap referenced to a
commodity or equity index.

(C) Effective date with respect to
certain contracts. This paragraph
(a)(2)(iii) does not apply to any forward
contract, futures contract, option
warrant, or similar financial instrument
entered into or acquired on or before
October 21, 1988, if such instrument
would have been marked to market
under section 1256 if held on the last day
of the taxable year.

(3)-(5) [Reserved]

(6) Examples. The following examples
lustrate the application of paragraph
(a) of this section. The examples assume
that X is a U.S. corporation on an
accrual method with the calendar year
as its taxable year. Because X is a U.S,
corporation the U.S. dollar is its
functional currency under section 985.
The examples also assume that section
988(d) does not apply.

Example 1. On January 1, 1989, X acquires
10,000 Canadian dollars. On January 15, 1989,
X uses the 10,000 Canadian dollars to
purchase inventory. The acquisition of the
10,000 Canadian dollars is a section 988
transaction for purposes of establishing X's
basis in such Canadian dollars. The
disposition of the 10,000 Canadian dollars is a
section 988 transaction pursuant to paragraph
{a)(1) of this section.

Example 2. On January 1, 1989, X acquires
10,000 Canadian dollars. On January 15, 1989,
X converts the 10,000 Canadian dollars to
U.S. dollars. The acquisition of the 10,000
Canadian dollars is a section 988 transaction
for purposes of establishing X's basis in such
Canadian dollars. The conversion of the
10,000 Canadian dollars to U.S. dollars is a
section 988 transaction pursuant to paragraph
(a}(1) of this section.

Example 3. On January 1, 1989, X borrows
100,000 British pounds (£) for a period of 10
years and issues a note to the lender with a
face amount of £100.000. The note provides
for payments of interest at an annual rate of
10% paid quarterly in pounds and has a
stated redemption price at maturity of
£€100,000. X's becoming the obligor under the
note is a section 988 transaction pursuant to
paragraphs (a) (1)(ii) and (2)(i) of this section.
Because X is an accrual basis taxpayer, the
acciual of interest expense under X's note is

a section 988 transaction pursuant to
paragraphs (a) (1)(ii) and (2){ii) of this
section. In addition, the acquisition of the
British pounds to make payments under the
note is a section 988 transaction for purposes
of establishing X's basis in such pounds, and
the disposition of such pounds is a section
988 transaction under paragraph (a)(1)(i) of
this section. See § 1.988-2(b) with respect to
the translation of accrued interest expense
and the determination of exchange gain or
loss upon payment of accrued interest
expense.

Example 4. On January 1, 1989, X
purchases an original issue for 74,621.54
British pounds (£) a 3-year bond maturing on
December 31, 1991, at a stated redemption
price of £100,000. The bond provides for no
stated interest. The bond has a yield to
maturity of 10% compounded semiannually
and has £25,378.46 of original issue discount.
The acquisition of the bond is a section 988
transaction as provided in paragraphs {a)
{1)(ii) and (2)(i) of this section. The accrual ot
original issue discount with respect to the
bond is a section 988 transaction under
paragraphs (a) (1)(ii) and (2)(ii) of this
section. See § 1.988-2(b) with respect to the
translation of original issue discount and the
determination of exchange gain or loss upon
receipt of such amounts.

Example 5. On January 1, 1989, X sells and
delivers inventory to Y for 10,000,000 Italian
lira for payment on April 1, 1989. Under X's
method of accounting, January 1, 1989 is the
accrual date. Because X is an accrual basis
taxpayer, the accrual of a nonfunctional
currency denominated item of gross receipts
on January 1, 1989, for payment after the date
of accrual is a section 988 transaction under
paragraphs (a) (1)(ii) and (2}(ii) of this
section.

Example 6. On January 1, 1989, X agrees to
purchase a machine from Y for delivery on
March 1, 1990 for 1,000,000 yen. The
agreement calls for X to pay Y for the
machine on June 1, 1990. Under X's method of
accounting, the expenditure for the machine
does not accrue until delivery on March 1,
1990. The agreement to purchase the machine
is not a section 988 transaction. In particular,
the agreement to purchase the machine is not
described in paragraph {a){2)(ii) of this
section because the agreement is not an item
of expense taken into account under subtitle
A (but rather is an agreement to purchase a
capital asset in the future). However, the
payable that will arise on the delivery date is
a section 988 transaction under paragraphs
(a) (1)(ii) and (2)(ii) of this section even
though the payable relates to a capital
expenditure. In addition, the disposition of
yen to satisfy the payable on June 1, 1990, is a
section 988 transaction under paragraph
(a}(1}(i) of this section.

Example 7. On january 1, 1989, X
purchases and takes delivery of inventory for
10,000 French francs with payment to be
made on April 1, 1989. Under X’s method of
accounting, the expense accrues on January
1, 1989. On January 1, 1989, X also enters into
a forward contract with a bank to purchase
10,000 French francs for $2,000 on April 1,
1989. Because X is an accrual basis taxpayer.
the accrual of a nonfunctional currency
denominated item of expense on January 1,
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1989, for payment after the date of accrual is
a section 988 transaction under paragraphs
(a) (1)(ii) and (2){ii) of this section. Entering
into the forward contract to purchase the
10,000 French francs is a section 988
transaction under paragraphs (a) (1){ii) and
(2)(iii) of this section.

Example 8. On January 1, 1989, X acquires
100,000 Norwegian krone. On January 15,
1989, X purchases and takes delivery of 1.000
shares of common stock with the 100,000
krone acquired on January 1, 1989. On August
1, 1989, X sells the 1,000 shares of common
stock and receives 120,000 krone in payment.
On August 30, 1989, X converts the 120,000
krone to U.S. dollars. The acquisition of the
100,000 krone on January 1. 1989, and the
acquisition of the 120,000 krone on August 1,
1989, are section 988 transactions for
purposes of establishing the basis of such
krone. The disposition of the 100,000 krone on
January 15, 1989, and the 120,000 krone on
August 30, 1989, are section 988 transactions
as provided in paragraph {a)(1)(i) of this
section. Neither the acquisition on January 15,
1989, nor the disposition on Aungust 1. 1989. of
the stock is a section 988 transaction.

Example 8. On May 11, 1989, X purchases a
one year note at original issue for its issue
price of $1,000. The note pays interest in
dollars at the rate of 4 percent compounded
semiannually. The amount of principal
received by X upon maturity is equal to
$1,000 plus the equivalent of the excess, if
any, of (a) the Financial Times One Hundred
Stock Index {an index of stocks traded on the
London Stock Exchange hereafter referred to
as the FT100) determined and translated into
dollars on the last business day prior to the
maturity date, over (b) £2.150, the “stated
value” of the FT100, which is equal to 110% of
the average value of the index for the six
months prior to the issue date, translated at
the exchange rate of £1=$1.50. The purchase
by X of the instrument described above is not
a section 988 transaction because the index
used to compute the principal amount
received upon maturity is determined with
reference to the value of stock and not
nonfunctional currency.

Example 10. On April 9, 1989, X enters into
an interest rate swap that provides for the
payment of amounts by X to its counterparty
based on 4% of a 10,000 yen principal amount
in exchange for amounts based on yen LIBOR
rates. Pursuant to paragraphs (a) (1)(ii} and
(2)(iii) of this section, this yen for yen interest
rate swap is a section 988 transaction.

Example 11. On August 11, 1989, X enters
into an option contract for sale of a group of
stocks traded on the Japanese Nikkei
exchange. The contract is not a section 988
transaction within the meaning of § 1.988-
1{a)(2)(iii) because the underlying property to
which the option relates is a group of stocks
and not nonfunctional currency.

(7) Special rules for regulated futures
contracts and non-equity options—i{i) In
general. Except as provided in
paragraph (a)(7)(ii) of this section,
paragraph (a)(2)(iii) of this section shall
not apply to any regulated futures
contract or non-equity option which
would be marked to market under
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section 1256 if held on the last day of the
taxable year.

(ii) Election to have paragraph
(a)(2)(iii) of this section apply.
Notwithstanding paragraph (a){7)(i} of
this section, a taxpayer may elect to
have paragraph (a)(2)(iii) of this section
apply to regulated futures contracts and
non-equily options as provided in
paragraph (a)(?) (iii) and (iv) of this
section.

(iii) Procedure for making the election.
A taxpayer shall make the election
provided in paragraph (a}(7})(ii} of this
section by sending to the Internal
Revenue Service Center, Examination
Branch, Stop Number 92, Kansas City,
MO 64999 a statement titled “Election to
Treat Regulated Futures Contracts and
Non-Equity Options as Section 988
Transactions Under Section 988
{c)(1}(D)(ii)" that contains the following:

(A) The taxpayer's name, address,
and taxpayer identification number;

(B) The date the notice is mailed or
otherwise delivered to the Internal
Revenue Service Center;

(C) A statement that the taxpayer
{including all members of such person's
affiliated group as defined in section
1504 or in the case of an individual all
persons filing a joint return with such
individual) elects to have section
988(c)(1)(D)(i) and § 1.988-1(a)(7)(i) not
apply;

(D) The date of the beginning of the
taxable year for which the election is
being made;

(E) If the election is filed after the first
day of the taxable year, a statement
regarding whether the taxpayer has
previcusly held a contract described in
section 988(c)(1)(D)(i) or § 1.988-
1{a)(7)(i) during such taxable year, and if
s0, the first date during the taxable year
on which such contract was held; and

(F) The signature of the person making
the election (in the case of individuals
filing a joint return, the signature of all
persons filing such return).

The election shall be made by the
followiug persons: in the case of an
indiviiual, by such individual; in the
case of a partnership, by each partner
separately; effective for taxable years
beginning after March 17, 1992, in the
case of tiered partnerships, each
ultimate partner; in the case of an S
corporation, by each shareholder
separately; in the case of a trust (other
than a grantor trust) or estate, by the
fiduciary of such trust or estate; in the
case of any corporation other than an §
corporation, by such corporation (in the
case of a corporation that is a member
of an affiliated group that files a
consolidated return, such election shall
be valid and binding only if made by the

common parent, as that term is used in

§ 1.1502-77(a)); in the case of a
controlled foreign corporation, by its
controlling United States shareholders
under § 1.964-1(c)(3). With respect to a
corporation {other than an S
corporation), the election, when made
by the common parent, shall be binding
on all members of such corporation’s
affiliated group as defined in section
1504 that file a consolidated return. The
election shall be binding on any income
or loss derived from the partner's share
(determined under the principles of
section 702(a)) of all contracts described
in section 988(c)(1)(D)(i) or paragraph
(a)(7)(i) of this section in which the
taxpayer holds a direct interest or
indirect interest through a partnership or
S corporation; however, the election
shall not apply to any income or loss of
a partnership for any taxable year if
such partnership made an election under
section 988(c)(1)(E)(iii}{V) for such year
or any preceding year. Generally, a copy
of the election must be attached to the
taxpayer's income tax return for the first
year it is effective. It is not required to
be attached to subsequent returns.
However, in the case of a partner, a
copy of the election must be attached to
the taxpayer's income tax return for
every year during which the taxpayer is
a partner in a partnership that engages
in a transaction that is subject to the
election,

(iv) Time for making the election—(A)
In general. Unless the requirements for
making a late election described in
paragraph (a)(7}(iv)(B} of this section are
satisfied, an election under section 988
(c}(1)(D)(ii) and paragraph (a}(7)(ii) of
this section for any taxable year shall be
made on or before the first day of the
taxable year or, if later, on or before the
first day during such taxable year on
which the taxpayer holds a contract
described in section 988(c){1}(D)(ii) and
paragraph (a)(7)(ii) of this section. The
election under section 988{c}(1)(D}(ii)
and paragraph (a)(7)(ii) of this section
shall apply to contracts entered into or
acquired after October 21, 1938, and
held on or after the effective date of the
election. The election shall be effective
as of the beginning of the taxable year
and shall be binding with respect to all
succeeding taxable years unless
revoked with the prior consent of the
Commissioner. In determining whether
to grant revocation of the election,
recapture of the tax benefit derived from
the election in previous taxable years
will be considered.

(B} Late elections. A taxpayer may
make an election under section
988(c)(1)(D)(ii) and paragraph (a)(7)(ii} of
this section within 30 days after the time
prescribed in the first sentence of

paragraph (a)(7)(iv){A) of this section.
Such a late election shall be effective as
of the beginning of the taxable year;
however, any losses recognized during
the taxable year with respect to
contracts described in section
988(c)(1)(D)(ii) or paragraph (a)(7)(ii) of
this section which were entered into or
acquired after October 21, 1988, and
held on or before the date on which the
late election is mailed or otherwise
delivered to the Internal Revenue
Service Center shall not be treated as
derived from a section 988 transaction.
A late election must comply with the
procedures set forth in paragraph
(a)(7)(iii) of this section.

(v) Transition rule. An election made
prior to September 21, 1989 which
satisfied the requirements of Notice 88—
124, 1988-51 LR.B. 8, shall be deemed to
satisfy the requirements of paragraphs
(a)(7) (iii) and (iv) of this section.

(vi) General effective date provision.
This paragraph {a)(7) shall apply with
respect to futures contracts and options
entered into or acquired after October
21, 1988.

{8) Special rules for qualified funds—
(i) Definition of qualified fund. The term
“qualified fund” means any partnership
if—

(A} At all times during the taxable
year {and during each preceding taxable
year to which an election under section
988(c)(1)(E)(iii)(V) applied) such
partnership has at least 20 partners and
no single partner owns more than 20
percent of the interests in the capital or
profits of the partnership;

{B) The principal activity of such
partnership for such taxable year (and
each such preceding taxable year)
consists of buying and selling options.
futures, or forwards with respect to
commodities;

(C) At least 90 percent of the gross
income of the partnership for the
taxable year (and each such preceding
year) consists of income or gains
described in subparagraph (A), {B), or
(G) of section 7704(d)(1) or gain from the
sale or disposition of capital assets keld
for the production of interest or
dividends;

{D} No more than a de minimis
amount of the gross income of the
partnership for the taxable year {and
each such preceding taxable year) was
derived from buying and selling
commodities; and

(E) An election under section 988
{c)(1}{E}(iii)(V) as provided in paragraph
(a)(8){iv]) of this section applies to the
taxable year.

(ii) Special rules relating to paragroph
(a)(8)(1)(A) of this section—(A) Certain
general partners. The interest of a

Hei nOnline -- 57 Fed. Reg. 9180 1992



Federal Register / Vol. 57, No. 52 / Tuesday, March 17, 1992 / Rules and Regulations

9181

general partner in the partnership shall
not be treated as failing to meet the 20
percent ownership requirement of
paragraph (a)(8)(i){A) of this section for
any taxable year of the partnership if,
for the taxable year of the partner in
which such partnership's taxable year
ends, such partner (and each
corporation filing a consolidated return
with such partner) had no ordinary
income or loss from a section 988
transaction (other than income from the
partnership) which is exchange gain or
loss (as the case may be).

(B) Treatment of incentive
compensation. For purposes of
paragraph (a)(8)(i}(A) of this section,
any income allocable to a general
partner as incentive compensation
based on profits rather than capital shall
not be taken into account in determining
such partner’s interest in the profits of
the partnership.

(C) Treatment of tax exempt partners.
The interest of a partner in the
partnership shall not be treated as
failing to meet the 20 percent ownership
requirements of paragraph (a)(5)(8)(A) of
this section if none of the income of such
partner from such partnership is subject
to tax under chapter 1 of subtitle A of
the Internal Revenue Code {whether
directly or through one or more pass-
through entities).

(D) Look-through rule. In determining
whether the 20 percent ownership
requirement of paragraph (a)(8)(i)(A) of
this section is met with respect to any
partnership, any interest in such
partnership held by another partnership
shall be treated as held proportionately
. by the partners in such other

partnership.

(iii) Other special rules—(A) Related
persons. Interests in the partnership
held by persons related to each other
{within the meaning of section 267(b) or
707(b)) shall be treated as held by one
person.

(B) Predecessors. Reference to any
partnership shall include a reference to
any predecessor thereof.

(C) Treatment of certain debt
instruments. Solely for purposes of
paragraph (a)(8){i)(D) of this section, any
debt instrument which is described in
both paragraph (a) (1)(ii) and (2)(i) of
this section shall be treated as a
commodity.

(iv) Procedure for making the election
provided in section 988(c)(1J(E)(iii)(V).
A partnership shall make the election
provided in section 988(c)(1)(E)(iii}(V) by
sending to the Internal Revenue Service
Center, Examination Branch, Stop
Number 92, Kansas City, MO 64999 a
statement titled “*QUALIFIED FUND
ELECTION UNDER SECTION

988(c)(1)(E)(iii)(V)" that contains the
following:

(A) The partnership's name, address,
and taxpayer identification number;

(B) The name, address and taxpayer
identification number of the general
partner making the election on behalf of
the partnership;

(C) The date the notice is mailed or
otherwise delivered to the Internal
Revenue Service Center;

{D) A brief description of the activity
of the partnership;

(E) A statement that the partnership is
making the election provided in section
988(c)(1)(E)(iii)(V);

(F) The date of the beginning of the
taxable year for which the election is
being made;

(G) If the election is filed after the first
day of the taxable year, then a
statement regarding whether the
partnership previously held an
instrument referred to in section
988(c)(1)(E)(i) during such taxable year
and, if so, the first date during the
taxable year on which such contract
was held; and

(H) The signature of the general
partner making the election.

The election shall be made by a general
partner with management responsibility
of the partnership’s activities and a copy
of such election shall be attached to the
partnership's income tax return (Form
1065) for the first taxable year it is
effective. It is not required to be
attached to subsequent returns.

(v) Time for making the election. The
election under section 988(c){1)(E)(iii)(V)
for any taxable year shall be made on or
before the first day of the taxable year
or, if later, on or before the first day
during such year on which the
partnership holds an instrument
described in section 988(c)(1}{E)(i). The
election under section 988(c)(1)}(E)(iii)(V)
shall apply to the taxable year for which
made and all succeeding taxable years.
Such election may only be revoked with
the consent of the Commissioner. In
determining whether to grant revocation
of the election, recapture by the partners
of the tax benefit derived from the
election in previous taxable years will
be considered.

(vi) Operative rules applicable to
qualified funds—(A) In general. In the
case of a qualified fund, any bank
forward contract or any foreign currency
futures contract traded on a foreign
exchange which is not otherwise a
section 1256 contract shall be treated as
a section 1256 contract for purposes of
section 1256.

(B) Gains and losses treated as short-
term. In the case of any instrument
treated as a section 1256 contract under

paragraph {a)(8)(vi)(A) of this section,
subparagraph (A) of section 1256(a)(3)
shall be applied by substituting **100
percent” for *40 percent” (and
subparagraph (B) of such section shall
not apply). _

(vii) Transition rule. An election made
prior to September 21, 1989, which
satisfied the requirements of Notice 88
124, 1988-51 LR.B. 6, shall be deemed to
satisfy the requirements of § 1.968-
1({a)(8) (iv) and (v).

(viil) General effective date rules—
(A) The requirements of subclause (1V)
of section 988(c)(1)(E)(iii) shall not apply
to contracts entered into or acquired on
or before October 21, 1988.

(B) In the case of any partner in an
existing partnership, the 20 percent
ownership requirements of subclause (I)
of section 988(c)(1)}{(E)(iii) shall be
treated as met during any period during
which such partner does not own a
percentage interest in the capital or
profits of such partnership greater than
33% percent (or, if lower, the lowest
such percentage interest of such partner
during any period after October 21, 1988,
during which such partnership is in
existence). For purposes of the
preceding sentence, the term “existing
partnership” means any partnership if—

(1) Such partnership was in existence
on October 21, 1988, and principally
engaged on such date in buying and
selling options, futures, or forwards with
respect to commodities; or

{2) A registration statement was filed
with respect to such partnership with
the Securities and Exchange
Commission on or before such date and
such registration statement indicated
that the principal activity of such
partnership will consist of buying and
selling instruments referred to in
paragraph (a)(8)(viii)(B)(2) of this
section.

(9) Exception for certain transactions
entered into by an individual—(i) In
general, A transaction entered into by
an individual which otherwise qualifies
as a section 988 transaction shall be
considered a section 988 transaction
only to the extent expenses properly
allocable to such transaction meet the
requirements of section 162 or 212 (other
than the part of section 212 dealing with
expenses incurred in connection with
taxes).

(ii) Examples. The following examples
illustrate the application of paragraph
(a)(9) of this section.

Example 1. X is a U.S. citizen who
therefore has the U.S. dollar as his functional
currency. On January 1, 1990, X enters into a
spot contract to purchase 10,000 British
pounds {£) for $15,000 for delivery on January
3, 1990. Inmediately upon delivery, X
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acquires at original issue a pound
denominated bond with an issue price of
£10,000. The bond matures on January 3, 1993,
pays interest in pounds at a rate of 10%
compounded semiannually, and has no
original issue discount. Assume that all
expenses properly allocable to these
transactions would meet the requirements of
section 212. Under § 1.888~2(d)(1)(ii), entering
into the spot contract on January 1, 1890, is
not a section 988 transaction. The acquisition
of the pounds on January 3, 1990, under the
spot contract is a section 988 transaction for
purposes of establishing X's basis in the
pounds. The disposition of the pounds and
the acquisition of the bond by X are section
988 transactions. These transactions are not
excluded from the definition of a section 988
transaction under paragraph (a)(9) of this
section because expenses properly allocable
to such transactions meet the requirements of
section 212.

Example 2. X is a U.S. citizen who
therefore has the dollar as his functional
currency. In preparation for X's vacation, X
purchases 1,000 British pounds (£) from a
bank on June 1, 1989. During the period of X's
vacation in the United Kingdom beginning
June 10, 1989, and ending June 20, 1989, X
spends £500 for hotel rooms, £300 for food
and £200 for miscellaneous vacation
expenses. The expenses properly allocable to
such dispositions do not meet the
requirements of section 162 or 212. Thus, the
disposition of the pounds by X on his
vacation are not section 888 transactions.

(10) Intra-taxpayer transactions—i)
In general. Except as provided in
paragraph (a)(10)(ii) of this section,
transactions between or among the
taxpayer and/or qualified business units
of that taxpayer (“intra-taxpayer
transactions™) are not section 988
transactions. See section 987 and the
regulations thereunder.

(ii) Certain transfers. Exchange gain
or loss with respect to nonfunctional
currency or any item described in
paragraph (a)(2} of this section entered
into with another taxpayer shall be
realized upon an intra-taxpayer transfer
of such currency or item where as the
result of the transfer the currency or
other such item—

(A) Loses its character as
nonfunctional currency or an item
described in paragraph (a)(2) of this
section; or

(B) Where the source of the exchange
gain or loss could be altered absent the
application of this paragraph (a)(10)(ii).
Such exchange gain or loss shall be
computed in accordance with § 1.988-2
{without regard to § 1.988-2(b})(8)] as if
the nonfunctional currency or item
described in paragraph (a){2) of this
section had been sold or otherwise
transferred at fair market value between
unrelated taxpayers. For purposes of the
preceding sentence, a taxpayer must use
the translation rate that it uses for
purposes of computing section 987 gain

or loss with respect to the QBU branch
that makes the transfer. In the case of a
gain or loss incurred in a transaction
described in this paragraph (a}(10)(ii)
that does not have a significant business
purpose, the Commissioner, may defer
such gain or loss.

(iii) Example. The following example
illustrates the provisions of this
paragraph (a}(10).

Example. (A) X, a corporation with the U.S,
dollar as its functional cusrency, operates
through foreign branches Y and Z. Y and Z
are qualified business units as defined in
section 989(a) with the LC as their functional
currency. X computes Y's and Z's income
under section 987 (relating to branch
transactions). On November 12, 1988, Y
transfers $25 to the home office of X when the
fair market value of such amount equals
LC120. Y has a basis of LC100 in the $25.
Under paragraph (a}(10)(ii) of this section, Y
realizes foreign source exchange gain of LC20
(L.C120—LC100) as the result of the $25
transfer. For purposes of determining whether
the transfer is a remittance resulting in
additional gain or loss, see section 987 and
the regulations thereunder.

(B) If instead Y transfers the $25 to Z,
exchange gain is not realized because the $25
is nonfunctional currency with respect to Z
and if Z were to immediately convert the $25
into LCs, the gain would be foreign source.
For purposes of determining whether the
transfer is a remittance resulting in additional
gain or loss, see section 987 and the
regulations thereunder.

(11) Authority to include or exclude
transactions from section 986—(i) In
general. The Commissioner may
recharacterize a transaction (or series of
transactions) in whole or in part as a
section 988 transaction if the effect of
such transaction (or series of
transactions) is to avoid section 988. In
addition, the Commissioner may exclude
a transaction (or series of transactions)
which in form is a section 988
transaction from the provisions of
section 988 if the substance of the
transaction (or series of transactions)
indicates that it is not properly
considered a section 988 transaction.

(ii) Example. The following example
illustrates the provisions of this
paragraph (a)(11).

Example. B is an individual with the U.S.
dollar as its functional currency. B holds
500,000 Swiss francs which have a basis of
$100,000 and a fair market value of $400,000
as of October 15, 1989. On October 16, 1989, B
transfers the 500,000 Swiss francs to a newly
formed U.S. corporation, X, with the dollar as
its functional currency. On October 16, 1989,
B sells the stock of X for $400,000. Assume
the transfer to X qualified for nonrecognition
under section 351. Because the sale of the
stock of X is a substitute for the disposition
of an asset subject to section 988, the
Commissioner may recharacterize the sale of
the stock as a section 988 transaction. The
same result would obtain if B transferred the
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Swiss francs to a partnership and then gold
the partnership interest.

(b) Spot contract. A spot contract is a
contract to buy or sell nonfunctional
currency on or before two business days
following the date of the execution of
the contract. See § 1.988-2 (d})(1)(ii) for
operative rules regarding spot contracts.

(c} Nonfunctional currency. The term
“nonfunctional currency" means with
respect to a taxpayer or a qualified
business unit (as defined in section 989
(a)) a currency (including the European
Currency Unit) other than the taxpayer's
or the qualified business unit's
functional currency as defined in section
985 and the regulations thereunder. For
rules relating to nonrecognition of
exchange gain or loss with respect to
certain dispositions of nonfunctional
currency, see § 1.988-2 (a)(1)(iii).

(d) Spot rate—(1} In general. Except
as otherwise provided in this paragraph,
the term “spot rate” means a rate
demonstrated to the satisfaction of the
District Director or the Assistant
Commissioner (International) to reflect a
fair market rate of exchange available to
the public for currency under a spot
contract in a free market and involving
representative amounts. In the absence
of such a demonstration, the District
Director or the Assistant Commissioner
(International), in his or her sole
discretion, shall determine the spot rate
from a source of exchange rate
information reflecting actual
transactions conducted in a free market.
For example, the taxpayer or the District
Director or the Assistant Commissioner
{International} may determine the spot
rate by reference to exchange rates
published in the pertinent monthly issue
of “International Financial Statistics" or
a successor publication of the
International Monetary Fund; exchange
rates published by the Board of
Governors of the Federal Reserve
System pursuant to 31 U.S.C. section
5151; exchange rates published in
newspapers, financial journals or other
daily financial news sources; or
exchange rates quoted by electronic
financial news services.

(2) Consistency required in valuing
transactions subject to section 988. If the
use of inconsistent sources of spot rate
quotations results in the distortion of
income, the District Director or the
Assistant Commissioner (International)
may determine the appropriate spot
rate.

(3) Use of certain spot rate
conventions for payables and
receivables denominated in
nonfunctional currency. If consistent
with the taxpayer's financial accounting,
a taxpayer may utilize a spot rate

57 Fed. Reg. 9182 1992



Federal Register / Vol. 57, No. 52 / Tuesday, March 17, 7992 / Rules and Regulations 9103

convention determined at intervals of
one quarter year or less for purposes of
computing exchange gain or loss with
respect to payables and receivables
denominated in a nonfunctional
currency that are incurred in the
ordinary course of business with respect
to the acquisition or sale of goods or the
obtaining or performance of services.
For example, if consistent with the
taxpayer's financiel accounting, a
taxpayer may accrue all payables and
receivables incurred during the month of
January at the spot rate on December 31
or January 31 (or at an average of any
spot rates occurring between these two
dates) and record the payment or receipt
of amounts in satisfaction of such
payables and receivables consistent
with such convention. The use of a spot
rate convention cannot be changed
without the consent of the
Commissioner.

(4) Currency where an official
government established rate differs
from a free market rate—{i} In general
If a currency has an official government
established rate that differs from a free
market rate, the spot rate shall be the
rate which most clearly reflects the
taxpayer's income. Generally, this shail
be the free market rate.

(ii) Exampies. The following examples
illustrate the application of this
paragraph (d}{4}.

Example 1. X is an accrual method U.S.
corporation with the dollar as its functional
currency. X owns all the stock of a Country L
subsidiary, CFC. CFC has the currency of
Country L, the LC, as its functional currency.
Country L imposes restrictions on the
remittance of dividends. On April 1, 1990,
CFC pays a dividend to X in the amount of
LC100. Assume that the official governnent
established rate is $1=LC1 and the free
market rate, which takes into account the
remittance restrictions and which is the rate
that most clearly reflects income, is $1=LC4.
On April 1, 1980, X donates the LC100 in a
transaction that otherwise qualifies as a
charitable contribution under section 170 {c}
Both the amount of the dividend income and
the deduction under section 170 is $25 (LC100
x the free market rate, $.25).

Example 2. X, a corporation with the U.S.
dollar as its functional currency, operates in
foreign country L through branch Y. Yis a
qualified business unit as defined in section
989 {a}. X computes Y's income under the
dollar approximate separate transactions
method as described in § 1.985-3. The
currency of L is the LC. X can purchase
legally United States dollars ($) in L only
from the L government. In order to take
advantage of an arbitrage between the
official and secendary dellar to LC exchange
rates in L: ,

(i) X purchases LC100 for $60 in L on the
secondary market when the official exchange
rate is S1=LC1L;

(ii) X transfers the LC100 to Y:

(iii) Y purchases $100 for LC100; and

(iv} Y transiors $86 {9100 less an L tax
withheld of $35 on the transfer) to the home
office of X.

Under paragraph (2)7) of this section, the
transfer of the LC100 by X to Yis a
realization event X has a basis of $60 in the
LC100. Under these facts, the appropriate
doller te LC exchange rate for computing the
amount realized by X is the official exchange
rats. Therefore, X realizes $40 ($100-$60) of
U.S. source gain from the transfer to Y. The
same result would obtain if Y rather than X
purchased the LC100 on the secondary
market in L with $80 supplied by X, because
the substance of this transaction is that X is
performing the arbitrage.

(€) Exchange gain or loss. The term
“exchange gain or loss" means the
amount of gain or loss realized as
determined in § 1.988-2 with respect to a
section 988 transaction. Except as
otherwise provided in these regulations
(e.g. § 1.98B-5), the amount of exchange
gain or loss from a section 988
transaction shall be separately
computed for each section 988
transaction, and such amount shall not
be integrated with gain or loas
recognized on another transaction
(whether or not such transaction is
economically related to the section 988
transaction}. See § 1.988-2 (b}{8) for a
special rule with respect to debt
instruments.

(f) Hyperinflationary currency. For
the definition of hyperinflationary
currency see § 1.985-2 (b)(2). Unless
otherwise provided, the currency in any
example used in §§ 1.988-1 through
1.988-5 is not a hyperinflationary
currency.
(8} Fair market vaiue. The fair market
value of an item shall, where relevant,
reflect an appropriate premium or
discount for the time value of money
(e.g., the fair market value of a forward
contract to buy or sell nonfunctional
currency shall reflect the present value
of the difference between the units of
nonfunctional currency times the market
forward rate at the time of vailnation
and the units of nonfunctional currency
times the forward rate set forth in the
contract). However, if consistent with
the taxpayer's method of financial
accounting {and consistently applied
from year to year), the preceding
sentence shall not apply to a financial
instrument that matures within one year
from the date of issuance or acquisition.
Unless otherwise provided, the fair
market value given in any example used
in §§ 1.988-1 through 1.988-5 is deemed
to reflect appropriately the time value of
money. If the use of inconsistent sources
of forward or other market rate
quotations results in the distortion of
income, the District Director or the
Assistant Commigsioner {International}
may determine the appropriate rate.
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(h) Interaction with sections 1082 and
1256. Unless otherwise provided, it is
assumed for purposee of §§ 1.988-1
through 1.968-5 that any centract used
in any example is net a section 1258
contract and is not part of a straddle as
defined in section 1002. No inference is
intended regarding the application of
section 1092 or 1258 unless expressly
stated.

(i) Effective date. Except as otherwise
provided in this section, this section
shall be effective for taxable years
beginning after December 31, 1986. Thus,
except as otherwise provided in this
section, any payments made or received
with respect to a section 988 transaction
in taxable years beginning after
December 31, 1968, are subject to this
gection.

§ 1.988-2 Recognition and computation of
exchange gain or loss.

(a) Disposition of nonfunctionat
currency—{1) Recognition of exchange
gain or loss—(i) In general. Except as
otherwise provided in this section,

§ 1.988-1(a)(7)(ii), and § 1.988-5, the
recognition of exchange gain or loss
upon the sale or other disposition of
nonfunctional currency shal be
governed by the recognition provisions
of the Internal Revenue Code which
apply to the sale or disposition of
property (e.g.. section 1001 or, to the
extent provided in regulations, section
1092). The disposition of nenfunctional
cwrrency in settlement of a forward
contract, futures contract, option
contract, or similar financial imstrument
is considered to be a sale or disposition
of the nonfunctionet currency for
purposes of the preceding sentence.

(ii) Clarification of section 1031. An
amount of one nonfunctional currency is
not “property of like kind"' with respeci!
to an amount of a different
nonfunctional currency.

(iii) Coordination with section
889(c)(1){C)(ii). No exchange gain or loss
ie recognized with respect to the
following transactions—

(A) An exchange of units of
nonfunctional currency for different
units of the same nonfunctional
currency;

(B) The deposit of nonfunctional
currency in a demand or time deposit or
similar instrument {including a
certificate of deposit) issued by a bank
or other financial institution if such
instrument is denominated in such
currency;

(C) The withdrawal of nonfunctional
currency from a demand or time deposit
or similar instrament issued by a bank
or other financial institution if such
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instrument is denominated in such
currency;

(D) The receipt of nonfunctional
currency from a bank or other financial
institution from which the taxpayer
purchased a certificate of deposit or
similar instrument denominated in such
currency by reason of the maturing or
other termination of such instrument;
and

(E) The transfer of nonfunctional
currency from a demand or time deposit
or similar instrument issued by a bank
or other financial institution to another
demand or time depaosit or similar
instrument denominated in the same
nonfunctional currency issued by a bank
or other financial institution.

The taxpayer's basis in the units of
nonfunctional currency or other property
received in the transaction shall be the
adjusted basis of the units of
nonfunctional currency or other property
transferred. See paragraph (b) of this
section with respect to the timing of
interest income or expense and the
determination of exchange gain or loss
thereon.

(iv) Example. The following example
illustrates the provisions of paragraph
(a)(1)(iii) of this section.

Example. X is a corporation on the accrual
method of accounting with the U.S. dollar as
its functional currency. On January 1. 1989, X
acquires 1,500 British pounds (£) for $2,250
(£1=%1.50). On January 3, 1989, when the spot
rate is £1=$1.49, X deposits the £1,500 with a
British financial institution in a non-interest
bearing demand account. On February 1,
1989, when the spot rate is £1=$1.45, X
withdraws the £1,500. On February 5, 1989,
when the spot rate is £1=$1.42, X purchases
inventory in the amount of £1,500. Pursuant to
paragraph (a)(1)(iii) of this section, no
exchange loss is realized until February 5,
1989, when X disposes of the £1,500 for
inventory. At that time, X realizes exchange
loss in the amount of $120 computed under
paragraph (a)(2) of this section. The loss is
not an adjustment to the cost of the
inventory.

(2) Computation of gain or loss—(i) In
general. Exchange gain realized from the
sale or other disposition of

nonfunctional currency shall be the
excess of the amount realized over the
adjusted basis of such currency, and
exchange loss realized shall be the
excess of the adjusted basis of such
currency over the amount realized.

(ii) Amount realized—{A) In general.
The amount realized from the
disposition of nonfunctional currency
shall be determined under section
1001(b). A taxpayer that uses a spot rate
convention under § 1.988-1(d)(3) to
determine exchange gain or loss with
respect to a payable shall determine the
amount realized upon the disposition of
nonfunctional currency paid in
satisfaction of the payable in a manner
consistent with such convention.

(B) Exchange of nonfunctional
currency for property. For purpose of
paragraph (a)(2) of this section, the
exchange of nonfunctional currency for
property (other than nonfunctional
currency) shall be treated as—

(1) An exchange of the units of
nonfunctional currency for units of
functional currency at the spot rate on
the date of the exchange, and

(2) The purchase or sale of the
property for such units of functional
currency.

{(C) Example. The following example
illustrates the provisions of paragraph
(a)(2)(ii)(B) of this section.

Example. G is a U.S. corporation with the
U.S. dollar as its functional currency. On
January 1, 1989, G enters into a contract to
purchase a paper manufacturing machine for
10,000,000 British pounds (£) for delivery on
January 1, 1991. On January 1, 1991, when G
exchanges £10,000,000 {(which G purchased
for $12,000,000) for the machine, the fair
market value of the machine is £17,000,000.
On January 1, 1991, the spot exchange rate is
£1=81.50. Under paragraph (a)(2)(ii}{B) of this
section, the transaction is treated as an
exchange of £10,000,000 for $15.000,000 and
the purchase of the machine for $15,000,000.
Accordingly, in computing G's exchange gain
of $3,000,000 on the disposition of the
£10,000,000, the amount realized is
$15,000,000. G’s basis in the machine is
$15,000,000. No gain is recognized on the
bargain purchase of the machine.

(iii) Adjusted basis——{A) In general.
Except as provided in paragraph
{a)(2)(iii)(B) of this section, the adjusted
basis of nonfunctional currency is
determined under the applicable
provisions of the Internal Revenue Code
(e.g., sections 1011 through 1023). A
taxpayer that uses a spot rate
convention under § 1.988-1 (d)(3) to
determine exchange gain or loss with
respect to a receivable shall determine
the basis of nonfunctional currency
received in satisfaction of such
receivable in a manner consistent with
such convention.

(B) Determination of the basis of
nonfunctional currency withdrawn from
an account with a bank or other
financial institution—(1} In general. The
basis of nonfunctional currency
withdrawn from an account with a bank
or other financial institution shall be
determined under any reasonable
method that is consistently applied from
year to year by the taxpayer to all
accounts denominated in a
nonfunctional currency. For example, a
taxpayer may use a first in first out
method, a last in first out method, a pro
rata method (as illustrated in the
example below), or any other
reasonable method that is consistently
applied. However, a method that
consistently results in units of
nonfunctional currency with the highest
basis being withdrawn first shall not be
considered reasonable.

(2) Example. The following example
illustrates the provisions of this
paragraph {a}{(2)(iii}(B).

Example. (i) X, a cash basis individual with
the dollar as his functional currency, opens a
demand account with a Swiss bank. Assume
expenses associated with the demand
account are deductible under section 212. The
following chart indicates Swisa franc
deposits to the account, Swiss franc interest
credited to the account, the dollar basis of
each deposit, and the determination of the
aggregate dollar basis of all Swiss francs in
the account. Assume that the taxpayer has
properly translated all the amounts specified
in the chart and that gll transactions are
subject to section 988.

Aggregate
Date Swiss francs deposited Interest received U.%.ag'psllar U.g%aggllar
sis

1/01/89 1000 SI $500 $500
3/31/89 50 St 25 525
6/30/89 50 St 24 549
9/30/89 50 Sf 25 574
12/31/89 50 St 26 600

{ii) On January 1, 1890, X withdraws 500
Swiss francs from the account. X may
determine his basis in the Swiss francs by
multiplying the aggregate U.S. dollar basis of

Swiss francs in the account by a fraction the
numerator of which is the number of Swiss
francs withdrawn from the account and the
denominator is the total number of Swiss

Hei nOnl i ne --

francs in the account. Under this method, X's
basis in the 500 Swiss francs is $250
computed as follows:
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500 Sf
% $600=$250
1200 Sf

(iii) X's basis in the Swiss francs remaining
in the account is $350 ($600 —$250). X must
use this method consistently from year to
year with respect to withdrawals of
nonfunctional currency from all of X's
accounts. '

(iv) Purchase and sale of stock or
securities traded on an established securities
market by cash basis taxpayer—

(A) Amount realized. If stock or
securities traded on an established
securities market are sold by a cash
basis taxpayer for nonfunctional
currency, the amount realized with
respect to the stock or securities {as
determined on the trade date) shall be
computed by translating the units of
nonfunctional currency received into
functional currency at the spot rate on
the settlement date of the sale. This rule
applies notwithstanding that the stock
or securities are treated as disposed of
on a date other than the settlement date
under another section of the Code. See
section 453(k).

(B) Basis. If stock or securities traded
on an established securities market are
purchased by a cash basis taxpayer for
nonfunctional currency, the basis of the
stock or securities shall be determined
by translating the units of nonfunctional
currency paid into functional currency
at the spot rate on the settlement date of
the purchase.

(C) Example. The following example
illustrates the provisions of this
paragraph (a)(2)(iv).

Example. On November 1. 1989 (the trade
date), X, a calendar year cash basis U.S.
individual, purchases stock for £100 for
settlement on November 5, 1989. On
November 1, 1988, the spot value of the £100
is $140. On November 5, 1989, X purchases
£100 for $141 which X uses to pay for the
stock. X's basis in the stock is $141. On
December 30, 1990 (the trade date), X sells
the stock for £110 for settlement an January 5,
1991. On December 30, 1990, the spot value of
£110 is $165. On January 5, 1991, X transfers
the stock and receives £110 which, translated
at the spot rate, equal $166. Under section
453(k), the stock is considered disposed of on
December 30, 1980. The amount realized with
respect to such disposition is the value of the
£110 on January 5, 1991 {$168). Accordingly,
X’s gain realized on December 30, 1990, from
the disposition of the stock is $25 ($166
amount realized less $141 basis). X's basis in
the £110 received from the sale of the stock is
$166.

{v) Purchase and sale of stock or
securities traded on an established
securities market by accrual basis
taxpayer. For taxable years beginning
after March 17, 1982, an accrual basis
taxpayer may elect to apply the rules of

paragraph (a}(2)(iv} of this section. The
election shall be made by filing a
statement with the taxpayer's first
return in which the election is effective
clearly indicating that the election has
been made. A method so elected must
be applied consistently from year to
year and cannot be changed without the
consent of the Commissioner.

(b} Translation of interest income or
expense and determination of exchange
gain or loss with respect to debt
instruments—(1) Translation of interest
income received with respect to a
nonfunctional currency demand
account. Interest income received with
respect to a demand account with a
bank or other financial institution which
is denominated in (or the payments of
which are determined by reference to) a
nonfunctional currency shall be
translated into functional currency at
the spot rate on the date received or
accrued or pursuant to any reasonable
spot rate convention consistently
applied by the taxpayer to all taxable
years and to all accounts denominated
in nonfunctional currency in the same
financial institution. For example, a
taxpayer may translate interest income
received with respect to a demand
account on the last day of each month of
the taxable year, on the last day of each
quarter of the taxable year, on the last
day of each half of the taxable year, or
on the last day of the taxable year. No
exchange gain or loss is realized upon
the receipt or accrual of interest income
with respect to a demand account
subject to this paragraph (b)(1).

(2) Translation of nonfunctional
currency interest income or expense
received or paid with respect to a debt
instrument described in § 1.988-1{a)
(1)(ii) and (2){i)—{i) Scope—(A) In
general. Paragraph (b) of this section
only applies to debt instruments
described in § 1.988-1(a) (1)(ii) and (2)(i)
where all payments are denominated in,
or determined with reference to, a single
nonfunctional currency. Except as
provided in paragraph (b})(2)(i)(B) of this
section, this paragraph (b) shall not
apply to contingent payment debt
instruments.

(B) Nonfunctional currency contingent
payment debt instruments—(1)
Operative rules. [Reserved]

(2) Certain instruments are not
contingent payment debt instruments.
For purposes of section 1275(d), a debt
instrument denominated in, or all
payments of which are determined with
reference to, a single nonfunctional
currency (with no contingencies) is not a
contingent payment debt instrument.
See § 1.988-1(a} (4) and (5) for the
treatment of dual currency and multi-
currency debt instruments.

(ii) Determination and translation of
interest income or expense—(A) In
general. Interest income or expense on a
debt instrument described in paragraph
(b){2)(i} of this section (including
original issue discount determined in
accordance with sections 1271 through
1275 and 163(e} as adjusted for
acquisition premium under section
1272(a)(7), and acquisition discount
determined in accordance with sections
1281 through 1283) shall be determined
in units of nonfunctional currency and
translated into functional currency as
provided in paragraphs (b)(2)(ii) {B) and
{C) of this section. For purposes of
sections 483, 1273(b)(5) and 1274, the
nonfunctional currency in which an
instrument i8 denominated (or by
reference to which payments are
determined) shall be considered money.

(B) Translation of interest income or
expense that is not required to be
accrued prior to receipt or payment.
With respect to an instrument described
in paragraph (b)(2)(i) of this section,
interest income or expense received or
paid that is not required to be accrued
by the taxpayer prior to receipt or
payment shall be translated at the spot
rate on the date of receipt or payment.
No exchange gain or loss is realized
with respect to the receipt or payment of
such interest income or expense (other
than the exchange gain or loss that
might be realized under paragraph (a) of
this section upon the disposition of the
nonfunctional currency so received or
paid).

(C) Translation of interest income or
expense that is required to be accrued
prior to receipt or payment. With
respect to an instrument described in
paragraph (b)(2)(i) of this section,
interest income or expense that is
required to be accrued prior to receipt or
payment (e.g., under section 1272, 1281
or 163(e) or because the taxpayer uses
an accrual method of accounting) shall
be translated at the average rate (or
other rate specified in paragraph
(b)(2)(iii){B) of this section) for the
interest accrual period or, with respect
to an interest accrual period that spans
two taxable years, at the average rate
(or other rate specified in paragraph
(b)(2)(iii)(B) of this section) for the
partial period within the taxable year.
See paragraphs {b} (3) and (4) of this
section for the determination of
exchange gain or loss on the receipt or
payment of accrued interest income or
expense.

(iii) Determination of average rate or
other accrual convention—(A) In
general. For purposes of this paragraph
(b), the average rate for an accrual
period {or partial period) shall be a
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simple average of the spot exchange
rates for each business day of such
period or other average exchange rate
for the period reasonably derived and
consistently applied by the taxpayer.

(B) Election to use spot accrual
convention. For taxable years beginning
after March 17, 1992, a taxpayer may
elect to translate interest income and
expense at the spot rate on the last day
of the interest accrual period (and in the
case of a partial accrual period, the spot
rate on the last day of the taxable year).
If the last day of the interest accrual
period is within five business days of
the date of receipt or payment, the
taxpayer may translate interest income
or expense at the spot rate on the date
of receipt or payment. The election shall
be made by filing a statement with the
taxpayer's first return in which the
election is effective clearly indicating
that the election has been made. A
method so elected must be applied
consistently to all debt instruments from
year to year and cannot be changed
without the consent of the
Commissioner.

(3) Exchange gain or loss recognized
by the holder with respect to accrued
interest income. The holder of a debt
instrument described in paragraph
{(b)(2)(i) of this section shall realize
exchange gain or loss with respect to
accrued interest income on the date
such accrued interest income is received
or the instrument is disposed of
{including a deemed disposition under
section 1001 that results from a material
change in terms of the instrument).
Except as otherwise provided in this
paragraph (b) (e.g., paragraph (b)(8) of
this section), exchange gain or loss
realized with respect to accrued interest
income shall be recognized in
accordance with the applicable
recognition provisions of the Internal
Revenue Code. The amount of exchange
gain or loss so realized with respect to
accrued interest income is determined
for each accrual period by—

(i) Translating the units of
nonfunctional currency interest income
received with respect to such accrual
period (as determined under the
ordering rules of paragraph (b)(7) of this
section) into functional currency at the
spot rate on the date the interest income
is received or the instrument is disposed
of (or deemed disposed of), and

{ii) Subtracting from such amount the
amount computed by translating the
units of nonfunctional currency interest
income accrued with respect to such
income received at the average rate (or
other rate specified in paragraph
{b)(2)(iii}(B} of this section) for the
accrual period.

(4) Exchange gain or loss recognized
by the obligor with respect to accrued
interest expense. The obligor under a
debt instrument described in paragraph
(b)(2)(i) of this section shall realize
exchange gain or loss with respect to
accrued interest expense on the date
such accrued interest expense is paid or
the obligation to make payments is
transferred or extinguished (including a
deemed disposition under section 1001
that results from a material change in
terms of the instrument). Except as
otherwise provided in this paragraph (b}
(e.g., paragraph (b)(8) of this section),
exchange gain or loss realized with
respect to accrued interest expense shall
be recognized in accordance with the
applicable recognition provisions of the
Internal Revenue Code. The amount of
exchange gain or loss so realized with
respect to accrued interest expense is
determined for each accrual period by—

(i) Translating the units of
nonfunctional currency interest expense
accrued with respect to the amount of
interest paid into functional currency at
the average rate [or other rate specified
in paragraph (b)(2)(iii)(B) of this section)
for such accrual period; and

{ii) Subtracting from such amount the
amount computed by translating the
units of nonfunctional currency interest
paid (or, if the obligation to make
payments is extinguished or transferred,
the units accrued) with respect to such
accrual period (as determined under the
ordering rules in paragraph {b)(7) of this
section) into functional currency at the
spot rate on the date payment is made
or the obligation is transferred or
extinguished (or deemed extinguished).

(5) Exchange gain or loss recognized
by the holder of a debt instrument with
respect to principal. The holder of a
debt instrument described in paragraph
{b}(2)(i) of this section shall realize
exchange gain or loss with respect to the
principal amount of such instrument on
the date principal (determined under the
ordering rules of paragraph (b)(7) of this
section) is received from the obligor or
the instrument is disposed of (including
a deemed disposition under section 1001
that results from a material change in
terms of the instrument). For purposes of
computing exchange gain or loss, the
principal amount of a debt instrument is
the holder’s purchase price in units of
nonfunctional currency. See paragraph
(b)(10} of this section for rules regarding
the amortization of that part of the
principal amount that represents bond
premium and the computation of
exchange gain or loss thereon. If,
however, the holder acquired the
instrument in a transaction in which
exchange gain or loss was realized but

not recognized by the transferor, the
nonfunctional currency principal
amount of the instrument with respect to
the holder shall be the same as that of
the transferor. Except as otherwise
provided in this paragraph (b} (e.g..
paragraph (b)(8) of this section),
excharige gain or loss realized with
respect to such principal amount shall
be recognized in accordance with the
applicable recognition provisions of the
Internal Revenue Code. The amount of
exchange gain or loss so realized by the
holder with respect to principal is
determined by—

(i) Translating the units of
nonfunctional currency principal at the
spot rate on the date payment is
received or the instrument is disposed of
(or deemed disposed of); and

(ii) Subtracting from such amount the
amount computed by translating the
units of nonfunctional currency principal
at the spot rate on the date the holder
(or a transferor from whom the
nonfunctional principal amount is
carried over) acquired the instrument {is
deemed to acquire the instrument}.

{6) Exchange gain or loss recognized
by the obligor of a debt instrument with
respect to principal. The obligor under a
debt instrument described in paragraph
(b){2}(i) of this section shall realize
exchange gain or loss with respect to the
principal amount of such instrument on
the date principal (determined under the
ordering rules of paragraph (b)(7) of this
section) is paid or the obligation to muke
payments is transferred or extinguished
{(including a deemed disposition under
section 1001 that results from a material
change in terms of the instrument). For
purposes of computing exchange gain or
loss, the principal amount of a debt
instrument is the amount received by
the obligor for the debt instrument in
units of nonfunctional currency. See
paragraph (b)(10) of this section for rules
regarding the amortization of that part
of the principal amount that represents
bond premium and the computation of
exchange gain or loss thereon. If,
however, the obligor became the obligor
in a transaction in which exchange gain
or loss was realized but not recognized
by the transferor, the nonfunctional
currency principal amount of the
instrument with respect to such obligor
shall be the same as that of the
transferor. Except as otherwise provided
in this paragraph (b) (e.g., paragraph
(b}(8) of this section}, exchange gain or
loss realized with respect to such
principal shall be recognized in
accordance with the applicable
recognition provisions of the Internal
Revenue Code. The amount of exchange
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gain or loss so realized by the obligor is
determined by—

(i) Translating the units of
nonfunctional currency principal at the
spot rate on the date the obligor (or a
transferor from whom the principal
amount is carried over) became the
obligor (or is deemed to have become
the obligor); and

(ii) Subtracting from such amount the
amount computed by translating the
units of nonfunctional currency principal
at the spot rate on the date payment is
made or the obligation is transferred or
extinguished {or deemed extinguished).

(7) Payment ordering rules—(i) Debt
instruments subject to the rules of
sections 163(e), or 1271 through 1288. In
the case of a debt instrument described
in paragraph (b)(2)(i) of this section that
is subject to the rules of sections 163(e),
or 1272 through 1288, units of
nonfunctional currency (or an amount
determined with reference to
nonfunctional currency) received or paid
with respect to such debt instrument
shall be treated first as a receipt or
payment of periodic interest under the °
principles of section 1273 and the
regulations thereunder, second as a
receipt or payment of original issue
discount to the extent accrued as of the
date of the receipt or payment, and
finally as a receipt or payment of
principal. Units of nonfunctional
currency (or an amount determined with
reference to nonfunctional currency)
treated as a receipt or payment of
original issue discount under the
preceding sentence are attributed to the
earliest accrual period in which original
issue discount has accrued and to which
prior receipts or payments have not
been attributed. No portion thereof shall
be treated as prepaid interest. These
rules are illustrated by Example 10 of
paragraph {b)(9) of this section.

(ii) Other debt instruments. In the
case of a debt instrument described in
paragraph (b}{2)(i) of this section that is
not subject to the rules of section 163(e)
or 1272 through 1288, whether units of
nonfunctional currency (or an amount
determined with reference to
nonfunctional currency) received or paid
with respect to such debt instrument are
treated as interest or principal shall be
determined under section 163 or other
applicable section of the Code.

(8) Limitation of exchange gain or loss
on payment or disposition of a debt
instrument. When a debt instrument
described in paragraph (b)(2)(i) of this
section is paid or disposed of, or when
the obligation to make payments
thereunder is satisfied by another
person, or extinguished or assumed by
another person, exchange gain or loss is
computed with respect to both principal

and any accrued interest (including
original issue discount}, as provided in
paragraph (b)(3) through (7) of this
section. However, pursuant to section
988(b) (1) and (2}, the sum of any
exchange gain or loss with respect to the
principal and interest of any such debt
instrument shall be realized only to the
extent of the total gain or loss realized
on the transaction. The gain or loss
realized shall be recognized in
accordance with the general principles
of the Code. See Examples 3, 4 and 6 of
paragraph (b)(9) of this section.

(9} Examples. The preceding
provisions are illustrated in the
following examples. The examples
assume that any transaction involving
an individual is a section 988
transaction.

Example 1. (i) X is an individual on the
cash method of accounting with the dollar as
his functional currency. On January 1, 1992, X
converts $13,000 to 10,000 British pounds (£)
at the spot rate of £1=$1.30 and loans the
£10,000 to Y for 3 years. The terms of the loan
provide that Y will make interest payments of
£1,000 on December 31 of 1992, 1993, and
1994, and will repay X's £10,000 principal on
December 31, 1994. Assume the spot rates for
the pertinent dates are as follows:

Spot rate
Date {pounds to

dollars)
Jan. 1, 1992 £1=%$1.30
Dec. 31, 1992 3 £1=8$1.35
Dec. 31, 1993 21=$1.40
Dec. 31, 1994 £1=%1.45

(ii) Under paragraph (b)(2)(ii}{B) of this
section, X will trans1ate the £1,000 interest
payments at the spot rate on the date
received. Accordingly, X will have interest
income of $1,350 in 1992, $1,400 in 1993, and
$1,450 in 1994. Because X is a cash basis
taxpayer, X does not realize exchange gain or
loss on the receipt of interest income.

(iii) Under paragraph (b}(5) of this section,
X will realize exchange gain upon repayment
of the £10,000 principal amount determined
by translating the £10,000 at the spot rate on
the date it is received (£10,000 X $1.45=%$14,5
00) and subtracting from such amount, the
amount determined by translating the £10,000
at the spot rate on the date the loan was
made (£10,000 X $1.30=%$13,000). Accordingly,
X will realize an exchange gain of $1,500 on
the repayment of the loan on December 31,
1994.

Example 2. (i) Assume the same facts as in
Example 1 except that X is an accrual method
taxpayer and that average rates are as
follows:

Average rate (pounds to

Accrual period doliars)

1994 ... £1=81.42

(ii) Under paragraph (b)(2}(ii)(C) of this
section, X will accrue the £1,000 interest
payments at the average rate for the accrual
period. Accordingly, X will have interest
income of $1,320 in 1992, $1,370 in 1993, and
$1,420 in 1994. Because X is an accrual basis
taxpayer, X determines exchange gain or loss
for each interest accrual period by translating
the units of nonfunctional currency interest
income received with respect to such accrual
period at the spot rate on the date received
and subtracting the amounts of interest
income accrued for such period. Thus, X will
realize $90 of exchange gain with respect to
interest received under the loan, computed as
follows:

m ?nterest Exch
Year interest average gain
received rate
$1,350 $1,320 $30
1,400 1,370 30
1,450 1,420 30
$90

(iii) Under paragraph (b)(5) of this section,
X will realize exchange gain upon repayment
of the £10,000 loan principal determined in
the same manner as in Example 1.
Accordingly, X will realize an exchange gain
of $1,500 on the repayment of the loan
principal on December 31, 1994.

Example 3. Assume the same facts as in
Example 1 except that X is a calendar year
taxpayer on the accrual method of accounting
that elects to use a spot rate convention to
translate interest income as provided in
§ 1.988-2(b)(2)(iii)(B). Interest income is
received by X on the last day of each accrual
period. Under paragraph (b)(2)(ii)(C), X will
translate the interest income at the spot rate
on the last day of each interest accrual
period. Accordingly, X will have interest
income of $1,350 in 1992, and $1,400 in 1993,
$1,450 in 1994. Because the rate at which the
interest income is translated is the same as
the rate on the day of receipt, X will not
realize any exchange gain or loss with
respect to the interest income. Under
paragraph (b)(5) of this section, X will realize
exchange gain upon repayment of the £10,000
loan principal determined in the same
manner as in Example 1. Accordingly, X will
realize an exchange gain of $1,500 on the
repayment of the loan principal on December
31, 1994.

Example 4. Assume the same facts as in
Example 1 except that on December 31, 1993,
X sells Y's note for 9,821.13 British pounds (£)
after the interest payment. Under paragraph
(b}{8) of this section, X will compute
exchange gain on the £10,000 principal. The
exchange gain is $1,000 [(£10,000 X $1.40) —
(£10,000x $1.30)). This exchange gain,
however, is only realized to the extent of the
total gain on the disposition. X's total gain is

. Average rate nds to
Accrual period 9 dollar(sp)ou
1992...cerirnrernassonsesennnd £1=$1.32
1993.....circnnnesersensanans £1=2$1.37
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$749.58 {{£9,821.13 X $1.40) — (£10,000 X $1.30)].
Thus, X will realize $749.58 of exchange gain
{and will realize no market loss).

Example 5. (i) The facts are the same as in
Example 1 except that Y becomes insolvent
and fails to repay the full £10,000 principal
when due. Instead, X and Y agree to
compromise the debt for a payment of £8,000
on December 31, 1994. Under paragraph (b)(8)
of this section, X will compute exchange gain
on the £10,000 originally baoked. The
exchange gain is $1,500 (£10,000 x $1.45) —
(£10,000 % $1.30) == $1,500]. This exchange gain,
however, is only realized to the extent of the
total gain on the disposition. X realizes an
overall loss on the disposition of $1,400
[{£8,000 x $1.45) — (£10,000 < $1.30) = {$1,400)}.
Thus, X will realize no exchange gain (and a
$1400 market loss).

(ii) If the exchange rate on December 31,
1994, were £1=$1.25, rather than £1=$1.45, X
would compute exchange loss under
paragraph (b)(8) of this section, on the £10,000
originally booked. The exchang: luoss would
be $500 [(£10,600 % $1.25) - {£10,000% $1.30)=
($500)). X's total loss on the disposition would
be $3.000 [(£8,000 X $1.25}—
(£10,000 x $1.30)=($3,000)]. Thus, X would
realize $500 of exchange loss and a $2,500
market loss on the disposiiion.

Example 6. (i} X is an individual with the
dollar as hus functional currency. X is on the
cash method of accounting. On January 1,
1989, X borrows 10,000 British pounds (£}
from Y, an unrelated person. The terms of the
loan provide that X will make interest
payments of £1.200 on Decemher 31 of 1969
and 1990 and will repay Y's £10,000 principal
on December 31, 1990. The spot rutes for the
pertinent dates are as follows:

Date Spot rate !
Jan. 1, 1989 ...t 1=2$1.50
Dec. 31, 1989 1=1.60
Dec. 31, 1990 1=170

! Pounds to dollars.

Assume that the basis of the £1,200 paid as
interest by X on December 31, 1983 is $2,000,
the basis of the £1,200 paid as interest by X
on December 31, 1990, is $2,020 and the basis
of the £10,000 principal paid by X on
December 31, 1990 is $16,000.

(it} Under paragraph (b}{2)(ii)(B] of this
section, X translates the £1,200 interest
payments at the spot rate on the day paid.
Thus, X paid $1,920 (£1,200 x $1.60) of interest
on December 31, 1989 and $2,040
(£1,200 x $1.70) of interest on December 31,
1890. In addition, X will realize exchange gain
or loss on the disposition of the £1,200 on
Deceriber 31, 1989 and 1990, under paragraph
(a) of this section. Pursuant to paragraph
(a)(2) of this section, X will reulize an
exchange loss of $80 [(£1,204 % $1.60) - $2,000}
on December 31, 1989 and exchange gain of
$20 {(£1,200».$1.70)— $2.020] an December 31,
1990.

(iii) Under paragraph (b)/8) of this section,
X will realize exchange loss on December 31,
1990 upon repayment of the £10,000 principal
amount determined by translating the £10,000
received at the spot rate on Junuary 1, 1989
(£10,000 $1.50=$15,000) and subtracting
from such amount, the amount determined by

translating the £10,000 paid at the spot rate
on December 31, 1990 (£10,000x $1.70=
$17,000). Thus, under paragraph (b)(6) of this
section, X has an exchange loss with respect
to the £10,000 principal of $2,000. Further,
under paragraph (a){2) of this section, X will
realize an exchange gain upon disposition of
the £10,000 on December 31, 1990. Under
paragraph (a)(2) of this section, X will
subtract his adjusted basis in the £10,000
{$16,000) from the amount realized upon the
disposition of the £10,000
(£10,000 % $1.70=$17,000) resulting in a gain
of $1,000. Accordingly, X's combined
exchange gain and loss realized on December
31, 1390 with respect to the repayment of the
£10,000 is a $1,000 exchange loss.

Example 7. (i) X is a calendar year
corporation on the accrual method of
accounting and with the dollar as its
functional currency. On January 1, 1989, X
purchases at original issue for 82.64 Canadian
dollars {C$) M corporation’s 2 year note
maturing on December 31, 1990, at a stated
redemption price of C$100. The yield to
maturity in Canadian dollars is 10 percent
and the accrual period is the one year period
beginning January 1 and ending December 31.
The note has C$17.36 of original issue
discount. Assume that the spot rates are as
follows: C$1=U.8.$.72 on January 1, 1989;
C$1="U.5.$.80 on January 1, 1990; C$1=
U.S.$.82 on December 31, 1990. Assume further
that the average rate for 1989 is C$1=
U.S.$.76 and for 1990 is C$1=U.5.$.81.

(ii) Under paragraph (b}(2)(ii})(A) of this
section, X will determine ity interest income
in Canadian dollars. Accordingly, under
section 1272, X must take into account
original issue discount in the amount of
C$8.26 on December 31, 1989 and C$9.10 on
December 31, 1990. Pursuant to paragraph
{b}(2)(ii)(C) of this section, X will translate
these amounts into U.S. dollars at the
average exchange rate for the relevant
accrual period. Thus, the amount of interest
income taken into account in 1989 is U.S.$6.28
(C$8.26 X U.S.$.76) and in 1990 is U.S.$7.37
{C$9.10x U.5.$.81). Pursuant to paragraph
(b}(3)(ii) of this section, X will realize
exchange gain or loss with respect to the
accrued interest determined for each accrual
period by translating the Canadian dollars
received with respect to such accrual period
into U.S. dollars at the spot rate on the date
the interest is received and subtracting from
that amount the amount accrued in U.S.
dollars. Thus, the amount of exchange gain
realized on December 31, 1990, is 11.5.$.58
(U.S.$.49 from 1989+ U.S.$.09 from 1990).
Pursuant to paragraph (b)(5) of this eection, X
shall realize exchange gain or loss with
respect to the principal (C$82.64) on
December 31, 1990, computed by translating
the C$82.64 at the spot rate on December 31,
1990 (U.5.$67.78) and subtracting the C$82.64
translated at the spot rate on January 1, 1989
(U.S.$59.50) for an exchange gain of U.8.88.26.
Thus, X's combined exchunge gain is
U.5.$8.84 (U.S.5.49+ U.S.$.09+ U.S.$8.26).

{iii) Assume instead that on Junuary 1,
1990, X sells the note for C$86.95, which it
immediately converts to U.S. dollars. X's
exchange gain is computed under paragraph
{b)(8) of this section with reference to the
nonfunctional currency denominated
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principal amount (C$82.64) and the
nonfunctional currency denominated accrued
original issue discount (C$8.26). X will
compute an exchange gain of U.S.$6.61 with
respect to the issue price [{C$82.64 X U.S.
$.80) —(C$82.64 X U.5.$.72)] and an exchange
gain of U.5.$.33 with respect to the accrued
original issue discount [(C$8.26 x U.S.$.80) —
(C$6.26 X U.S.8.76)]. Accordingly, prior to the
application of paragraph (b)(8) of this section,
X’s total exchange gain is U.5.$6.94
(U.5.$6.614U.5.$.33), and X's market loss is
U.5.$3.18 [{C$90.90— C$86.95) x U.5.$.80].
Pursuant to paragraph (b)(8) of this section,
however, X's market loss on the note of
U.5.$3.16 is netted against X's exchange gain
of U.S.$6.94, resulting in a realized exchange
gain of U.5.$3.78 and no market loss.

Example 8. (i) The facts are the same as in
Example 7 (i) except that on January 1, 1990,
X contributes the M corporation note to Y, a
wholly-owned U.S. subsidiary of X with the
dollar as its functional currency, and Y
collects C$100 from M corporation at
maturity on December 31, 1990, when the spot
rate is C$1=1.5.5.82. The transfer of the note
from X to Y qualifies for nonrecognition of
gain under section 351(a). On December 31,
1990, Y includes C$9.10 of accrued interest in
income which translated at the average
exchange rate of C$1=U.5.$.81 for the year

results in U.S.$7.37 of interest income.

(ii) Y's exchange gain is computed under
paragraph (b)(3] of this section with respect
to accrued interest income and paragraph
(b)(5) of this section with respect to the
nonfunctional currency principal amount.
Under paragraph (b)(3) of this section, Y will
realize exchange gain or loss for each accrual
period computed by translating the units of
nonfunctional currency interest income
received with respect to such accrual period
at the spot rate on the day received and
subtracting the amounts of interest income
accrued for such period. Thus, Y will realize
$.49 of exchange gain with respect to original
issue discount accrued in 1989
{{C$8.26 X U.S.$.82) —(C$8.26 X U.5.8.76) =
U.S.$.49] and $.09 of exchange gain with
respect to original issue discount accrued in
1990 [(C$9.10¢ U.S.$.82} — (C$9.10x U.5.$.81)
=$.09).

(iii) Pursuant to paragraph (b}(5) of this
section, the nonfunctional currency principal
amount of the M bond in the hands of Y is
C3$82.64, the amount carried over from X, the
transferor. Y's exchange gain with respect to
the nonfunctional currency principal amount
is $8.26 [(C$82.64 < U.S.$.82) - (C$82.64 x U.S.
$.72)=U.5.$8.26]. Accordingly, Y's combined
exchange gain is U.5.58.84 ($.49 4 $.09 4 $8.26).
Because the amount reaiized in Canadian
dollars equals the adjusted issue price ((C$100)
on retirement of the M note, there is no
market loss, and the netting rule of paragraph
{(b)(8) of this section does not limit realization
of the exchange gain.

Example 9. (i) X is a calendar year
corporation on the accrual method of
accounting and with the dollar as its
functional currency. X elects to use the spot
rate convention to translate interest income
as provided in paragraph (b}{2](iii){B) of this
section. On January 31, 1992, X loans £1000 to
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Y. an unrelated person. Under the terms of
the loan, Y will pay X interest of £50 on July
31, 1992, and January 31, 1993, and will repay
the £1000 principal on January 31, 1993.
Assume the following spot exchange rates:

Date Spot rate !
Jan. 31, 1992 £1=$1.50
July 31, 1992 £1=1.55
Dec. 31, 1992 £1=1.60
Jan. 31, 1993 £1=161

! Pounds to dollars.

(ii) Under paragraph (b)(2)(ii)(C) of this
section, X will translate the interest income
at the spot rate on the last day of each
interest accrual period {(and in the case of a
partial accrual period, at the spot rate on the
last day of the taxable year). Accordingly, X
will have interest income of $77.50
(£50<$1.55) on July 31, 1992. Assuming under
X's method of accounting that interest is
accrued daily, X will accrue $66.50 (153/

184 X £50) X $1.60) of interest income on

December 31, 1992. On January 31, 1993, X
will have interest income of $13.60 ((31/
184 X £50) X $1.61). Because the rate at which
the interest income is translated is the same
as the rate on the day of receipt, X will not
realize any exchange gain or loss with
respect to the interest income received on
July 31, 1992. However, X will realize
exchange gain on the £41.50 (153/184 X £50) of
accrued interest income of $.41

[(£41.50 X $1.61) — (£41.50 X $1.60) =$.41].

(iii) Under paragraph (b)(5) of this section,
X will realize exchange gain upon repayment
of the £100 principal amount determined by
translating the £100 at the spot rate on the
date it is received (£100X $1.61=$161.00) and
subtracting from such amount, the amount
determined by translating the £100 at the spot
rate on the date the loan was made
(£100 X $1.50=$150.00). Accordingly, X will
realize an exchange gain of $11 on the
repayment of the loan on January 31, 1993.

Example 10. (i) X, a cash basis taxpayer
with the dollar as its functional currency, has
the calendar year as its taxable year. On
January 1, 1992, X purchases at original issue

for 65.88 British pounds (£) M corporation’s 5-
year bond maturing on December 31, 1996,
having a stated redemption price at maturity
of £100. The bond provides for annual
payments of interest in pounds of 1 pound per
year on December 31 of each year. The bond
has 34.12 British pounds of original issue
discount. The yield to maturity is 10 percent
in British pounds and the accrual period is
the one year period beginning January 1 and
ending December 31 of each calendar year.
The amount of original issue discount is
determined in pounds for each accrual period
by multiplying the adjusted issue price
expressed in pounds by the yield and
subtracting from such amount the periodic
interest payments expressed in pounds for
such period. The periodic interest payments
are translated at the spot rate on the payment
date {December 31 of each year). The original
issue discount is translated at the average
rate for the accrual period (January 1 through
December 31). The following chart describes
the determination of interest income with
respect to the facts presented and provides
other pertinent information.

TABLE 1
m?é’s'f Original issue
Periodi A ; payments in d'gco?nunrgsm .
eriodic it . SSUMe pounds i otal interest
vour | moron | Ofginelisswo | losapreoor | Asmumed ool | auragorate | muipiedty | TAPISISY | Thomen | g ssue
(Dec. payments in pounds for the price in 31 (pounds to for accrual spot rate on rate for ttge doilars rk':e in dollars
31) pounds for the accrual period pounds d"g‘”m) period (pounds the date of acerual period (column 7 plus p
accrual period to dollars) (gg'):lnr:;mz {column 3 column 8)
times column | fimes column
5 6)
1 2 3 4 5 6 7 9 10
Issue
Date:

65.88 1=81.20 $79.06
1992 1 5.59 71.47 1=1.30 1=$1.25 $1.30 $6.99 $8.29 86.05
1993 1 6.15 77.62 1=1.40 1=1.35 1.40 8.30 9.70 94.35
1994 1 6.76 84.38 1=1.50 1=145 1.50 9.80 11.30 104.15
1995 1 7.44 91.82 1=1.60 1=1.55 1.60 11.53 13.13 115.68
1996 1 8.18 100.00 1=1.70 1=1.65 1.70 13.50 15.20 129.18

(ii) Because X is a cash basis taxpayer, X
does not realize exchange gain or loss on the
receipt of the £1 periodic interest payments.
However, X will realize exchange gain on
December 31, 1996 totaling $7.88 with respect
to the original issue discount. Exchange gain

is determined for each interest accrual period
by translating the units of nonfunctional
currency interest income received with

respect to such accrual period at the spot rate

on the date received and subtracting from
such amount, the amount computed by

translating the units of nonfunctional
currency interest income accrued for such

period at the average rate for the period. The
following chart illustrates this computation:

TABLE 2
10D in
oD Assumed | Interest | asqumed pounds
accrued in | SPOLrate ON | e spot average times the | g, pange
pounds for date rate on the rate for average ain or loss
Year each payment date accrual rate for the %col. 4 less
accrual received received period accrual col. 6)
. (pounds to (col. 2 times (pounds to | period (col.
dollars) col. 3) dollars) 2 times col.
1 2 3 4 5 6 7
5.59 1=$1.70 $9.50 1=$1.25 $6.99 $2.51
6.15 =170 10.46 1=1.35 8.30 2.16
6.76 1=170 11.49 1=1.45 9.80 1.69
7.44 =170 12.65 1=1.55 11.53 1.12
8.18 1=1.70 13.90 1=1.65 13.50 .40
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0D in
o Assumed r'géggf:& Assumed pounds
accrued in spotdraattee O% | times spot ?;femtg'e t:c:?agf Exchange
Year pounds for | i mang | rate on the accrual rate for the gazr:orlloss
each received date period accrual {col. 4 less
accggl {pounds to '?cg“tl'?r? s (pounds to | period (col. col. §
peri doliars) | (c0l- 2times | Taouarey | 2 times col.
col. 3) 5)
1 2 3 4 5 6 7
Total $7.88

{ifi) X will also realize exchange gain with
respect to the principal of the loan (i.e., the
issue price of 65.88 British pounds) on
December 31, 1996 computed by translating
the units of nonfunctional currency principal
received at the spot rate on the date principal
is received (65.88 British pounds X
$1.70=$112.00) and subtracting from such
amount, the units of nonfunctional currency
principal received translated at the spot rate
on the date the instrument was acquired
(65.88 British pounds X $1.20=$79.08).
Accordingly, X's exchange gain on the
principal is $32.94 and X's total exchange
gain with respect to the accrued interest and
principal is $40.82. It should be noted that,
under this fact pattern, the total exchange
gain may be determined in an alternative
fashion. Exchange gain may be computed by
subtracting the adjusted issue price in dollars
at maturity ($129.18—see column 10 of Table
1) from the amount computed by multiplying
the stated redemption price at maturity in
pounds times the spot rate on the maturity
date (£100x$1.70=$170), which equals
$40.82.

Example 11. (i) The facts are the same as in
Example 10 except that X makes an election
under paragraph (b){2}(iii) of this section to
translate accrued interest on the last day of
the accrual period. Accordingly, columns 8, 9
and 10 in Table 1 would change as follows:

Original
issue
discount in Total
pounds interest
Year multiplied income in Adjusted
(Dec. by the spot dollars issue pri
31) rate on last (column 7 in doliars
day of plve column
accrual 8)
period (Dec.
31)
1 8 9 10
$79.06
1992........ $7.27 $8.57 87.63
8.61 10.01 97.64
10.14 11.64 109.28
11.80 13.50 122.78
13.91 15.61 138.39

(ii) Because X is a cash basis taxpayer, X
does not realize exchange gain or loss on the
receipt of the £1 periodic interest payments.
However, X will realize exchange gain on
December 31, 1993 totaling $6.18 with respect
to the original issue discount. Exchange gain
is determined for each interest accrual perjod
by translating the units of nonfunctional
currency interest income received with

respect to such accrual period at the spot rate
on the date received and subtracting from
such amount, the amount computed by
translating the units of nonfunctional
currency interest income accrued for such
period at the spot rate on the last day of the
accrual perind. Accordingly, columns 5, 6 and
7 of Table 2 would change as {ollows:

OlD in
pounds
times the
Spot rate | spot rate on | Exchange
Year on last da the last day | gain or loss
of accrual of the col. 4 less
period accrual col. 6)
geriod (col
times col.
3)
1 5 8 7
1892........ $1.30 $7.27 $2.23
. 1.40 8.61 1.85
1.50 10.14 1.35
1.60 11.80 0.75
1.70 13.90 0.00
6.18

(iii) X will realize exchange gain with
respect to the principal amount of the loan as
provided in the preceding example.

Example 12. (i) C is a corporation that is a
calendar year accrual method taxpayer with
the dollar as its functional currency. On
January 1, 1989, C lends 100 British pounds (£)
in exchange for a note under the terms of
which C will receive two equal payments of
£57.62 on December 31, 1989, and December
31, 1990. Each payment of £57.62 represents
the annual payment necessary to amortize
the £100 principal amount at a rate of 10%
compounded annually over a two year
period. The following tables reflect the
amounts of principal and interest that
compose each payment and assumptions as
to the relevant exchange rates:

Date Principal Interest
Dec. 31, 1989.... £47.62 £10.00
Dec. 12, 1990.... £52.38 £5.24

Spot rate Average
Date £l= rate for year

- ending

Jan. 1, 1989 $1.30

Dec. 31, 1989 1.40 1.35
Dec. 31, 1990.... 1.50 1.45
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(ii) Because each interest payment is equul
to the product of the outstanding principal
balance of the obligation and a single fixed
rate of interest, each stated interest payment
constitutes periodic interest under the
principles of section 1273. Accordingly, there
is no original issue discount.

(iii) Because C is an accrual basis taxpayer,
C will translate the interest income at the
average rate for the annual accrual period
pursuant to paragraph (b}{2)(ii)(C) of this
section, Thus, C's interest income is $13.50
(£10.00x $1.35) in 1989, and $7.60
(£5.24 X $1.45) in 1990. C will realize exchange
gain or loss upon receipt of accrued interest
computed in accordance with paragraph
(b)(3) of this section. Thus, C will realize
exchange gain in the amount of §.50
{(£10.00 X $1.40) —$13.50} in 1989, and $.26
(£5.24 X $1.50)— $7.80} in 1990.

(iv) In addition, C will realize exchange
gain or loss upon the receipt of principal each
year computed under paragraph (b)(5) of this
section. Thus, C will realize exchange gain in
the amount of $4.76 [(£47.62 X $1.40) —
(£47.62<$1.30)} in 1989, and $10.48
(£52.38 X $1.50) — (£52.38 X $1.30)] in 1890,

(10) Treatment of bond premium—i)
In general. Amortizable bond premium
on a bond described in paragraph
{b)(2)(i) of this section shall be
computed in the units of nonfunctional
currency in which the bond is
denominated {or in which the payments
are determined). Amortizable bond
premium properly taken into account
under section 171 or § 1.61-12 (or the
successor provision thereof) shall
reduce interest income or expense in
units of nonfunctional currency.
Exchange gain or loss is realized with
respect to bond premium described in
the preceding sentence by treating the
portion of premium amortized with
respect to any period as a return of
principal. With respect to a holder that
does not elect to amortize bond
premium under section 171, the amount
of bond premium will constitute a
market loss when the bond matures. See
paragraph (b)(8) of this section. The
principies set forth in this paragraph
(b}(10) shall apply to determine the
treatment of acquisition premium
described in section 1272(a)(7).
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(ii} Example. The following example
illustrates the provisions of this
paragraph (b}(10).

Example. (A) X is an individual on the cash
method of accounting with the dollar as his
functional currency. On January 1, 1989, X
purchases Y corporation’s note for 107.99
British pounds (£} from Z, an unrelated party.
The note has an issue price of £100, a stated
redemption price at maturity of £100, pays
interest in pounds at the rate of 10%
compounded annually, and matures on
December 31, 1993. X elects to amortize the
bond premium of £7.99 under the rules of
section 171. Pursuant to paragraph (b)(10)(i)
of this section, bond premium is determined
and amortized in British pounds. Assume the
amortization schedule is as follows:

Unamor-
Year Bond tized
ending premium premium interest
12/31 amortized plus
principal
£107.99
£1.36 £106.63 £8.64
£1.47 £105.16 £8.53
£1.59 £103.57 £8.41
£1.71 £101.86 £8.29
£1.85 £100.00 £8.15

{B) The bond premium reduces X's pound
interest income under the note. For example,
the £10 stated interest payment made in 1989
is reduced by £1.38 of bond premium, and the
resulting £8.64 interest income is translated
into dollars at the spot rate on December 31,
1989. Exchange gain or loss is realized on the
£1.36 bond premium based on the difference
between the spot rates on January 1, 1989, the
date the premium is paid to acquire the bond,
and December 31, 1989, the date the bond
premium is returned as part of the stated
interest. The £1.36 bond premium reduces the
unamortized premium plus principal to
£106.63 (£107.99—£1.36). On December 31,
1993, when the bond matures and the £7.99 of
bond premium has been fully amortized, X
will realize exchange gain or loss with
respect to the remaining purchase price of
£100.

(11} Market discount—(i) In general.
Market discount as defined in section
1278(a)(2) shall be determined in units of
nonfunctional currency in which the
market discount bond is denominated
(or in which the payments are
determined}. Accrued market discount
{other than market discount currently
included in income pursuant to section
1278(b)) shall be translated into
functional currency at the spot rate on
the date the market discount bond is
disposed of. No part of such accrued
market discount is treated as exchange
gain or loss. Accrued market discount
currently includible in income pursuant
to section 1278(b) shall be translated
into functional currency at the average
exchunge rate for the accrual period.
Exchange gain or loss with respect to
accrued market discount currently

includible in income under section
1278(b) shall be determined in
accordance with paragraph (b)(3) of this
section relating to accrued interest
income.

(ii) Example. The following example
illustrates the provisions of this
paragraph (b)(11).

Example. (A) X is a calendar year
corporation with the U.S. doller as its
functional currency. On January 1, 1990, X
purchases a bond of M corporation for 96,530
British pounds (£). The bond, which was
issued on January 1, 1989, has an issue price
of £100,000, a stated redemption price at
maturity of £100,000, and provides for annual
pound payments of interest at 8 percent. The
bond matures on December 31, 1991. X
purchased the bond at a market discount of
3,470 pounds and did not elect to include the
market discount currently in income under
section 1278({b). X holds the bond to maturity
and on December 31, 1991, receives payment
of £100,000 (plus £8,000 interest) when the
exchange rate is £1=81.50.

(B) Pursuant to paragraph (b)(11) of this
section, X computes market discount in units
of nonfunctional currency. Thus, the market
discount as defined under section 1278(a)(2)
is £3,470. Accrued market discount {other
than market discount currently included in
income pursuant to section 1278(b)) is
translated at the spot rate on the date the
market discount bond is disposed of.
Accordingly, X will translate the accrued
market discount of £3,470 at the spot rate on
December 31, 1991 (£3,470 X $1.50=$5,205). No
exchange gain or loss is realized with respect
to the £3.470 of accrued market discount. See
paragraphs (b} (3) and (5) of this section for
the realization and recognition of exchange
gain or loss with respect to accrued interest
and principal.

(12) Tax exempt bonds. See § 1.988—
3(c)(2), which characterizes exchange
loss realized with respect to a
nonfunctional currency tax exempt bond
as a reduction of interest income.

(13} Nonfunctional currency debt
exchanged for stock of obligor—(i) In
general. Notwithstanding any other
section of the Code other than section
267, 1091 or 1092, exchange gain or loss
shall be realized and recognized by the
holder and the obligor in accordance
with the rules of paragraphs (b) (3)
through (7) of this section with respect
to the principal and accrued interest of a
debt instrument described in paragraph
(b)(2)(i) of this section that is acquired
by the obligor in exchange for its stock,
provided however, that such gain or loss
shall be recognized only to the extent of
the total gain or loss on the exchange
(regardless of whether such gain or loss
would otherwise be recognized). This
rule shall apply whether the debt
instrument is converted into stock
according to its terms or exchanged
pursuant to a separate agreement
between the obligor and the holder. A
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debt instrument that is acquired by the
obligor from a shareholder as a
contribution to capital shall be treated
for purposes of this section as
exchanged for stock, whether or not
additional stock is issued.

(ii) Coordination with section 108.
Section 988 and this section shall apply
before section 108. Exchange gain
realized by the obligor on an exchange
described in paragraph (b)(13)(i) of this
section shall not be treated as discharge
of indebtedness income, but shall be
considered to reduce the amount of the
liability for purposes of computing the
obligor's income on the exchange under
section 108(e)(4), section 108(e)(8) or
section 108(e)(10).

(iii) Effective date. This paragraph
{b)(13) shall be effective for exchanges
of debt for stock effected after
September 21, 1989.

(iv) Examples. The following
examples illustrate the operation of this
paragraph (b)(13). In each such example,
assume that sections 267, 1091 and 1092
do not apply.

Example 1. (i) X is a calendar year U.S.
corporation with the U.S. dollar as its
functional currency. On January 1, 1990 (the
issue date), X acquired a convertible bond
maturing on December 31, 1998, issued by Y
corporation, a U.K. corporation with the
British pound (£) as its functional currency.
The issue price of the bond is £100,000, the
stated redemption price at maturity is
£100,000, and the bond provides for annual
pound interest payments at the rate of 10%.
The terms of the bond also provide that at
any time prior to December 31, 1998, the
holder may surrender all of his interest in the
bond in exchange for 20 shares of Y common
stock. On January 1, 1994, X surrenders his
interest in the bond for 20 shares of Y
common stock. Assume the following: (a) The
spot rate on January 1, 1990, is £1=$1.30, (b)
The spot rate on January 1, 1994, is £1=5$1.50,
and (c} The 20 shares of Y common stock
have a market value of £200,000 on January 1,
1994,

(ii) Pursuant to paragraph (b)(13) of this
section, X will realize and recognize
exchange gain with respect to the issue price
{£100,000) of the bond on January 1, 1994,
when the bond is converted to stock. X will
compute exchange gain pursuant to
paragraph (b}(5) of this section by translating
the issue price at the spot rate on the
conversion date (£100.000 % $1.50 = $150,000)
and subtracting from such amount the issue
price translated at the spot rate on the date X
acquired the bond (£100,000< $1.30=
$130,000). Thus, X will realize and recognize
$20,000 of exchange gain. X's basis in the 20
shares of Y common stock is $150,000
($130,000 substituted basis + $20,000
recognized gain).

Example 2. (i} X, a foreign corporation with
the British pound (£) as its functional
currency, lends £100 at a market rate of
interest to Y, its wholly-owned U.S.
subsidiary, on January 1, 1990, on which date
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the spot exchange rate is £1=$1. Y's
functional currency is the U.S. dollar. On
January 1, 1992, when the spot exchange rate
is £1=8.50, X cancels the debt as a
contribution to capital. Pursuant to paragraph
(b)(13) of this section, Y will realize and
recognize exchange gain with respect to the
£100 issue price of the debt instrument on
January 1, 1992. Y will compute exchange
gain pursuant to paragraph (b)(6) of this
section by translating the issue price at the
spot rate on the date Y became the obligor
(£100 % $1=$100) and subtracting from such
amount the issue price translated at the spot
rate on the date of extinguishment
(£100 % $.50=$50). Thus, Y will realize and
recognize $50 of exchange gain.

(ii) Under section 108(e)(8), on the
acquisition of its indebtedness from X as a
contribution to capital Y is treated as having
satisfied the debt with an amount of money
equal to X's adjusted basis in the debt (£100).
For purposes of section 108(e)(8). X's adjusted
basis is translated into United States dollars
at the spot rate on the date Y acquires the
debt (£1=8.50). Therefore, Y is treated as
having satisfied the debt for $50. Pursuant to
paragraph (b)(13) of this section, for purposes
of section 108 the amount of the indebtedness
is considered to be reduced by the exchange
gain from $100 to $50. Accordingly, Y
recognizes $50 of exchange gain and no
discharge of indebtedness income on the
extinguishment of its debt to X.

{iii) If X were a United States taxpayer
with a dollar functional currency and a $100
basis in Y's obligation. X would realize and
recognize an exchange loss of $50 under
paragraph {b){5) of this section on the
contribution of the debt to Y. The recognized
luss would reduce X's adjusted basis in the
debt from $100 to $50, so that for purposes of
applying section 108{e){6) Y is treated as
having satisfied the debt for $50. Accordingly,
under these facts as well Y would recognize
$50 of exchange gain and no discharge of
indebtedness income.

Example 3. (i) X and Y are unrelated
calendar year U.S. corporations with the U.S.
dollar as their functional currency. On
January 1, 1990 (the issue date), X acquires
Y's bond maturing on December 31, 1999. The
issue price of the bond is £100,000, the stated
redemption price at maturity is £100,000, and
the bond provides for annual pound interest
payments at the rate of 10%. On January 1,
1994, X and Y agree that Y will redeem its
bond from X in exchange for 20 shares of Y
common stock. Assume the following:

(a) The spot rate on January 1, 1490, is
£1=81.00,

(b) The spot rate on January 1, 1994, is
£1=8.50,

(c) Interest rates on equivalent bonds have
increased so that as of January 1, 1994, the
value of Y's bond has declined to £90,000, and

(d) The 20 shares of Y common stock have
a market value of £90,000 as of January 1,
1494,

{ii) Pursuant to paragraph (b)(13) of this
section, X will realize and recognize
exchange loss with respect to the issue price
(£100,000) of the bond on January 1, 1994,
when the bond is exchanged for stock. X will
compute exchange loss pursuant to paragraph
(b}(5) of this section by translating the issue

price at the spot rate on the exchange date
(£100,000 X $.50 =$50,000) and subtracting
from such amount the issue price translated
at the spot rate on the date X acquired the
bond (£100,000 X $1.00=%$100,000). Thus, X
will compute $50,000 of exchange loss, all of
which will be realized and recognized
because it does not exceed the total $55,000
realized loss on the exchange ($45,000 worth
of stock received less $100,000 basis in the
exchanged bond}.

(iii) Pursuant to paragraph (b)(13) of this
section, Y will realize and recognize
exchange gain with respect to the issue price,
computed under paragraph (b)(6) of this
section by translating the issue price at the
spot rate on the date Y became the obligor
(£100,000 X $1.00=$100,000) and subtracting
from such amount the issue price translated
at the spot rate on the exchange date
{£100,000 X $.50=$50,000). Thus, Y will realize
and recognize $50,000 of exchange gain.
Under section 108(e}{10}, on the transfer of
stock to X in satisfaction of its indebtedness
Y is treated as having satisfied the
indebtedness with an amount of money equal
to the fair market value of the stock
{£90,000 X $.50 =$45,000). Pursuant to
paragraph (b)(13) of this section, for purposes
of section 108 the amount of the indebtedness
is considered to be reduced by the recognized
exchange gain from $100,000 to $50,000.
Accordingly, Y recognizes an additional
$5,000 of discharge of indebtedness income
on the 2xchange.

Example 4. (i) The facts are the same as in
Example 3 except that interest rates on
equivalent bonds have declined, rather than
increased, so that the value of Y's bond on
January 1, 1994, has risen to £112,500; and X
and Y agree that Y will redeem its bond from
X on that date in exchange for 25 shares of Y
common stock worth £112,500. Pursuant to
paragraphs {b){13) and (b)(5) of this section,
X will compute $50,000 of exchange loss on
the exchange with respect to the £100,000
issue price of the bond. See Example 3.
However, because X's total loss on the
exchange is only $43,750 ($56,250 worth of
stock received less $100,000 basis in the
exchanged bond), under the netting rule of
paragraph {b){13) of this section the realized
exchange loss is limited to $43,750.

(if) Pursuant to paragraphs (b){13) and
(b)(6) of this section, Y will compute $50,000
of exchange gain with respect to the issue
price. See Example 3. Under section
108(e}(10), Y is treated as having satisfied the
$100,000 indebtedness with an amount of
money equal to the fair market value of the
stock (£112,500 X $.50=$56,250), resulting in a
total gain on the exchange of $43,750.
Accordingly, under paragraph (b)(13) of this
section Y's realized (and recognized)
exchange gain on the exchange is limited to
$43,750. Also pursuant to paragraph (b){(13) of
this section, for purposes of section 108 the
amount of the indebtedness is considered to
be reduced by the recognized exchange gain
from $100,000 to $56,250. Accordingly, Y
recognizes no discharge of indebtedness
income on the exchange.

(14)-(15) [Reserved]
(16) Coordination with section 267
regarding debt instruments—(i)
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Treatment of a creditor. For rules
applicable to a corporation included in a
controlled group that is a creditor under
a debt instrument see § 1.267(f)—1(h).

(ii) Treatment of a debtor. [Reserved]

(17) Coordination with installment
method under section 453. [Reserved]

(c) Item of expense or gross income or
receipts which is to be paid or received
after the date accrued—(1) In general.
Except as provided in § 1.988-5,
exchange gain or loss with respect to an
item described in § 1.988-1(a) (1)(ii) and
(2)(ii) (other than accrued interest
income or expense subject to paragraph
(b) of this section) shall be realized on
the date payment is made or received.
Except as provided in the succeeding
sentence, such exchange gain or loss
shall be recognized in accordance with
the applicable recognition provisions of
the Internal Revenue Code. If the
taxpayer's right to receive income, or
obligation to pay an expense, is
transferred or modified in a transaction
in which gain or loss would otherwise
be recognized, exchange gain or loss
shall be realized and recognized only to
the extent of the total gain or loss on the
transaction.

(2) Determination of exchange gain or
loss with respect to an item of gross
income or receipts. Exchange gain or
loss realized on an item of gross income
or receipts described in paragraph (c)(1)
of this section shall be determined by
multiplying the units of nonfunctional
currency received by the spot rate on
the payment date, and subtracting from
such amount the amount determined by
multiplying the units of nonfunctional
currency received by the spot rate on
the booking date. The term “spot rate on
the payment date” means the spot rate
determined under § 1.988-1(d) on the
date payment is received or otherwise
taken into account. Pursuant to § 1.988-
1(d)(3), a taxpayer may use a spot rate
convention for purposes of determining
the spot rate on the payment date. The
term “‘spot rate on the booking date”
means the spot rate determined under
§ 1.988-1(d) on the date the item of gross
income or receipts is accrued or
otherwise taken into account. Pursuant
to § 1.988-1(d)(3), a taxpayer may use a
spot rate convention for purposes of
determining the spot rate on the booking
date.

(3) Determination of exchange gain or
loss with respect to an item of expense.
Exchange gain or loss realized on an
item of expense described in paragraph
(c)(1) of this section shall be determined
by multiplying the units of nonfunctional
currency paid by the spot rate on the
booking date and subtracting from such
amount the amount determined by
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multiplying the units of nonfunctional
currency paid by the spot rate on the
payment date. The term “spot rate on
the booking date” means the spot rate
determined under § 1.988-1{d) on the
date the item of expense is accrued or
otherwise taken into account. Pursuant
to § 1.988-1(d)(3), a taxpayer may use a
spot rate convention for purposes of
determining the spot rate on the booking
date. The term “spot rate on the
payment date” means the spot rate
determined under § 1.988-1(d) on the
date payment is made or otherwise
taken into account. Pursuant to § 1.986—
1(d}(3), a taxpayer may use a spot rate
convention for purposes of determining
" the spot rate on the payment date.

(4) Examples. The following examples
illustrate the application of paragraph
(c) of this section.

Example 1. X is a calendar year
corporation with the dollar as its functional
currency. X is on the accrual method of
accounting. On January 15, 1989, X sells
inventory for 10,000 Canadian dollars (C$).
The spot rate on January 15, 1989, is
C$1=U.8.$.55. On February 23, 1989, when X
receives payment of the C$10,000, the spot
rate is C$1="U.5.8.50. On February 23, 1989, X
will realize exchange loss. X's loss is
computed by multiplying the C$10,000 by the
spot rate on the date the C$10,000 are
received (C$10,000 < .50=U.S. $5.000) and
subtracting from such amount, the amount
computed by multiplying the C$10,000 by the
spot rate on the booking date
{C$10,000 X .55=U.S. $5,500). Thus, X's

exchange loss on the transaction is U.S. $500 -

(U.S. $5,000—U.S. $5,500).

Example 2. The facts are the same as in
Example 1 except that X uses a spot rate
convention to determine the spot rate as
provided in § 1.988-1(d)(3). Pursuant to X's
spot rate convention, the spot rate at which a
payable or receivable is booked is
determined monthly for each nonfunctional
currency payable or receivable by adding the
spot rate at the beginning of the month and
the spot rate at the end of the month and
dividing by two. All payables and receivables
in a nonfunctional currency booked during
the month are translated into functional
currency at the rate described in the
preceding sentence. Further, the translation
of nonfunctional currency paid with respect
to a payable, and nonfunctional currency
received with respect to a receivable, is also
performed pursuant to the spot rate
convention. Assume the spot rate determined
under the spot rate convention for the month
of January is C$1=U.S. $.54 and for the
month of February is C$1=U.S. $.51. On the
last date in February, X will realize exchange
loss. X's loss is computed by multiplying the
C$10,000 by the spot rate convention for the
month of February (C$10,000x U.S. $.51=U.8.
$5,100) and subtracting from such amount, the
amount computed by multiplying the C$10,000
by the spot rate convention for the month of

January (C$10,000 x U.S. $.54=$5,400). Thus,
X's exchange loss on the transaction is U.S.
$300 (U.S. $5,100— U.S. $5,400). X's basis in the
C$10,000 is U.S. $5,400.

Example 3. The facts are the same as in
Example 2 except that X has a standing order
with X’s bank for the bank to convert any
nonfunctional currency received in
satisfaction of a receivable into U.S. dollars
on the day received and to deposit those U.S.
dollars in X's U.S. dollar bank account. X
may use its convention to translate the.
amount booked into U.S. dollars, but must
use the U.S. dollar amounts received from the
bank with respect to such receivables to
determine X's exchange gain or loss. Thus, if
X receives payment of the C$10,000 on
February 23, 1989, when the spot rate is
C$1=U.8.$ .50, X determines exchange gain
or loss by subtracting the amount booked
under X's convention (U.S.$5,400) from the
amount of U.S. dollars received from the
bank under the standing conversion order
(assume $5,000). X's exchange loss is
U.8.$400.

(d) Exchange gain or loss with respect
to forward contracts, futures contracts
and option contracts—{1) Scape—{i) In
general. This paragraph (d) applies to
forward contracts, futures contracts and
option contracts described in § 1.988—
1(a) (1)(ii) and (2)(iii). For rules
applicable to currency swaps and
notional principal contracts described in
§ 1.988-1(a) (1)(ii) and (2)(iii), see
paragraph (e} of this section.

(ii) Treatment of spot contracts. Solely
for purposes of this paragraph (d), a spot
contract as defined in § 1.988-1(b]) to
buy or sell nonfunctional currency is not
considered a forward contract or similar
transaction described in § 1.988-
1(a){2)(iii) unless such spot contract is
disposed of (or otherwise terminated)
prior to making or taking delivery of the
currency. For example, if a taxpayer
with the dollar as its functional currency
enters into a spot contract to purchase
British pounds, and takes delivery of
such pounds under the contract, the
delivery of the pounds is not a
realization event under section 988(c)(5)
and paragraph (e){4)(ii) of this section
because the contract is not considered a
forward contract or similar transaction
described in § 1.988-1{a)(2)(iii).
However, if the taxpayer sells or
otherwise terminates the contract before
taking delivery of the pounds, exchange
gain or loss shall be realized and
recognized in accordance with
paragraphs {d) (2) and (3) of this section.

(2) Realization of exchange gain or
loss—(i) In general. Except as provided
in § 1.988-5, exchange gain or loss on a
contract described in § 1.988-2(d)(1)

shall be realized in accordance with the
applicable realization section of the
Internal Revenue Code {e.g., sections
1001, 1092, and 1256). See also section
988(c)(5). For purposes of determining
the timing of the realization of exchange
gain or loss, sections 1092 and 1256 shall
take precedence over section 988(c)(5).

(ii) Realization by offset—(A) In
general. Except as provided in
paragraphs (d)(2)(ii) (B} and (C) of this
section, exchange gain or loss with
respect to a transaction described in
§ 1.988-1(a) (1)(ii) and (2)(iii) shall not
be realized solely because such
transaction is offset by another
transaction (or transactions}.

{B) Exception where economic benefit
is derived. If a transaction described in
§ 1.988-1(a) (1)(ii) and (2)(iii) is offset by
another transaction or transactions,
exchange gain shall be realized to the
extent the taxpayer derives, by pledge
or otherwise, an economic benefit (e.g.,
cash, property or the proceeds from a
borrowing) from any gain inherent in
such offsetting positions. Proper
adjustment shall be made in the amount
of any gain or loss subsequently realized
for gain taken into account by reason of
the preceding sentence. This paragraph
(d}(2)(ii)(B) shall apply to transactions
creating an offset after September 21,
1989.

(C) Certain contracts traded on an
exchange. If a transaction described in
§ 1.988-1(a) (1)(ii) and (2)(iii) is traded
on an exchange and it is the general
practice of the exchange to terminate
offsetting contracts, entering into an
offsetting contract shall be considered a
termination of the contract being offset.

(iii) Clarification of section 988(c}(5).
If the delivery date of a contract subject
to section 988(c)(5) and paragraph
(d)(4)(ii) of this section is different than
the date the contract expires, then for
purposes of determining the date
exchange gain or loss is realized, the
term delivery date shall mean expiration
date.

(iv) Examples. The following
examples illustrate the rules of this
paragraph (d) (1) and (2).

Example 1. On August 1, 1989, X, a
calendar year corporation with the dollar as
its functional currency, enters into a forward
contract with Bank A to buy 100 New
Zealand dollars for $80 for delivery on
January 31, 1990. {The forward purchase
contract is not a section 1256 contract.) On
November 1, 1989, the market price for the
purchase of 100 New Zealand dollars for
delivery on January 31, 1990, is $76. On
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November 1, 1989, X cancels its obligation
under the forward purchase contract and
pays Bank A $3.95 (the present value of $4
discounted at 12% for the period) in
cancellation of such contract. Under section
1001 (a), X realizes an exchange loss of $3.95
on November 1, 1989, because cancellation of
the forward purchase contract for cash
results in the termination of X's contract.

Example 2. X is a corporation with the
dollar as its functional currency. On January
1, 1989, X enters into a currency swap
contract with Bank A under which X is
obligated to make a series of Japanese yen
payments in exchange for a series of dollar
payments. On February 21, 1992, X has a gain
of $100,000 inherent in such contract as a
result of interest rate and exchange rate
movements. Also on February 21, 1992, X
enters into an offsetting swap with Bank A to
lock in such gain. If on February 21, 1992, X
pledges the gain inherent in such offsetting
positions as collateral for a loan, X's initial
swap contract is treated as being terminated
on February 21, 1992, under paragraph
(d)(2)(ii}(B} of this section. Proper adjustment
is made in the amount of any gain or loss
subsequently realized for the gain taken into
account by reason of paragraph (d)(2)(ii}(B) of
this section.

Example 3. X is a calendar year
corporation with the dollar as its functional
currency. On October 1, 1989, X enters into a
forward contract to buy 100,000 Swiss francs
(Sf} for delivery on March 1, 1890, for $51,220.
Assume that the contract is a section 1256
contract under section 1256(g)(2) and that
section 1256(e) does not apply. Pursuant to
section 1256(a}(1), the forward contract is
treated as sold for its fair market value on
December 31, 1989. Assume that the fair
market value of the contract is $1,000
determined under § 1.988~1(g). Thus X will
realize an exchange gain of $1,000 on
December 31, 1989. Such gain is subject to the
character rules of § 1.988-3 and the source
rules of § 1.988-4.

(v) Extension of the maturity date of
certain contracts. An extension of time
for making or taking delivery under a
contract described in paragraph (d)(1) of
this section {e.g., a historical rate
rollover as defined in § 1.988~
5{b])(2)(iii)(C)) shall be considered a sale
or exchange of the contract for its fair
market value on the date of the
extension and the establishment of a
new contract on such date. If, under the
terms of the extension, the time value of
any gain or loss recognized pursuant to
the preceding sentence adjusts the price
of the currency to be bought or sold
under the new contract, the amount
attributable to such time value shall be
treated as interest income or expense
for all purposes of the Code. However,
the preceding sentence shall not apply
and the amount attributable to the time
value of any gain or loss recognized
shall be treated as exchange gain or loss
if the period beginning on the first date
the contract is rolled over and ending on
the date payment is ultimately made or

received with respect to such contract
does not exceed 183 days.

(3) Recognition of exchange gain or
loss. Except as provided in § 1.988-5
(relating to section 988 hedging
transactions), exchange gain or loss
realized with respect to a contract
described in paragraph (d}{1) of this
section shall be recognized in
accordance with the applicable
recognition provisions of the Internal
Revenue Code. For example, a loss
realized with respect to a contract
described in paragraph (d)(1) of this
section which is part of a straddle shall
be recognized in accordance with the

-provisions of section 1092 to the extent

such section is applicable.

(4) Determination of exchange gain or
loss—(i) In general. Exchange gain or
loss with respect to a contract described
in § 1.988-2(d)(1) shall be determined by
subtracting the amount paid (or deemed
paid), if any, for or with respect to the
contract (including any amount paid
upon termination of the contract) from
the amount received (or deemed
received), if any, for or with respect to
the contract (including any amount
received upon termination of the
contract). Any gain or loss determined
according to the preceding sentence
xl-;hall be treated as exchange gain or
088,

(ii) Special rules where taxpayer
makes or takes delivery. If the taxpayer
makes or takes delivery in connection
with a contract described in paragraph
(d)(1) of this section, any gain or loss
shall be realized and recognized in the
same manner as if the taxpayer sold the
contract (or paid another person to
assume the contract) on the date on
which he took or made delivery for its
fair market value on such date. See
paragraph (d)(2)(iii) of this section
regarding the definition of the term
“delivery date.” This paragraph (d)(4){ii)
shall not apply in any case in which the
taxpayer makes or takes delivery before
June 11, 1987.

(iii) Examples. The following
examples illustrate the application of
paragraph (d)(4) of this section.

Example 1. X is a calendar year
corporation with the dollar as its functional
currency. On October 1, 1989, when the six
month forward rate is $.4907, X enters into a
forward contract to buy 100,000 New Zealand
dollars (NZD) for delivery on March 1, 1990.
On March 1, 1990, when X takes delivery of
the 100,000 NZD, the spot rate is INZD equals
$.48. Pursuant to section 988(c)(5) and
paragraph (d)(4)(ii) of this section, a taxpayer
that takes delivery of nonfunctional currency
under a forward contract that is subject to
section 988 is treated as if the taxpayer sold
the contract for its fair market value on the
date delivery is taken. If X sold the contract
on March 1, 1990, the transferee would
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require a payment of $1,070

(($.48 X 100,000NZD) — ($.4907 X 100,000NZD)|
to compensate him for the loss in value of the
100,000NZD. Therefore, X realizes an
exchange loss of $1,070. X has a basis in the
100,000NZD of $48,000.

Example 2. Assume the same facts as in
Example 1 except that the contract is for
Swiss francs and is a section 1256 contract.
Assume further that on December 31, 19689,
the value to X of the contract as marked to
market is $1,000. Pursuant to section 1256(a),
X realizes an exchange gain of $1,000. Such
gain, however, is characterized as ordinary
income under § 1.988-3 and will be sourced
under § 1.988-4.

Example 3. X is a calendar year
corporation with the dollar as its functional
currency. On May 2, 1989, X enters into an
option contract with Bank A to purchase
50,000 Canadian dollars (C$) for U.S. $42,500
(C$1=U.S. $.85) for delivery on or before
September 18, 1989. X pays a $285 premium to
Bank A to obtain the option contract. On
September 18, 1989, when X exercises the
option and takes delivery of the C$50,000, the
spot rate is C$1 equals U.S. $.90. Pursuant to
section 988(c)(5) and paragraph (d)(4)(ii) of
this section, a taxpayer that takes delivery
under an option contract that is subject to
section 988 is treated as if the taxpayer sold
the contract for its fair market value on the
date delivery is taken. If X sold the contract
for its fair market value on September 18,
1989, X would receive U.S. $2,500
((C$50,000 x U.S. $.90) — (C$50,000 X U.S. $.85)].
Accordingly, X is deemed to have received
U.S. $2,500 on the sale of the contract at its
fair market value. X will realize U.S. $2,215
($2,500 deemed received less $285 paid) of
exchange gain with respect to the delivery of
Canadian dollars under the option contract.
X's basis in the 50,000 Canadian dollars is
U.S. $45,000.

(5) [Reserved}

(e) Currency swaps and other notional
principal contracts—(1) In general.
Except as provided in paragraph (e}(2)
of this section or in § 1.988-5, the timing
of income, deduction and loss with
respect to a notional principal contract
that is a section 988 transaction shall be
governed by section 446 and the
regulations thereunder. Such income,
deduction and loss is characterized as
exchange gain or loss (except as
provided in another section of the
Internal Revenue Code (or regulations
thereunder), § 1.988-5, or in paragraph
() of this section).

(2) Special rules for currency swaps—
(i) In general. Except as provided in
paragraph (e){2)(iii)(B) of this section,
the provisions of this paragraph (e)(2}
shall apply solely for purposes of
determining the realization, recognition
and amount of exchange gain or loss
with respect to a currency swap
contract, and not for purposes of
determining the source of such gain or
loss, or characterizing such gain or loss
as interest. Except as provided in

57 Fed. Reg. 9194 1992



Federal Register / Vol. 57, No. 52 / Tuesday, March 17, 1992 / Rules and Regulations

9195

§ 1.988-3(c), any income or loss realized
with respect to a currency swap
contract shall be characterized as
exchange gain or loss (and not as
interest income or expense). Any
exchange gain or loss realized in
accordance with this paragraph {e}(2)
shall be recognized unless otherwise
provided in an applicable section of the
Code. For purposes of this paragraph
(e}{2), a currency swap contract is a
contract defined in paragraph (e)(2)(ii)
of this section. With respect to a
contract which requires the payment of
swap principal prior to maturity of such
contract, see paragraph (f) of this
section. For purposes of this paragraph
(e), the rules of paragraph (d}(2)(ii) of
this section (regarding realization by
offset) apply. See Example 2 of
paragraph (d}(2)(iv) of this section.

(ii) Definition of currency swap
contract—({A) In general. A currency
swap contract is a contract involving
different currencies between two or
more parties to—

(1) Exchange periodic interim
payments, as defined in paragraph
{e}{2)(ii)(C) of this section, on or prior to
maturity of the contract; and

(2) Exchange the swap principal
amount upon maturity of the contract.

A currency swap contract may also
require an exchange of the swap
principal amount upon commencement
of the agreement.

(B} Swap principal amount. The swap
principal amount is an amount of two
different currencies which, under the
terms of the currency swap contract, is
used to determine the periodic interim
payments in each currency and which is
exchanged upon maturity of the
contract. If such amount is not clearly
set forth in the contract, the
Commissioner may determine the swap
principal amount.

(C) Exchange of periodic interim
payments. An exchange of periodic
interim payments is an exchange of one
or more payments in one currency
specified by the contract for one or more
payments in a different currency
specified by the contract where the
payments in each currency are
computed by reference to an interest
index applied to the swap principal
amount. A currency swap contract must
clearly indicate the periodic interim
payments, or the interest index used to
compute the periodic interim payments,
in each currency.

(iii) Timing and computation of
periodic interim payments—(A) In
general. Except as provided in
paragraph (e)(2){iii)(B) of this section
and § 1.988-5, the timing and
computation of the periodic interim

payments provided in a currency swap
agreement shall be determined by
treating—

(1) Payments made under the swap as
payments made pursuant to a
hypothetical borrowing that is
denominated in the currency in which
payments are required to be made (or
are determined with reference to) under
the swap, and

(2) Payments received under the swap
as payments received pursuant to a
hypothetical loan that is denominated in
the currency in which payments are
received (or are determined with
reference to) under the swap.

Except as provided in paragraph
(e){2)(v) of this section, the hypothetical
issue price of such hypothetical
borrowing and loan shall be the swap
principal amount. The hypothetical
stated redemption price at maturity is
the total of all payments (excluding any
exchange of the swap principal amount
at the inception of the contract)
provided under the hypothetical
borrowing or loan other than periodic
interest payments under the principles
of section 1273. For purposes of
determining economic accrual under the
currency swap, the number of
hypothetical interest compounding
periods of such hypothetical borrowing
and loan shall be determined pursuant
to a semiannual compounding
convention unless the currency swap
contract indicates otherwise. For
purposes of determining the timing and
amount of the periodic interim
payments, the principles regarding the
amortization of interest (see generally,
sections 1272 through 1275 and 163(e))
shall apply to the hypothetical interest
expense and income of such
hypothetical borrowing and loan.
However, such principles shall not apply
to determine the time when principal is
deemed to be paid on the hypothetical
borrowing and loan. See paragraph
(d)(2){iii) of this section and Example 2
of paragraph (d)(5) of this section with
respect to the time when principal is
deemed to be paid. With respect to the
translation and computation of
exchange gain or loss on any
hypothetical interest income or expense,
see § 1.988-2(b). The amount treated as
exchange gain or loss by the taxpayer
with respect to the periodic interim
payments for the taxable year shall be
the amount of hypothetical interest
income and exchange gain or loss
attributable to such interest income from
the hypothetical borrowing and loan for
such year less the amount of
hypothetical interest expense and
exchange gain or logs attributable to the

interest expense from such hypothetical
borrowing and loan for such year.

(B} Effect of prepayment for purposes
of section 956. For purposes of section
956, the Commissioner may treat any
prepayment of a currency swap as a
loan.

(iv) Timing and determination of
exchange gain or loss with respect to
the swap principal amount. Exchange
gain or loss with respect to the swap
principal amount shall be realized on
the day the units of swap principal in
each currency are exchanged. (See
paragraph {e)(2)(ii}(A)(2) of this section
which requires that the entire swap
principal amount be exchanged upon
maturity of the contract.) Such gain or
loss shall be determined on the date of
the exchange by subtracting the value
(on such date) of the units of swap
principal paid from the value of the units
of swap principal received. This
paragraph (e)(2)(iv) does not apply to an
equal exchange of the swap principal
amount at the commencement of the
agreement at a market exchange rate.

(v) Anti-abuse rules—(A) Method of
accounting does not clearly reflect
income. If the taxpayer's method of
accounting for income, expense, gain or
loss attributable to a currency swap
does not clearly reflect income, or if the
present value of the payments to be
made is not equivalent to that of the
payments to be received (including the
swap premium or discount, as defined in
paragraph (e)(3)(ii) of this section) on
the day the taxpayer enters into or
acquires the contract, the Commissioner
may apply principles analogous to those
of section 1274 or such other rules as the
Commissioner deems appropriate to
clearly reflect income. For example, in
order to clearly reflect income the
Commissioner may determine the
hypothetical issue price, the
hypothetical stated redemption price at
maturity, and the amounts required to
be taken into account within a taxable
year. Further, if the present value of the
payments to be made is not equivalent
to that of the payments to be received
(including the swap premium or
discount, as defined in paragraph
(e}(3)(ii) of this section) on the day the
taxpayer enters into or acquires the
contract, the Commissioner may
integrate the swap with another
transaction {or transactions) in order to
clearly reflect income.

(B) Terms must be clearly stated. If
the currency swap contract does not
clearly set forth the swap principal
amount in each currency, and the
periodic interim payments in each
currency (or the interest index used to
compute the periodic interim payments
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in each currency), the Commissioner-
may defer any income, deduction, gain
or loss with respect to such contract
until termination of the contract.

(3) Amortization of swap premium or
discount in the case of off-market
currency swaps—{i) In general. An “off-
market currency swap’ is a currency
swap coniract under which the present
value of the payments to be made is not
equal to that of the payments to be
received on the day the taxpayer enters
into or acquires the contract {absent the

swap premium or discount, as defined in

paragraph {e}{3){ii) of this section).
Generally, such present values may not
be equal if the swap exchange rate {(as
defined in paragraph {e){3](iii) of this
section) is not the spot rate, or the
interest indices used to compute the
periodic interim payments do not refiect
current values, on the day the taxpayer
enters into or acquires the currency
swap. '

- (ii} Treatment of taxpayer entering
into or acquiring an off-market currency
swap. If a taxpayer that enters into or
acquires a currency swap makes a
payment (that is, the taxpayer pays a
premium, “swap premium,” to enter into
or acquiire the currency swap) or
receives a payment (that is, the taxpayer
enters into or acquires the currency
swap at a discount, "swap discount”} in
order to make the present value of the
amounts to be paid equal the amounts to
be received, such payment shall be
amortized in a manner which places the
taxpayer in the same position it would
have been in had the taxpayer entered
into a currency swap contract under
which the present value of the amounts
te be paid equal the amounts to be
received (absent any swap premium or
discount). Thus, swap premium or
discount shall be amortized as follows—

{A) The amount of swap premium or
discount that is attributable to the
difference between the swap exchange

rate {as defined in paragraph (e){3)(iii)
of this section) and the spot rate on the
date the contract is entered into or
acquired shall be taken into account as
ircome or expense on the date the swap
priccipal amounts are taken into
account; and

-{B) The amount of swap premium or
discount attributable to the difference in
values of the periodic interim payments
shall be amortized in a manner
consistent with the principles of

economic accrual. Cf, section 171.

Any amount taken into account -
pursuant to.this paragraph (e){3)(ii) shall
be treated as exchange gain or loss.

(iii) Definition of swap.exchange rate.
The swap exchangerate is the single

exchange rate set forth in the contract at

which the swap principal amounts are
determined. If the swap exchange rateis
not clearly set forth in the contract, the
Commissioner may determine such rate,

(iv) [Reserved] )

(4) Treatment of taxpayer disposing of
a currency swap. Any gain orloss
realized on the disposition or the
termination of a currency swap is
exchange gain or loss,

{5) Examples. The following examples
illustrate the application of this
paragraph {e). ’

Example 1. (i} C is an accraal method
calendar year corporation with the.dollar as
its functional .currency. On January 1,1989, C
enters into a currency swap with J with the
following terms: :

(1) the principal amount is $150 and 100
British pounds {£) {the equivalent of $150 on
the effective date of the coniract assuming a
spot rate of £1=%$1.50 on Janunary 1, 1989);

{2) C will make payinents equal to 10% of
the dollar principal amount on December 81,
1989, and December 31, 1890;

(3) ] will make payments equal to 12% of

.the pound principal amount on December 31,

1989, and December 31, 1990; and

{4) on December 31, 1930, C will pay to.]
the $150 principal amount and | will pay to C
the £100 principal amount. :

Assume that the spot rate is £1=$1.50 on
January 1, 1989, £1==$1.40 on December 31,
1989, and £1=$1.30 on December 31, 1990.
Assume further that the average rate for 1989
is £1=5$1.45 and for 1990 is £1=%$1.35.

(ii) Solely for determining the realization of
gain or loss in accordance with paragraph
(e)(2) of this section (and not for purposes of
determining whether any payments are
treated as interest), C will treat the dollar
payments made by C as payments made
pursuant to a dollar borrowing with an issue
price of $150, a stated redemption price at
maturity of $150, and yield to maturity of 10%.
C will treat the pound payments received as
payments received pursuant to @ pound loan
with an issue price of £100, a stated
redemption price at maturity of £100, and a
yield of 12% to maturity. Pursuant to § 1.988—
2(b), C is required to compute hypothetical
accrued pound interest income at the average
rate for the accrual period and then
determine exchange gain or loss on the day
payment is received with respect to such
accrued amount. Accordingly, C will acctue
$17.40 {£12$1.45) in 1989 and $16.20-
(£12>$1.35) in 1980. C alsc will compuie
hypothetical exchange loss of $.80 on
December 31, 1989 [{£12x$1.40) —

{(£12¢$1.45}] and hypothetical exchange loss

of $.60 on December 31, 1990 {(£12%$1.30}—
(£12x $1.35}]). All such hypothetical interest
income and exchange loss are characterized
and sourced as exchange gain and loss.
Further, C is treated as having paid $15 .
($150 X 10%). of hypothetical interest on
December 31, 1988, and again on December
31, 1990. Such hypothetical interest expense
is characterized and scurced as exchange
loss. Thus, C will have a net exchange gain of
$1.80 ($17.40—$.60—$15.00) with respect to
the periodic interim payments in 1988 and a
net exchange gain of $.60
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{$168.20 —$.80—$15.00) with respect to the
periodic interim payments in 1990, Finally, C -
will realize an exchange loss on December -
31, 1990 with respect to the exchange of the
swap principal amount. This loss is
determined by subtracting the value of the
units of swap principal paid ($150} from the
value of the units of swap principal received
(£100 X $1.30="%$130) resulting in a $20 :
exchange loss. .

Example 2. (i) C is an accrual method
calendar year corporation with the dollar as
its functional currency. On January 1, 1968,
when the spot rate is £1=$1.50, C enters into
a currency swap contract with ] under which
C agrees to make and receive the following
payments: ’

Date C,payé J pays
_December 31, 1988....... $15.00 £12.00
December 31, 1990. 41.04 12.00
December 31, 1991, 0.00 12.00
December 31, 1992........ 150.00 11‘2.00

(ii) Under paragraph {€){2){iii) of this
section, C must treat the dollar periodic

" interim payments under the swap as

made pursuant to a hypothetical dollar

borrowing. The hypothetical issue price

. is $150 and the stated rédemption price

at maturity is $206.04. The amount of
hypothetical interest expense must be
amortized in accordance with economic
accrual. Thus | must include and C must
deduct periodic interim payment
amounts as follows: :

Amount "
taken into is";ﬂg"gﬁe
account *
December 31, 1989........ $15.00 150,00
December 31, 1890.... $15.00 123.96
Dacember 31, 1991 $12.40 136.36
December 31, 1992........ 13.64 B

(iii) Gain or loss with respect to the
periodic interim payments of the currency
swap is determined under paragraph
(e)(2)(iii}(A) of this section with respect to the
doliar cash flow amortized as set forth above
and the corresponding pound cash flow as
stated in the currency swap contract. Gain or
loss with respect to the principal payments
(i.e., $150 and £100) exchanged on December
31, 1992, is determined under paragraph
{e)(2){iv) of this section on December 31, 1992,
notwithstanding that under the principles
regarding amortization of interest $26.04
would have been regarded as a payment of
principal on December 31, 1990
. Example 3. {i) X is a corporaticn on the
accrual method of accounting with the doltar
as its functional currency and the calendar
year as its taxable year. On January 1, 1988,
X enters into a three year currency swap
contract with Y with the following terms. The
swap principal amount is $100.and the Swiss
franc (Sf) equivalent of such.amount which
‘equals Sf260 translated at the swap exchange
rate of $1=5f2. There is no initial exchange
of the swap principal amount. The interest -
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rates used to compute the periodic interim

payments are 10% compounded annually for

U.S. dollar payments and 5% compounded
annually for Swiss franc payments. Thus,
under the currency swap, X agrees to pay Y
$10 (10% % $100) on December 31st of 1989,
1990 and 1991 and to pay Y the swap
principal amount of $100 on December 31,
1991. Y agrees to pay X S$f10 (5% x $f200) on
December 31st of 1989, 1990 and 1991 and to
pay X the swap principal amount of $£200 on
December 31, 1991. Assume that the average
rate for 1989 and the spot rate on December
31, 1989, is $1=5f2.5.

(ii) Under paragraph (e)(2)(iii) of this
section, on December 31, 1989, X will realize
an exchange loss of $6 (the sum of $10 of loss
by reason of the $10 periodic interim payment
paid to Y and $4.00 of gain, the value of 5f10
on December 31, 1989, from the receipt of 510
on such date).

(iii) On January 1, 1990, X transfers its
rights and obligations under the swap
contract to Z, an unrelated corporation. Z has
the dollar as its functional currency, is on the
accrual method of accounting, and has the
calendar year as its taxable year. On January
1, 1990, the exchange rate is $1==5f2.50. The
relevant dollar interest rate is 8%
compounded annually and the relevant Swiss
franc interest rate is 5% compounded
annually. Because of the movement in
exchange and interest rates, the agreement
between X and Z to transfer the currency
swap requires X to pay Z $23.56 (the swap
discount as determined under paragraph
{e)(3) of this section).

(iv) Pursuant to paragraph {e}(4) of this
section, X may deduct the loss of $23.56 in
1990. The loss is characterized under § 1.988-
3 and sourced under § 1.988-4.

(v) Pursuant to paragraph {e)(3)(ii) of this
section, Z is required to amortize the $23.56
received as follows. The amount of the $23.56
payment that is attributable to-movements in
exchange rates ($20) is taken into account on
December 31, 1991, the date the swap
principal amounts are exchanged, under
paragraph (e)(3)(ii)(A) of this section. This
amount is the present value (discounted at
10%, the rate under the currency swap
contract used to compute the dollar periodic
interim payments) of the financial asset
required to compensate Z for the loss in value
of the hypothetical Swiss franc loan resulting
from movements in exchange rates between
January 1, 1989 and January 1, 1990. This
amount is determined by assuming that
interest rates did not change from the date
the swap originally was entered into (January
1, 1989), but that the exchange rate is
$1=5f2.50. Under this agsumption, a taxpayer
undertaking the obligation to pay dollars
under the currency swap on January 1, 1999,
would only agree to pay $8 for 510 on
December 31, 1990 and $88 for Sf210 on
December 31, 1991, becauge the exchange
rates have moved from $1=Sf2 to $1=5f2.50.
Thus, Z requires $2 on December 31, 1990 and
$22 on December 31, 1991 toc compensate for
the amount of dollar payments Z is required
to make in exchange for the Swiss francs
received on December 31, 1990 and 1991. The
present value of $2 on December 31, 1990 and
$22 on December 31, 1991 discounted at the
rate for U.S. dollar payments of 10% is $20

{$1.82 +-$18.18). This amount is discounted at
the rate for U.S. dollar payments (i.e., at the
historic rate) because the amount of the
$23.56 payment received by Z that is
attributable to movements in interest rates is
computed and amortized separately as
provided in the following paragraph.

(vi) Pursuant to paragraph (e)(3)(ii}(B) of
this section, Z is required to amortize the
portion of the $23.56 payment attributable to
movements in interest rates under principles
of economic accrual over the term of the
currency swap agreement. The amount of the
$23.56 payment that is attributable to
movements in interest rates {(agsuming that
exchange rates have not changed) is the
present value ($3.56) of the excess ($2.00 in
1990 and $2.00 in 1991) of the periodic interim
payments Z is required to pay under the
currency swap agreement ($10 in 1990 and
$10 in 1991) over the amount Z would be
required to pay if the currency swap
agreement reflected current interest rates on
the day Z acquired the swap contract ($8 in
19890 and $8 in 1991) discounted at the
appropriate dollar interest rate on January 1,
1990. Thus, under principles of economic
accrual (e.g., see section 171 of the Code), Z
will include in income $1.72 on December 31,
1990, the amount that, when added to the
interest ($.28) on the $3.56 computed at the 8%
rate on the date Z acquired the currency
swap contract, will equal the $2.00 needed to
compensate Z for the movement in interest
rates between January 1, 1989 and January 1,
1990. Z also will include in income $1.85 on
December 31, 1991, the amount that, when
added to the interest ($.15) on the $1.85 (the
remaining balance of the $3.56 payment)
computed at the 8% rate on the date Z
acquired the currency swap contract, will
equal the $2.00 needed to compensate Z for
the movement in interest rates between
January 1, 1990 and January 1, 1991. This
amount is computed assuming exchange rates
have not changed because the amount
attributable to movements in exchange rates
is computed and amortized separately under
the preceding paragraph.

(6) Special effective date for rules
regarding currency swaps. Paragraph
{e)(3) of this section regarding
amortization of swap premium or
discount in the case of off-market
currency swaps shall be effective for
transactions entered into after
September 21, 1989, unless such swap
premium or discount was paid or

received pursuant to a binding contract

with an unrelated party that was
entered into prior to such date. For
transactions entered into prior to this
date, see Notice 89-21, 1989-8 LR.B. 23.

(7) [Reserved]

(f) Substance over form—(1) In
general. If the substance of a transaction
described in § 1.988-1(a}(1) differs from
its form, the timing, source, and
character of gains or losses with respect
to such transaction may be
recharacterized by the Commissioner in
accordance with its substance. For
example, if a taxpayer enters into a
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transaction that it designates a
“‘currency swap contract” that requires
the prepayment of all payments to be
made or to be received (but not both),
the Commissioner may recharacterize
the contract as a loan. In applying the
substance over form principle, separate
transactions may be integrated where
appropriate. See also § 1.861-9T(b)(1).

(2) Example. The following example
illustrates the provisions of this
paragraph (f).

Example. (i) On January 1, 1990, X, a U.S.
corporation with the dollar as its functional
currency, enters into a contract with Y under
which X will pay Y $100 and Y will pay X
LC100 on January 1, 1990, and X will pay Y
1.C109.3 and Y will pay X $133 on December
31, 1992. On January 1, 1990, the spot
exchange rate is LC1=$1 and the 3 year
forward rate is LC1=%.8218. X's cash flows
are summarized below:

Date Dollar Lc
1/1/90 (100) 100
12/31/90 [+] 0
12/31/9% 0 0
12/31/92 133 | (109.3)

(ii} X and Y designate this contract as a
“currency swap.” Notwithstanding this
designation, for purposes of determining the
timing, source, and character with respect to
the transaction, the transaction is
characterized by the Commissioner in
accordance with its substance. Thus, the
January 1, 1990, exchange by X of $100 for LC
100 is treated as a spot purchase of LCs by X
and the December 31, 1992, exchange by X at
109.3LC for $133 is treated as a forward sale
of LCs by X. Under such treatment there
would be no tax consequences to X under
paragraph (e)(2) of this section in 1990, 1991,
and 1992 with respect to this transaction
other than the realization of exchange gain or
loss on the sale of the LC109.3 on December
31, 1992. Calculation of such gain or loss
would be governed by the rules of paragraph
(d) of this section.

(g) Effective date. Except as otherwise
provided in this section, this section
shall be effective for taxable years
beginning after December 31, 1986. Thus,
except as otherwise provided in this
section, any payments made or received
with respect to a section 988 transaction
in taxable years beginning after
December 31, 1986, are subject to this
section.

§ 1.988-3 Character of exchange gain or
loss.

(a) In general. The character of
exchange gain or loss recognized on a
section 988 transaction is governed by
section 988 and this section. Except as
otherwise provided in section
988(c)(1)(E), section 1092, § 1.988-5 and
this section, exchange gain or loss

57 Fed. Reg. 9197 1992



9198

Federal Register / Vol. 57, No. 52 [/ Tuesday, March 17, 1992 / Rules and Regulations

realized with respect to a section 988
transaction {including a section 1256
contract that is also a section 988
transaction) shall be characterized as
ordinary gain or loss. Accordingly,
unless a valid election is made under
paragraph (b} of this section, any section
providing special rules for capital gain
or loss treatment, such as sections 1233,
1234, 1234A, 1236 and 1256(f)(3), shall
not apply.

(b) Election to characterize exchange
gain or loss on certain identified
forward contracts, futures contracts and
opticn contracts as capital gain or
loss—{1) In general. Except as provided
in paragraph (b}(2) of this section, a
taxpayer may elect, subject to the
requirements of paragraph (b)(3) of this
section, to treat any gain or loss
recognized on a contract described in
§ 1.988-2(d)(1) as capital gain or loss,
but only if the contract—

(i) Is a capital asset in the hands of
the taxpayer;

(ii) Is not part of a straddle within the
meaning of section 1092(c) {without
regard to subsections (c){4) or (e}); and

(iii) Is not a regulated futures contract
or nonequity option with respect to
which an election under section
988{c)(1)(D)(ii) is in effect.

If & valid election under this parugraph
{b) is made with respect to a section
1256 contract, section 1256 shall govern
the character of any gain or loss
recognized on such contract.

(2) Special rule for contracts that
become part of a straddle after an
election is made. If a contract which is
the subject of an election under
paragraph {b)(1) of this section becomes
part of a straddle within the meaning of
sertion 1092(c) (without regard to
subsections {c){4] or (e)) after the date of
the election, the election shall be invalid
with respect to gains from such contract
and the Commissioner, in his sole
discretion, may invalidate the election
with respect to losses.

{3) Requirements for makiny the
election. A taxpayer elects to treat gain
or loss on a transaction described in
paragraph (b){1) of this section as
capital gain or loss by clearly identifying
such transaction on its books and
records on the date the transaction is
entered into. No specific language or
account is necessary for identifying a
transaction referred to in the preceding
sentence. Hlowever, the method of
identification must be consistently
applied and must clearly identify the
pertinent transaction as subject to the
section 988(a)(1){B) election. The
Commissioner, in his sole discretion,
may invalidate any purported election

that does not comply with the preceding
sentence.

(4) Verification. A taxpayer that has
made an election under § 1.988-3(b)(3)
must attach to his income tax return a
statement which sets forth the following:

(i) A description and the date of each
election made by the taxpayer during
the taxpayer’s taxable year;

(ii) A statement that each election
made during the taxable year was made
before the close of the date the
transaction was entered into;

(iii) A description of any contract for
which an election was in effect and the
date such contract expired or was
otherwise suid nr exchanged during the
taxable year;

(iv) A statement that the contract was
never part of a straddle as defined in
section 1082; and

(v) A statement that all transactions
subject to the election are included on
the statement attached to the taxpaver's
income tax return.

In addition to any penalty that may
otherwise apply, the Commissioner, in
his sole discretion, may invalidate any
or all elections made during the taxable
year under § 1.988-3(b)(1) if the
taxpayer fails to verify each election as
provided in this § 1.988~3(b){4). The
preceding sentence shall not apply if the
taxpayer’s failure to verify each election
was due to ressonable cause or bona
fide mistake. The burden of proof to
show reasouuble cause or bona fide
mistake made in good faith is on the
taxpayer.

{5) Independent verificativn—{i)
Effect of independent verification. If the
taxpayer receives independent
verification of the election in paragraph
(b)(3) of this section, the taxpayer shall
be presumed to have satisfied the
requirements of paragraphs (b) (3) and
{4) of this section. A contract that is a
part of a straddle as defined in section
1092 may not be independently verified
and shall be subject to the rules of
paragraph (b)(2} of this section.

(ii) Requirements for independent
verification. A taxpayer receives
indepeandent verification of the election
in paragraph {b)(3) of this section if—

{A) The taxpayer establishes a
separate account(s} with an unrelated
broker(s) or dealer(s) through which all
transactions to be independently
verified pursuant to this paragraph (b)(5)
are conducted and reported.

(B) Only transactions entered into on
or after the date the taxpayer
esteblishes such account may be
recorded in the account.

(C) Transactions subject to the
election of paragraph (b)(3) of this
section are entered into such account on

the date such transactions are entered
into.

{D) The broker or dealer provides the
taxpayer a statement detailing the
transactions conducted through such
account and includes on such statement
the following: “Each transaction
identified in this account is subject to
the election set forth in section
988(a)(1)(B).”

(iii) Special effective date for
independent verification. The rules of
this paragraph (b)(5) shall be effective
for transactions entered into after March
17, 1992.

(8) Effective date. Excep! as otherwise
provided, this paragraph (b) is effective
for taxable years beginning on or after
September 21, 1988. For prior taxable
years, any reasonable contemporaneous
election meeting the requirements of
section 988{a)(1)(B) shall satisfy this
paragraph (b).

(c) Exchange gain or loss treated as
interest—(1) In general. Except as
provided in this paragraph (c)(1),
exchange gain or loss realized on a
section 988 transaction shall not be
treated as interest income or expense.
Exchange gain or loss realized on a
section 988 transaction shall be treated
as interest income or expense as
provided in paragraph (c)(2) of this
section with regard to tax exempt
bonds, § 1.988-2(e)(2)(ii)(B), § 1.988-5,
and in administrative pronouncements.
See § 1.861-9T(b), providing rules for the
allocation of certain items of exchange
gain or loss in the same manner as
interest expense.

(2) Exchange loss realized by tne
holder on nonfunctional currency rax
exempt bonds. Exchange loss realized
by the holder of a debt instrument the
interest on which is excluded from gross
income under section 103(a) or any
similar provision of law shall be treated
as an offset to and reduce total interest
income received or accrued with respect
to such instrument. Therefore, to the
extent of total interest income, no
exchange loss shall be recognized. This
paragraph (c)(2) shall be effective with
respect to debt instruments acquired on
or after June 24, 1987.

(d) Effective date. Except as otherwise
provided in this section, this section
shall be effective for taxable years
beginning after December 31, 1986. Thus,
except as otherwise provided in this
section, any payments made or received
with respect to a section 988 transaction
in taxable years beginning after
December 31, 1988, are subject to this
section. Thus, for example, a payment
made prior to January 1, 1987, under a
forward contract that results in the
deferral of a loss under section 1092 to a
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taxable year beginning after December
31, 1986, is not characterized as an
ordinary loss by virtue of paragraph (a)
of this section because payment was
made prior to January 1, 1987.

§ 1.988-4 Source of gain or loss realized
on a section 988 transaction.

(a) In general. Except as otherwise
provided in § 1.988-5 and this section,
the source of exchange gain or loss shall
be determined by reference to the
residence of the taxpayer. This rule
applies even if the taxpayer has made
an election under § 1.988-3(b) to
characterize exchange gain or loss as
capital gain or loss. This section takes
precedence over section 865.

(b) Qualified business unit—(1) In
general. The source of exchange gain or
loss shall be determined by reference to
the residence of the qualified business
unit of the taxpayer on whose books the
asset, liability, or item of income or
expense giving rise to such gain or loss
is properly reflected.

2) Proper reflection on the books of
the taxpayer or qualified business
unit—{i) In general. Whether an asset,
liability, or item of income or expense is
properly reflected on the books of a
qualified business unit is a question of
fact.

(ii) Presumption if booking practices
are inconsistent. It shall be presumed
that an asset, liability, or item of income
or expense is not properly reflected on
the books of the qualified business unit
if the taxpayer and its qualified business
units employ inconsistent booking
practices with respect to the same or
similar assets, liabilities, or items of
income or expense. If not properly
reflected on the boaoks, the
Cummissioner may allocate any asset,
liability, or item of income or expense
between or among the taxpayer and its
qualified business units to properly
reflect the source (or realization) of
exchange gain or loss.

(c) Effectively connected exchange
gain or loss. Notwithstanding
paragraphs (a) and (b) of this section,
exchange gain or loss that under
principles similar to those set forth in
§ 1.864—4(c) arises from the conduct of a
United States trade or business shall be
sourced in the United States and such
gain or loss shall be treated as
etfectively connected to the conduct of a
United States trade or buginess for
purposes of sections 871(b) and 882
(a)(1).

(d) Residence—(1) In general. Except
as otherwise provided in this paragraph
(d). for purposes of sections 985 through
989, the residence of any person shall
be—

(i) In the case of an individual, the
country in which such individual's tax
home (as defined in section 911(d)(3)) is
located;

(i) In the case of a corporation,
partnership, trust or estate which is a
United States person (as defined in
section 7701(a)(30)), the United States;
and

(iii) In the case of a corporation,
partnership, trust or estate which is not
a United States person, a country other
than the United States.

If an individual does not have a tax
home (as defined in section 911{d})(3)).
the residence of such individual shall be
the United States if such individual is a
United States citizen or a resident alien
and shall be a country other than the
United States if such individual is not a
United States citizen or resident alien. If
the taxpayer is a U.S. person and has no.
principal place of business outside the
United States, the residence of the
taxpayer is the United States.
Notwithstanding paragraph (d}(1)(ii) of
this section, if a partnership is formed or
availed of to avoid tax by altering the
source of exchange gain or loss, the
source of such gain or loss shall be
determined by reference to the
residence of the partners rather than the
partnership.

(2) Exception. In the case of a
qualified business unit of any taxpayer
(including an individual), the residence
of such unit shall be the country in
which the principal place of business of
such qualified business unit is located.

(3) Partner in a partnership not
engaged in a U.S. trade or business
under section 864(b)(2). The
determination of residence shall be
made at the partner level (without
regard to whether the partnership is a
qualified business unit of the partners)
in the case of partners in a partnership
that are not engaged in a U.S. trade or
business by reason of section 864(b)(2).

(e} Special rule for certain related
party loans—(1) In general. In the case
of a loan by a United States person or a
related person to a 10 percent owned
foreign corporation, or a corporation
that meets the 80 percent foreign
business requirements test of section
861(c)(1), other than a corporation
subject to § 1.861-11T(e)(2)(i), which is
denominated in, or determined by
reference to, a currency other than the
U.S. dollar and bears interest at a rate at
least 10 percentage points higher than
the Federal mid-term rate (as
determined under section 1274(d)) at the
time such loan is entered into, the
following rules shall apply—

(i) For purposes of section 904 only,
such loan shall be marked to market

annually on the earlier of the last
business day of the United States
person’s (or related person's) taxable
year or the date the loan matures; and

(ii} Any interest income earned with
respect to such loan for the taxable year
shall be treated as income from sources
within the United States to the extent of
any notional loss attributable to such
loan under paragraph (d)(1)(i) of this
section.

(2) United States person. For purposes
of this paragraph (e), the term “United
States person” means a person
described in section 7701(a}(30).

(3) Loans by related foreign persons—
(i) In general. [Reserved]

(ii) Definition of related person. For
purposes of this paragraph (e), the term
“related person” has the meaning given
such term by section 954(d)(3) except
that such section shall be applied by
substituting “United States person” for
“controlled foreign corporation” each
place such term appears.

(4) 10 percent owned foreign
corporation. For purposes of this
paragraph (e), the term 10 percent
owned foreign corporation” means any
foreign corporation in which the United
States person owns directly or indirectly
(within the meaning of section 318(a}) at
least 10 percent of the voting stock.

(f) Exchange gain or loss treated as
interest under § 1.968-3.
Notwithstanding the provisions of this
section, any gain or loss realized on a
section 988 transaction that is treated as
interest income or expense under
§ 1.988-3(c)(1) shall be sourced or
allocated and apportioned pursuant to
section 861(a)(1), 862(a)(1), or 864(e) as
the case may be.

(g) Exchange gain or loss allocated in
the same manner as interest under
§ 1.861-9T. The allocation and
apportionment of exchange gain or loss
under § 1.861—0T shall not affect the
source of exchange gain or loss for
purposes of sections 871(a), 881, 1441,
1442 and 6049.

(h) Effective date. This section shall
be effective for taxable years beginning
after December 31, 1986. Thus, any
payments made or received with respect
to a section 988 transaction in taxable
years beginning after December 31, 1986,
are subject to this section.

§ 1.988-5 Section 988(d) hedging
transactions.

(a) Integration of a nonfunctional
currency debt instrument and a § 1.968-
5(a) hedge—(1) In general. This
paragraph (a) applies to a qualified
hedging transaction as defined in this
paragraph (a){1). A qualified hedging
transaction is an integrated economic
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transaction, as provided in paragraph
(a)(5) of this section, consisting of a
qualifying debt instrument as defined in
paragraph (a)(3) of this section and a

§ 1.988-5(a) hedge as defined in
paragraph (a)(4) of this section. If a
taxpayer enters into a transaction that is
a qualified hedging transaction, no
exchange gain or loss is recognized by
the taxpayer on the qualifying debt
instrument or on the § 1.988-5(a) hedge
for the period that either is part of a
qualified hedging transaction, and the
transactions shall be integrated as
provided in paragraph (a)(9) of this
section. However, if the qualified
hedging transaction results in a
synthetic nonfunctional currency
denominated debt instrument, such
instrument shall be subject to the rules
of § 1.988-2(b).

(2) Exception. This paragraph (a) does
not apply with respect to a qualified
hedging transaction that creates a
synthetic asset or liability denominated
in, or determined by reference to, a
currency other than the U.S. dollar if the
rate that approximates the Federal
short-term rate in such currency is at
least 20 percentage points higher than
the Federal short term rate (determined
under section 1274(d)) on the date the
taxpayer identifies the transaction as a
qualified hedging transaction.

(3) Qualifying debt instrument—(i) In
general, A qualifying debt instrument is
a debt instrument described in § 1.988-
1(a)(2)(i), regardless of whether
denominated in, or determined by
reference to, nonfunctional currency
(including dual currency debt
instruments, multi-currency debt
instruments and contingent payment
debt instruments). A qualifying debt
instrument does not include accounts
payable, accounts receivable or similar
items of expense or income.

{ii) Special rule for debt instrument of
which all payments are proportionately
hedged. 1f a debt instrument satisfies the
requirements of paragraph (a){3)(i) of
this section, and all principal and
interest payments under the instrument
are hedged in the same proportion, then
for purposes of this paragraph (a), that
portion of the instrument that is hedged
is eligible to be treated as a qualifying
debt instrument, and the rules of this
paragraph (a) shall apply separately to
such qualifying debt instrument. See
Example 8 in paragraph (a){9)(iv) of this
section. ’

(4) Section 1.988-5(a) hedge—-(i) In
general. A § 1.988-5(a) hedge
(hereinafter referred to in this paragraph
(a) as a “hedge") is a spot contract,
futures contract, forward contract,
option contract, notional principal
contract, currency swap contract,

similar financial instrument, or series or
combination thereof, that when
integrated with a qualifying debt
instrument permits the calculation of a
yield to maturity (under principles of
section 1272) in the currency in which
the synthetic debt instrument is
denominated {as determined under
paragraph (a){9)(ii)(A) of this section).

(ii) Retroactive application of
definition of currency swap contract. A
taxpayer may apply the definition of
currency swap contract set forth in
§ 1.988-2(e)(2)(ii) in lieu of the definition
of swap agreement in section 2(e)(5) of
Notice 8711, 1987-1 C.B. 423 to
transactions entered into after
December 31, 1986 and before
September 21, 1989.

(5) Definition of integrated economic
transaction. A qualifying debt
instrument and a hedge are an
integrated economic transaction if all of
the following requirements are
satisfied—

{i) All payments to be made or
received under the qualifying debt
instrument {or amounts determined by
reference to a nonfunctional currency)
are fully hedged on the date the
taxpayer identifies the transaction
under paragraph (a) of this section as a
qualified hedging transaction such that a
yield to maturity (under principles of
section 1272) in the currency in which
the synthetic debt instrument is
denominated (as determined under
paragraph (a)(9)(ii)(A) of this section)
can be calculated. Any contingent
payment features of the qualifying debt
instrument must be fully offset by the
hedge such that the synthetic debt
instrument is not classified as a
contingent payment debt instrument.
See Examples 6 and 7 of paragraph
(a)(8)(iv) of this section.

(ii) The hedge is identified in
accordance with paragraph (a)(8) of this
section on or before the date the
acquisition of the financial instrument
(or instruments) constituting the hedge is
settled or closed.

(iii) None of the parties to the hedge
are related. The term “related” means
the relationships defined in section
267(b} or section 707(b).

(iv) In the case of a qualified business
unit with a residence, as defined in
section 988(a)(3)(B), outside of the
United States, both the qualifying debt
instrument and the hedge are properly
reflected on the books of such qualified
business unit throughout the term of the
qualified hedging transaction.

(v) Subject to the limitations of
paragraph (a)(5) of this section, both the
qualifying debt instrument and the
hedge are entered into by the same
individual, partnership, trust, estate, or

corporation. With respect to a
corporation, the same corporation must
enter into both the qualifying debt
instrument and the hedge whether or not
such corporation is a member of an
affiliated group of corporations that files
a consolidated return.

{vi) With respect to a foreign person
engaged in a U.S. trade or business that
enters into a qualifying debt instrument
or hedge through such trade or business,
all items of income and expense
associated with the qualifying debt
instrument and the hedge (other than
interest expense that is subject to
§ 1.882-5), would have been effectively
connected with such U.S. trade or
business throughout the term of the
qualified hedging transaction had this
paragraph (a) not applied.

(6) Special rules for legging in and
legging out of integrated treatment—(i)
Legging in. “Legging in" to integrated
treatment under this paragraph (a)
means that a hedge is entered into after
the date the qualifying debt instrument
is entered into or acquired, and the
requirements of this paragraph (a) are
satisfied on the date the hedge is
entered into (“leg in date”). If a taxpayer
legs into integrated treatment, the
following rules shall apply—

(A} Exchange gain or loss shall be
realized with respect to the qualifying
debt instrument determined solely by
reference to changes in exchange rates
between—

(1) The date the instrument was
acquired by the holder, or the date the
obligor assumed the obligation to make
payments under the instrument; and

(2) The leg in date.

(B) The recognition of such gain or
loss will be deferred until the date the
qualifying debt instrument matures or is
otherwise disposed of.

(C) The source and character of such
gain or loss shall be determined on the
leg in date as if the qualifying debt
instrument was actually sold or
otherwise terminated by the taxpayer.

(ii) Legging out. With respect to a
qualifying debt instrument and hedge
that are properly identified as a
qualified hedging transaction, “legging
out" of integrated treatment under this
paragraph (a) means that the taxpayer
disposes of or otherwise terminates all
or a part of the qualifying debt
instrument or hedge prior to maturity of
the qualified hedging transaction, or the
taxpayer changes a material term of the
qualifying debt instrument (e.g.,
exercises an option to change the
interest rate or index, or the maturity
date) or hedge (e.g., changes the interest
or exchange rates underlying the hedge,
or the expiration date) prior to maturity
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of the qualified hedging transaction. A
taxpayer that disposes of or terminates
a qualified hedging transaction (i.e.,
disposes of or terminates both the
qualifying transaction and the hedge on
the same day]) shall be considered to
have disposed of or otherwise
terminated the synthetic debt instrument
rather than as legging out. If a taxpayer
legs out of integrated treatment, the
following rules shall apply—

(A) The transaction will be treated as
a qualified hedging transaction during
the time the requirements of this
paragraph (a) were satisfied.

(B) If the hedge is disposed of or
otherwise terminated, the qualifying
debt instrument shall be treated as sold
for its fair market value on the date the
hedge is disposed of or otherwise
terminated (the “leg-out date”), and any
gain or loss {including gain or loss
resulting from factors other than
movements in exchange rates) from the
identification date to the leg-out date is
realized and recognized on the leg-out
date. The spot rate on the leg-out date
shall be used to determine exchange
gain or loss on the debt instrument for
the period beginning on the leg-out date
and ending on the date such instrument
matures or is disposed of or otherwise
terminated. Proper adjustment to the
principal amount of the debt instrument
must be made to reflect any gain or loss
taken into account. The netting rule of
§ 1.988-2(b}(8) shall apply.

(C) If the qualifying debt instrument is
disposed of or otherwise terminated, the
hedge shall be treated as sold for its fair
market value on the date the qualifying
debt instrument is disposed of or
otherwise terminated (the “leg-out
date”}, and any gain or loss from the
identification date to the leg-out date is
realized and recognized on the leg-out
date. The spot rate on the leg-out date
shall be used to determine exchange
gain or loss on the hedge for the period
beginning on the leg-out date and ending
on the date such hedge is disposed of or
otherwise terminated.

(D} Except as provided in paragraph
(a)(8)(iii) of this section (regarding
identification by the Commissioner),
that part of the qualified hedging
transaction that has not been terminated
(i.e., the remaining debt instrument in its
entirety even if partially hedged, or
hedge) cannot be part of a qualified
hedging transaction for any period
subsequent to the leg out date.

(E) If a taxpayer legs out of a qualified
hedging transaction and realizes a gain
with respect to the terminated
instrument, then paragraph (a)(6)(ii} (B)
or (C) of this section, as appropriate,
shall not apply if during the period
beginning 30 days before the leg-out

date and ending 30 days after that date
the taxpayer enters into another
transaction that hedges at least 50% of
the remaining currency flow with

respect to the qualifying debt instrument

which was part of the qualified hedging
transaction (or, if appropriate, an
equivalent amount under the § 1.988-5
hedge which was part of the qualified
kedging transaction).

(7) Transactions part of a straddle. At
the discretion of the Commissioner, a
transaction shall not satisfy the
requirements of paragraph (a)(5) of this
section if the debt instrument making up
the qualified hedging transaction is part
of a straddle as defined in section
1092(c) prior to the time the qualified
hedging transaction is identified.

(8) Identification requirements—{i}
Identification by the taxpayer. A
taxpayer must establish a record and
before the close of the date the hedge is
entered into, the taxpayer must enter
into the record for each qualified
hedging transaction the following
information—

(A) The date the qualifying debt
instrument and hedge were entered into;

(B) The date the qualifying debt
instrument and the hedge are identified
as constituting a qualified hedging
transaction;

(C) The amount that must be deferred,
if any, under paragraph (a}(6) of this
section and the source and character of
such deferred amount;

(D) A description of the qualifying
debt instrument and the hedge; and

(E) A summary of the cash flow
resulting from treating the qualifying
debt instrument and the hedge as a
qualified hedging transaction.

(ii) Identification by trustee on behalf
of beneficiary. A trustee of a trust that
enters into a qualified hedging
transaction may satisfy the
identification requirements described in
paragraph (a)(8)(i) of this section on
behalf of a beneficiary of such trust.

(iii) Identification by the
Commissioner. If—

(A) A taxpayer enters into a
qualifying debt instrument and a hedge
but fails to comply with one or more of
the requirements of this paragraph (a),
and

(B) On the basis of all the facts and
circumstances, the Commissioner
concludes that the qualifying debt
instrument and the hedge are, in
substance, a qualified hedging
transaction,
then the Commissioner may treat the
qualifying debt instrument and the
hedge as a qualified hedging
transaction. The Commissioner may
identify a qualifying debt instrument

N

and a hedge as a qualified hedging
transaction regardless of whether the
qualifying debt instrument and the
hedge are held by the same taxpayer.

(9) Taxation of qualified hedging
transactions—(i) In general—(A)
General rule. If a transaction constitutes
a qualified hedging transaction, the
qualifying debt instrument and the
hedge are integrated and treated as a
single transaction with respect to the
taxpayer that has entered into the
qualified hedging transaction during the
period that the transaction qualifies as a
qualified hedging transaction. Neither
the qualifying debt instrument nor the
hedge that makes up the qualified
hedging transaction shall be subject to
section 263(g), 1092 or 1256 for the
period such transactions are integrated.
However, the qualified hedging
transaction may be subject to section
263(g) or 1092 if such transaction is part
of a straddle.

(B} Special rule for income or expense
of foreign persons effectively connected
with a U.S. trade or business. Interest
income of a foreign person resulting
from a qualified hedging transaction
entered into by such foreign person that
satisfies the requirements of paragraph
(a)(5)(vii) of this section shall be treated
as effectively connected with a U.S.
trade or business. Interest expense of a
foreign person resulting from a qualified
hedging transaction entered into by such
foreign person that satisfies the
requirements of paragraph (a)(5)(vii) of
this section shall be allocated and
apportioned under § 1.882-5 of the
regulations.

(C) Special rule for foreign persons
that enter into qualified hedging
transactions giving rise to U.S. source
income not effectively connected with a
U.S. trade or business. If a foreign
person enters into a qualified hedging
transaction that gives rise to U.S. source
interest income (determined under the
source rules for synthetic asset
transactions as provided in this section)
not effectively connected with a U.S.
trade or business of such foreign person,
for purposes of sections 871(a), 881,
1441, 1442 and 6049, the provisions of
thig paragraph (a) shall not apply and
such sections of the Internal Revenue
Code shall be applied separately to the
qualifying debt instrument and the
hedge. To the extent relevant to any
foreign person, if the requirements of
this paragraph (a) are otherwise met, the
provisions of this paragraph (a) shall
apply for all other purposes of the
Internal Revenue Code (e.g., for
purposes of calculating the earnings and
profits of a controlled foreign
corporation that enters into a qualified
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-’hndging transaction through a qualified
business unit resident outside the
United States, income or expense with
respect to such qualified hedging
transaction shall be calculated under the
provisions of this paragraph (a)).

(ii) Income tax effects of integration.
The effect of integrating and treating a
transaction as a single transaction is to
create a synthetic debt instrument for
income tax purposes, which is subject to
the original issue discount provisions of
sections 1272 through 1288 and 163(e),
the terms of which are determined as
follows:

(A) Denomination of synthetic debt
instrument. In the case where the
qualifying debt instrument is a
borrowing, the denomination of the
synthetic debt instrument is the same as
the currency paid under the terms of the
hedge to acquire the currency used to
make payments under the qualifying
debt instrument. In the case where the
qualifying debt instrument is a lending,
the denomination of the synthetic debt
instrument is the same as the currency
received under the terms of the hedge in
exchange for amounts received under
the qualifying debt instrument. For
example, if the hedge is a forward
contract to acquire British pounds for
dollars, and the qualifying debt
instrument is a borrowing denominated
in British pounds, the synthetic debt
instrument is considered a borrowing in
dollars.

(B} Term and accrual periods. The
term of the synthetic debt instrument
shall be the period beginning on the
identification date and ending on the
date the qualifying debt instrument
matures or such earlier date that the
qualifying debt instrument or hedge is
disposed of or otherwise terminated.
Unless otherwise clearly indicated by
the payment interval under the hedge,
the accrual period shall be a six month
period which ends on the dates
determined under section 1272(a)(5).

(C) Issue price. The issue price of the
synthetic debt instrument is the adjusted
issue price of the qualifying debt
instrument translated into the currency
in which the synthetic debt instrument is
denominated at the spot rate on the
identification date.

(D) Stated redemption price at
maturity. In the case where the
qualifying debt instrument is a
borrowing, the stated redemption price
at maturity shall be determined under
section 1273(a)(2) on the identification
date by reference to the amounts to be
paid under the hedge to acquire the
currency necessary to make interest and
principal payments on the qualifying
debt instrument. In the case where the
qualifying debt instrument is a lending,

the stated redemption price at maturity
shall be determined under section
1273(a)(2) on the identification date by
reference to the amounts to be received
under the hedge in exchange for the
interest and principal payments
received pursuant to the terms of the
qualifying debt instrument.

(iii) Source of interest income and
allocation of expense. Interest income
from a synthetic debt instrument
described in paragraph (a)(9)(ii) of this
section shall be sourced by reference to
the source of income under sections 861
(a)(1) and 862(a)(1) of the qualifying debt
instrument. The character for purposes
of section 904 of interest income from a
synthetic debt instrument shall be
determined by reference to the character
of the interest income from qualifying
debt instrument. Interest expense from a
synthetic debt instrument described in
paragraph (a)(9)(ii) of this section shall
be allocated and apportioned under
§8§ 1.861-8T through 1.861-12T or the
successor sections thereof or under
§ 1.882-5.

(iv} Examples. The following
examples illustrate the application of
this paragraph (a)(9).

Example 1. (i) K is a U.S. corporation with
the U.S. dollar as its functiona! currency. On
December 24, 1989, K agrees to close the
following transaction on December 31, 1989.
K will borrow from an unrelated party on
December 31, 1989, 100 British pounds (£) for
3 years at a 10 percent rate of interest,
payable annually, with no principal payment
due until the final instailment. K will also
enter into a currency swap contract with an
unrelated counterparty under the terms of
which—

(a) K will swap, on December 31, 1989, the
.fgl(()io obtained from the borrowing for $100;
an

(b} K will exchange dollars for pounds
pursuant to the following table in order to
obtain the pounds necessary to make
payments on the pound borrowing:

borrowing and the swap are integrated and
treated as one transaction with the following
consequences:

(A) The integration of the pound borrowing
and the swap results in a synthetic dollar
borrowing with an issue price of $100 under
section 1273(b)(2).

(B) The total amount of interest and
principal of the synthetic dollar borrowing is
equal to the dollar payments made by K
under the currency swap contract (i.e., $8 in
1990, $8 in 1991, and $108 in 1992).

(C) The stated redemption price at maturity
(defined in section 1273(a)(2)) is $100.
Because the stated redemption price equals
the issue price, there is no OID on the
synthetic dollar borrowing.

(D] K may deduct the annual interest
payments of $8 under section 163(a) (subject
to any limitations on deductibility imposed
by other provisions of the Code} according to
its regular method of accounting. K has also
paid $100 as a return of principal in 1992.

(E) K must allocate and apportion its
interest expense with respect to the synthetic
dollar borrowing under the rules of §§ 1.861-
8T through 1.861-12T.

Example 2. (i) K, a U.S. corporation, has the
U.S. dollar as its functional currency. On
December 24, 1989, when the spot rate for
Swiss francs (Sf) is Sf1=8$1, K enters into a
forward contract to purchase Sf100 in
exchange for $100.04 for delivery on
December 31, 1989. The Sf100 are to be used
for the purchase of a franc denominated debt
instrument on December 31, 1988. The
instrument will have a term of 3 years, an
issue price of Sf100, and will bear interest at
6 percent, payable annually, with no
repayment of principal until the final
installment. On December 24, 1989, K also
enters into a series of forward contracts to
sell the franc interest and principal payments
that will be received under the terms of the
franc denominated debt instrument for
dollars according to the following schedule:

Date U.S. dollars Francs
December 31, 1990........ 6.12 6
December 31, 1991........ 6.23 6
December 31, 19892........ 112.16 106

Date U.S. dollars Pounds
December 31, 1990........ 8 10
December 31, 1991........ 8 10
December 31, 1992........ 108 110

(ii) The interest rate on the borrowing is set
and the exchange rates on the swap are fixed
on December 24, 1989. On December 31, 1989,
K borrows the £100 and swaps such pounds
for $100. Assume x has satisfied the
identification requirements of paragraph
(a)(8) of this section.

(iii) The pound borrowing (which
constitutes a qualifying debt instrument
under paragraph (a)(3) of this section) and
the currency swap contract (which
constitutes a hedge under paragraph (a)(4) of
this section) are a qualified hedging
transaction ag defined in paragraph (a)(1) of
this section. Accordingly, the pound

Hei nOnl i ne --

(ii) On December 31, 1989, K takes delivery
of the Sf100 and purchases the franc
denominated debt instrument. Assume K
satisfies the identification requirements of
paragraph (a)(8) of this section. The purchase
of the franc debt instrument {which
constitutes a qualifying debt instrument
under paragraph {a)(3) of this section) and
the series of forward contracts (which
constitute a hedge under paragraph (a)(4) of
this section) are a qualified hedging
transaction under paragraph (a)(1) of this
section. Accordingly, the franc debt
instrument and all the forward contracts are
integrated and treated as one transaction
with the following consequences:

(A) The integration of the franc debt
instrument and the forward contracts results
in a synthetic dollar debt instrument in an
amount equal to the dollars exchanged under
the forward contract to purchase the francs

57 Fed. Reg. 9202 1992



Federal Register / Vol. 57, No. 52 / Tuesday, March 17, 1992 / Rules and Regulations

9203

necessary to acquire the franc debt
instrument. Accordingly, the issue price is
$100.04 (section 1273({b}(2) of the Code).

(B) The total amount of interest and
principal received by K with respect to the
synthetic dollar debt instrument is equal to
the dollars received under the forward sales
contracts (i.e., $6.12 in 1990, $6.23 in 1991, and
$112.16 in 1992).

(C) The synthetic dollar debt instrument is
an installment obligation and its stated
redemption price at maturity is $106.15 (i.e.,
$6.12 of the payments in 1990, 1991, and 1992
are treated as periodic interest payments
under the principles of section 1273). Because
the stated redemption price at maturity
exceeds the igsue price, under section
1273(a)(1) the synthetic dollar debt
instrument has OID of $8.11.

(D) The yield to maturity of the synthetic
dollar debt instrument is 8.00 percent,
compounded annually. Assuming K is a
calendar year taxpayer, it must include
interest income of $8.00 in 1990 (of which
$1.88 constitutes OID), $8.15 in 1991 (of which
$2.03 constitutes OID), and $8.32 in 1992 {of
which $2.20 constitutes OID). The amount of
the final payment received by K in excess of
the interest income includible is a return of
principal and a payment of previously
accrued OID.

(E) The source of the interest income shall
ve determined by applying sections 861(a}(1)
and 862(a)(1) with reference to the franc
interest income that would have been
received had the transaction not been
integrated.

Example 3. (i) K is an accrual method U.S.
corporation with the U.S. dollar as its
functional currency. On January 1, 1992, K
borrows 100 British pounds (£) for 3 years at
a 10% rate of interest payable on December
31 of each year with no principal payment
due until the final installment. The spot rate
on January 1, 1992, is £1=%$1.50. On January 1,
1993, when the spot rate is £1=81.60. K enters
into a currency swap contract with an
unrelated counterparty under the terms of
which K will exchange dollars for pounds
pursuant to the following table in order to
obtain the pounds necessary to make the
remaining payments on the pound borrowing:

Date U.S. deoflars Pounds
December 31, 1993......., 12.80 10
December 31, 1894. 12.80 10
December 31, 1994........ 160.00 100

(ii) Assume that British pound interest rates
are still 10% and that K properly identifies the
pound borrowing and the currency swap
contract as a qualified hedging transaction as
provided in paragraph {a)(8) of this section.
Under paragraph (a){6)(i) of this section, K
must realize exchange gain or loss with
respect to the pound borrowing determined
solely by reference to changes in exchange
rates between January 1, 1992 and January 1,
1993. (Thus, gain or loss from other factors
such as movements in interest rates or
changes in credit quality of K are not taken
into account). Recognition of such gain or
loss is deferred until K terminates its pound
borrowing. Accordingly, K must defer

exchange loss in the amount of $10
{{£100 x 1.50) — (£100< 1.60)).

{iii} Additionally, the qualified hedging
transaction is treated as a synthetic U.S.
dollar debt instrument with an issue date of
January 1, 1993, and a maturity date of
December 31, 1994. The issue price of the
synthetic debt instrument is $160 {£100<1.60,
the spot rate on January 1, 1993) and the total
amount of interest and principal is $185.60.
The accrual period is the one year period
beginning on January 1 and ending December
31 of each year. The stated redemption price
at maturity is $160. Thus, K is treated as
paying $12.80 of interest in 1993, $12.80 of
interest in 1994, and $160 of principal in 1994.
The interest expense from the synthetic
instrument is allocated and apportioned in
accordance with the rules of §§ 1.861-8T
through 1.861-12T. Sections 263(g). 1092, and
1256 do not apply to the positions comprising
the synthetic dollar borrowing.

Example 4. (i) K is an accrual method U.S.
corporation with the U.S. dollar as its ~
functional currency. On January 1, 1990, K
borrows 100 British pounds (£} for 3 years at
a 10% rate of interest payable on December
31 of each year with no principal payment
due until the final installment. The spot rate
on january 1, 1990, is £1=%$1.50. Also on
January 1, 1990, K enters into a currency
swap contract with an unrelated
counterparty under the terms of which K will
exchange dollars for pounds pursuant to the
following table in order to obtain the pounds
necessary to make the remaining payments
on the pound borrowing:

Date U.S. doltars Pounds
December 31, 1980 12.00 10
December 31, 1991.. 12,00 10
December 31, 1992 162.00 110

(ii) Assume that K properly identifies the
pound borrowing and the currency swap
contract as a qualified hedging transaction as
provided in paragraph (a)(1) of this section.

(iii) The pound borrowing (which
constitutes a qualifying debt instrument
under paragraph (a)(3) of this section) and
the currency swap contract (which
constitutes a hedge under paragraph {a)(4) of
this section) are a qualified hedging
transaction as defined in paragraph (a)(1) of
this section. Accordingly. the pound
borrowing and the swap are integrated and
treated as one transaction with the following
consequences:

(A) The integration of the pound borrowing
and the swap results in a synthetic dollar
borrowing with an issue price of $150 under
section 1273(b}(2).

{B) The total amount of interest and
principal of the synthetic dollar borrowing is
equal to the dollar payments made by K
under the currency swap contract (i.e., $12 in
1990, $12 in 1991, and $162 in 1992).

(C) The stated redemption price at maturity
{defined in section 1273(a)(2)) is $150.
Because the stated redemption price equals
the issue price, there is no OID on the
synthetic dollar borrowing.

(D) K may deduct the annual interest
payments of $12 under section 163(a) (subject
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to any limitations on deductibility imposed
by other provisions of the Code) according to
its regular method of accounting. K has also
paid $150 as a return of principal in 1992.

(E) K must allocate and apportion its
interest expense from the synthetic
instrument under the rules of §§ 1.861-8T
through 1.861-12T.

(iv} Assume that on January 1, 1991, the
spot exchange rate is £1=%1.60, interest rafes
have not changed since fanuary 1, 1990,
(accordingly, assume that the market value of
K's bond in pounds has not changed) and that
K transfers its rights and obligations under
the currency swap contract in exchange for
$10. Under § 1.988-2(e)(3)(iii), K will include
in income as exchange gain $10 on January 1,
1991. Pursuant to paragraph {a)(6)(ii) of this
section, the pound borrowing and the
currency swap contract are treated as a
qualified hedging transaction for 1990. The
loss inherent in the pound borrowing from
January 1, 1990, to January 1, 1991, is realized
and recognized on January 1, 1991. Such loss
is exchange loss in the amount of $10.00
{(£100% $1.50, the spot rate on January 1,
1990)—(£100 X $1.60, the spot rate on January
1, 1991)]. For purposes of determining
exchange gain or loss on the £100 principal
amount of the debt instrument for the period
January 1, 1991, to December 31, 1992, the
spot rate on January 1, 1991 is used rather
than the spot rate on the issue date. Thus,
assuming that the spot rate on December 31.
1992, the maturity date, is £1=$1.80, K
realizes exchange loss in the amount of $20
[(£100< $1.60) — (£100x $1.80}). Except as
provided in paragraph (a)(8){iii) (regarding
identification by the Commissioner), the
pound borrowing cannot be part of a
qualified hedging transaction for any period
subsequent to the leg out date.

Example 5. (i) K, a U.S. corporation, has the
U.S. dollar as its functional currency. On
January 1, 1990, when the spot rate for Swiss
francs (Sf) is Sf1=$.50, K converts $100 to
Sf200 and purchases a franc denominated
debt instrument. The instrument has a term of
3 years, an adjusted issue price of 8200, and
will bear interest at 5 percent, payable
annually, with no repayment of principal
until the final installment. The U.S. dollar
interest rate on an equivalent instrument is
8% on January 1, 1990, compounded annually.
On January 1, 1990, K also enters into a series
of forward contracts to sell the franc interest
and principal payments that will be received
under the terms of the franc denominated
debt instrument for dollars according to the
following schedule:

Date U.S. dollars Francs
December 31, 1990 5.14 10
December 31, 1991.. 5.29 10
December 31, 1992 114.26 210

(ii) Assume K satisfies the identification
requirements of paragraph (a}(8) of this
section. Assume further that on January 1,
1991, the spot exchange rate is
Sf1=U.5.$.5143, the U.S. dollar interest rate is
10%, compounded annually, and the Swiss
franc interest rate is the same as on January
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1, 1890(5%, compounded annually). On
January 1,1991, K-disposes of the forward
contracts that were to mature on December
31, 1991, and December 31, 1992 and incurs a
loss of $3.62 (the present value of $.10 with
respect to the 19%1-.contract-and $4.27 with -
respect to the 1992.contract). . .

(iii) The purchase of the franc debt
instrument {which constitutes a qualifying
debt instrument under paragraph (a}(3)of this
section) and the series of forward contracts
{which consfitute 'a hedge under paragraph
(a}{4):of this-section) are.a qualified hedging
transaction under paragraph {a}{1)of this
section. Accordingly, the franc debt
instrumenit.and all the forward contracts are
integrated for the period beginning January 1,
1990, and -ending January 1, 1991.

(A) The integration-of the franc debt
instrument and the forward contracts results
in a synthetic dollar:debt instrument with an
issue price of $100.

{(B) The total.amount of iriterest and
principal to be.received by K with respect to
the synthetic dollar debt instrument is equal
to the dollars to:be received under the
forward sales contracts {i.e., $5.14 in 1980,
$5.29 in 1991, and $114.26 in 1982]).

{C} The synthetic dollar debt instrument is
an:instaliment obligation and its stated
redemption price:at maturity is $109.27 (i.e.,
$5.14 of the payments in 1990, 1991, and 1992
is treated as periodic:interest payments under
the principles of section 1273). Because the
stated redemption price at maturity exceeds
the issue price, under section 1273(a)(1) the
synthetic dollar.debt instrument has OID of
$9.27.

(Dj The yield to maturity of the synthetic
dollar debt instrument is 8.00 percent,
compounded annually. Assuming K is a
calendaryear taxpayer, it must include
interest.income of $8.00 in 1990 (of which
$2.86 constitutes OID).

(E) The source of the interest income is
determined by applying sections 861(a){1}
and 862(a)(1) with reference to the franc
interest income that would have been
received had the transaction not’been
integrated.

(iv) Because K disposed of the forward
coniracts on January 1, 1991, the rules.of
paragraph (a)(8)(ii) of this section shall apply.
Accordingly, the $3.6210ss from the
disposition of the forward contracts is
realized and recognized on January 1, 1991.
Additionally, K is deemed to have sold the
franc debt instrument for $102:886, its fair
market value in dollars on January 1, 1991. K
will compute gain or loss with respect to the
deemed sale of the franc debt instrument by
subtracting its adjusted basis in the
instrument ($102.86—the value of the ${200
issue price at the spot rate on the
identification date plus $2.86 of original issue

discount accrued on the synthetic-dellar debt -

instrument for 1990) from the amount realized
on the deemed sale of $102.86. Thus K
realizes and recognizes no gain or loss from
the deemed sale-of ithe debt instrument, The
dollar amount-used to'determine exchange
gain or less with respect to the franc:debt
instrument is the 8200 issue price on January

1,1991, translated into dellars:at the spotrate -

on January 1,1991, of $f1=1.5.$.5143. Except
as provided in-paragraph (a)(8){iii}) of this

section (regarding identification by the

" Commissioner), the franc borrowing-cannot

be part of & qualified hedging transaction for
any period subsequent to theleg out-date.

Example 6. (i) K is-a'U.S. corporation with
the dollar as its functional currency. On -
January 1,19982, K issues'a debt instrument
with the following terms: the issue price is
$1,0060, the instrument pays interest annually
at a rate 0f 8% on the $1,000 principal amount,’
the instrument matures.on December 31, 1996,
and the amount paid at maturityis the
greater of zero or $2:000 less the U.S. dollar
value (determined on December31, 1998) of
150,000 Japanese yen. A

(ti} Also on January-1, 1892, K.enters into
the foliowing hedges with respect to the
instrument described in the preceding
paragraph: a forward centract under which K
will:aell 150,000 yen for $1,000 on December
31, 1996 (note that this forward rate :assumes
that interest rates in yen and'dollars are
equal); and -an option.contract that.expires.on
December 81, 1996, under which K has the
right(but not the obligation) to acquire
150,000 yen for $2,000. K will pay forithe
option by making payments to the writer of
the option equal to $5 each December 31 from
1992 through 1996.

(iii) The net-economic effect of these .
transactions is that X has created a liability
with a principal amount and;amount paid at
maturity of $1,000, with an interest cost.of
8.5% (8% on debt instrument,0.5% option
price} compounded annually. For-example, if
on December 31, 1996, the spot exchange rate
is $1=100 yen, K pays $500 on the bond
[$2,000— (150,000 yen/$100)], and $500 ip
satisfaction of the forward contract
[$1,000 {150,000 yen/$100)]. If instead the
spot exchange rate on December 31, 1996 is
$1=200 yen, K-pays $1,250 on the bond
[$2,000— (150,000 yen/$200)} and K receives’
$250 in satisfaction of the forward contract
[$1,000 —{150,000 yen/$200)]. Finally, if the
spot exchange rate on December 31, 1996 is .
$1=50 yen, K pays $0 on the bond ' Ce
{$2,000 {150,000 yen/$50}, but the bond
holder is not required-under the terms of the
instrument to pay additional principalj; K
exercises the option to’buy 150,000 yen for
$2,000; and X then delivers the 150,000 yen as
required by the forward contract in-exchange
for $1,000.

(iv) Assume K satisfies the identification
requirements of paragraph (a){8) of this
section. The debt instrument described in
paragraph (i) of this Example 6 {which
constitutes a qualifying-debt instrument
under paragraph (a}{3) of this section) and
the forward contract and option contract
described in paragraph (ii} of this example
{which constitite a hedge under paragraph
(a)(4) of this section and are collectively
referred to hereafter as ‘‘the contracts™)
together are aqualified hedging tratisaction
under paragraph {a}{1) of this section:
Accordingly, with respect to K, the debt
instrument and the contracts are integrated,
resulting in a synthetic-dolar-debt instrument
with an issue price of $1000, a stated
redemption price at maturity ©f'$3000 and a
yield to maturity of 8.5% compounded :
annually (with no original issue discount).
must allocate and apportionits. annual
interest expense of $85 undér the rules of

'$§1:861-8T through 1.861-12T.

Hei nOnl i ne --

Example 7. {i) Ris a U.S. corporation with
the dollar as its functional currency. On
January 1, 1995, R issues a‘debt instrument
with the following terms: the issue price is
504 British pounds{£), the instrument pays
interest at a rate of 3.7% (compounded semi- - -
annually) on the £504 principal amount, the
instrument matures on December 31, 1899,
with a repayment at maturity of the £504
principal plus the proportional gain, if any, in
the “Financial Times” 100 Stock Exchange
(FTSE) index (determined by the excess of
the value of the FTSE index on the maturity
date over the value of the FTSE on the issue
date, divided by the value of the FTSE index
on the igsue date, multiplied by the number of
FTSE index contracts that could be
purchased on the issue date for £504).

{ii) Also on January 1, 1995, R enters into a
contract with a bank under which en January
1, 1995, R will swap the £504 for $1,000 (at the
current spot rate). R will raake U.S. dollar
payments to the bank equal 0 8.15% on the
notional principal amount-of $1,000
{compounded semi-annuaily) for the period
beginning January 1, 1895 and ending-
December.31, 1999. R will receive pound
payments from the bank egual to 3.7% on the
notiona!l principal amount of £504
(compounded semi-annually) for the period
beginning January 1, 1995 and ending
December 31, 1989. On December 31, 1998, R
will swap with-the bank $1,000 for £504 plus
the proportional gain, if any, in the FTSE
index (computed as provided above).

(iii) Economically, both the indexed debt
instrument and the hedging contract are
hybrid instruments with the following
components. The indexed debt instrument is
compesed of a par pound debt instrument
that is-assumed to have a 10.85% coupon
(compounded semi-annually) plus ap
embedded FTSE equity index -option for
which the investor pays a premium of 7.15%
(amortized semi-annually) on the pound
principal amount. The combined effect is that
the premium paid by the investor partially
offsets the coupon payments resultingin a”
return of 3.7% (10.85% — 7.15%). Similarly, the
dollar payments under the hedging contract
to be made by R :are.computed by multiplying
the dollar notional principal amount by an
8.00% rate {compounded semi-annually}
which the facts assume would be the rate
paid on a.conventional currency swap plus &
premium of 0.15% {amortized semi-annually)
on the dollar notional principal amount for.an

embedded FTSE equity index option.

(iv) Assume R satisfies the identification
requirements of paragraphi(a}{8) of this
section. The indexed debt instrument
described in paragraph (i) -of this-Example 7

- constitutes a qualifying debt instrument

under-paragraph {a)(3) of this section. The
hedging contract described in paragraph (i) -
of this Example 7 constitutes a hedge under
paragraph {a}{4)-of this section. Since both
the pound exposure of the indexed debt
instrument.-and the exposure to movements of

- the FTSE embedded in the indexed debt

instrument are hedged:such that a yield te
maturity can be determined in-doflars, the
transaction satisfies the requirement of
paragraph [a)(5){i) of this section. Assuming
the transactions satisfy-the other
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requirements of paragraph {a)(5) of this
section, the indexed debt instrument and
hedge are a qualified hedging transaction
under paragraph {a){1) of this section.
Accordingly, with respect to R, the debt
instrument and the contracts are integrated,
resulting in a synthetic dollar debt instrument
with an issue price of $1000, a stated
redemption price at maturity of $1000 and a
yield to maturity of 8.15% compounded semi-
annually (with no original issue discount). K
must allocate and apportion its interest
expense from the synthetic instrument under
the rules §§ 1.861-8T through 1.861-12T.

Example 8. (i) K is a U.S. corporation with
the U.S. dollar as its functional currency. On
December 24, 1992, K agrees to close the
following transaction on December 31, 1992.
K will borrow from an unrelated party on
December 31, 1992, 200 British pounds (£) for
3 years at a 10 percent rate of interest,
payable annually, with no principal payment
due until the final installment. K will also
enter into a currency swap contract with an
unrelated counterparty under the terms of
which—

(A} K will swap, on December 31, 1992,
£100 obtained from the borrowing for $100;
and

(B) K will exchange dollars for pounds
pursuant to the following table:

Date U.S. dollars Pounds
December 31, 1993........ 8 10
December 31, 1994........ 8 10
December 31, 1995........ 108 110

{ii) The interest rate on the borrowing is set
and the exchange rates on the swap are fixed
on December 24, 1992. On December 31, 1992,
K borrows the £200 and swaps £100 for $100.
Assume K has satisfied the identification
requirements of paragraph (a)(8} of this
section.

{iii) The £200 debt instrument satisfies the
requirements of paragraph (a){3)(i) of this
section. Because all principal and interest
payments under the instrument are hedged in
the same proportion (50% of all interest and
principal payments are hedged), 50% of the
payments under the £200 instrument
(principal amount of £100 and annual interest
of £10) are treated as a qualifying debt
instrument for purposes of paragraph (a) of
this section. Thus, the distinct £100 borrowing
and the currency swap contract (which
constitutes a hedge under paragraph (a)(4) of
this section) are a qualified hedging
transaction as defined in paragraph (a)(1) of
this section. Accordingly, £100 of the pound
borrowing and the swap are integrated and
treated as one synthetic dollar transaction
with the following consequences:

(A) The integration of £100 of the pound
borrowing and the swap results in a synthetic
dollar borrowing with an issue price of $100
under section 1273(b)(2}.

{B) The total amount of interest and
principal of the synthetic dollar borrowing is
equal to the dollar payments made by K
under the currency swap contract (i.e., $8 in
1993, $8 in 1994, and $108 in 1995).

(C) The stated redemption price at maturity
{defined in section 1273(a}(2)) is $100.

Because the stated redemption price equals
the issue price, there is no OID on the
synthetic dollar borrowing.

(D) K may deduct the annual interest
payments of $8 under section 163(a) (subject
to any limitations on deductibility imposed
by other provisions of the Code) according to
its regular method of accounting. K has also
paid $100 as a return of principal in 1995.

(E} K must allocate and apportion its
interest expense from the synthetic
instrument under the rules of §§ 1.861-8T
through 1.861-12T.

That portion of the £200 pound debt
instrument that is not hedged (/... £100) is
treated as a separate debt instrument subject
to the rules of § 1.988-2 (b) and §§ 1.861-8T
through 1.861-12T.

Example 9. (i) K is an accrual method U.S.
corporation with the U.S. dollar as its
functional currency. On January 1, 1992, K
borrows 100 British pounds (£) for 3 years at
a 10% rate of interest payable on December
31 of each year with no principal payment
due until the final installment. On the same
day, K enters into a currency swap agreement
with an unrelated bank under which K agrees
to the following:

(A) On January 1, 1992, K will exchange the
£100 borrowed for $150.

(B} For the period beginning January 1, 1992
and ending December 31, 1994, K will pay at
the end of each month an amount determined
by multiplying $150 by one month LIBOR less
65 basis points and receive from the bank on
December 31st of 1992, 1993, and 1994, £10.

(C) On December 31, 1994, K will exchange
$150 for £100.

Assume K satisfies the identification
requirements of paragraph (a}(8) of this
section.

(ii} The pound borrowing (which
constitutes a qualifying debt instrument
under paragraph (a){3) of this section) and
the currency swap contract (which
constitutes a hedge under paragraph (a){4} of
this section) are a qualified hedging

“transaction as defined in paragraph (a)(1) of

this section. Accordingly, the pound
borrowing and the swap are integrated and
treated as one transaction with the following
consequences:

(A) The integration of the pound borrowing
and the swap results in a synthetic dollar
borrowing with an issue price of $150 under
section 1273(b)(2).

{B) The total amount of interest and
principal of the synthetic dollar borrowing is
equal to the dollar payments made by K
under the currency swap contract.

(C) The stated redemption price at maturity
(defined in section 1273(a)(2)) is $150.
Because the stated redemption price equals
the issue price, there is no OlD on the
synthetic dollar borrowing.

(D) K may deduct the monthly variable
interest payments under section 163(a}
(subject to any limitations on deductibility
imposed by other provisions of the Code)
according to its regular method of accounting.
K has also paid $150 as a return of principal
in 1994.

(E) K must allocate and apportion its
interest expense from the synthetic
instrument under the rules of §§ 1.861-8T
through 1.861-12T.

Example 10. (i) K is an accrual method U.S.
corporation with the U.S. dollar as its
functional currency. On January 1, 1992, K
loans 100 British pounds (£) for 3 years at a
10% rate of interest payable on December 31
of each year with no principal payment due
until the final installment. The spot rate on
January 1, 1992, is £1=%$1.50. Also on fanuary
1, 1992, K enters into a currency swap
contract with an unrelated counterparty
under the terms of which K will exchange
pounds for dollars pursuant to the following
table:

Date Pounds Doltars
December 31, 1992........] 10 12
Decamber 31, 1993........ 10 12
December 31, 1994........ . 110 162

{ii) Assume that K properly identifies the
pound borrowing and the currency swap
contract as a qualified hedging transaction as
provided in paragraph {a)(1) of this section.

(iii) The pound loan (which constitutes a
qualifying debt instrument under paragraph
(a)(3) of this section) and the currency swap
contract (which constitutes a hedge under
paragraph (a)(4) of this section) are a
qualified hedging transaction as defined in
paragraph (a)(1) of this section. Accordingly,
the pound loan and the swap are integrated
and treated as one transaction with the
following consequences:

(A) The integration of the pound loan and
the swap results in a synthetic dollar loan
with an issue price of $150 under section
1273(b}(2).

(B) The total amount of interest and
pringcipal of the synthetic dollar loan is equal
to the dollar payments received by K under
the currency swap contract (i.e., $12 in 1992,
$12 in 1993, and $162 in 1994).

{C) The stated redemption price at maturity
{defined in section 1273(a)(2)) is $150.
Because the stated redemption price equals
the issue price, there is no OID on the
synthetic dollar loan.

{D) K must include in income as interest
$12 in 1992, 1993, and 1994.

(E) The source of the interest income shall
be determined by applying sections 861(a}{1)
and 862(a)(1) with reference to the pound
interest income that would have been
received had the transaction not been
integrated.

(iv) On January 1, 1993, K transfers both the
pound loan and the currency swap to B, its
wholly owned U.S. subsidiary, in exchange
for B stock in a transfer that satisfies the
requirements of section 351. Under paragraph
{a)(6) of this section, the transfer of both
instruments is not “legging out.” Rather, K is
considered to have transferred the synthetic
dollar loan to B in a transaction in which gain
or loss is not recognized. B's basis in the loan
under section 362 is $100.

(10) Transition rules and effective
dates for certain provisions—(i})
Coordination with Notice 87-11. Any
transaction entered into prior to
September 21, 1989 which satisfied the
requirements of Notice 87-11, 1987-1
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C.B. 423, shall be deemed to satisfy the
requirements of paragraph (a) of this
section.

(ii) Prospective application to
contingent payment debt instruments. In
the case of a contingent payment debt
instrument, the definition of qualifying
debt instrument set forth in paragraph
(a)(3){i) of this section applies to
transactions entered into after March 17,
1992,

(iii) Prospective application of partial
hedging rule. Paragraph (a)(3)(ii) of this
section is effective for transactions
entered into after March 17, 1992,

(iv) Effective date for paragraph
{u)(6)(i) of this section. The rules of
paragraph (a}(6)(i) of this section are
effective for qualified hedging
transactions that are legged into after
March 17, 1992,

(b) Hedged executory contracts—(1)
In general, If the taxpayer enters into a
hedged executory contract as defined in
paragraph (b)(2) of this section, the
executory contract and the hedge shall
be integrated as provided in paragraph
(b){4) of this section.

(2) Definitions—(i) Hedged executory
contract. A hedged executory contract is
an executory contract as defined in
paragraph (b)(2)(ii) of this section that is
the subject of a hedge as defined in
paragraph (b)(2)(iii) of this section,
provided that the following
requirements are satisfied—

(A) The executory contract and the
hedge are identified as a hedged
executory contract as provided in
paragraph (b)(3) of this section.

{B) The hedge is entered into [(/.e.,
settled or closed, or in the case of
nonfunctional currency deposited in an
account with a bank or other financial
institution, such currency is acquired
and deposited) on or after the date the
executory contract is entered into and
before the accrual date as defined in
paragraph (b)(2)(iv) of this section.

{C) The executory contract is hedged
in whole or in part throughout the period
beginning with the date the hedge is
identified in accordance with paragraph
(b)(3) of this section and ending on or
after the accrual date.

(D) None of the parties to the hedge
are related. The term related means the
relationships defined in section 267(b)
and section 707(c)(1).

{E) In the case of a qualified business
arit with a residence, as defined in
section 988(a)(3)(B), outside of the
United Stetes, both the executory
contract and the hedge are properly
reflected on the books of the same
qualified business unit.

(F) Subject to the limitations of
paragraph (b)(2)(i)(E) of this section,
both the executory contract and the

hedge are entered into by the same
individual, partnership, trust, estate, or
corporation. With respect to a
corporation, the same corporation must
enter into both the executory contract
and the hedge whether or not such
corporation is a member of an affiliated
group of corporations that files a
consolidated return.

{G) With respect to a foreign person
engaged in a U.S. trade or business that
enters into an executory contract or
hedge through such trade or business, all
items of income and expense associated
with the executory contract and the
hedge would have been effectively
connected with such U.S. trade or
business throughout the term of the
hedged executory contract had this
paragraph (b} not applied.

{ii) Executory contract—(A) In
general. Except as provided in
paragraph (b}(2)(ii)(B) of this section, an
executory contract is an agreement
entered into before the accrual date to
pay noofunctional currency (or an
amount determined with reference
thereto) in the future with respect to the
purchase of property used in the
ordinary course of the taxpayer's
business, or the acquisition of a service
(or services), in the future, or to receive
nonfunctional currency {or an amount
determined with reference thereto) in
the future with respect to the sale of
property used or held for sale in the
ordinary course of the taxpayer's
business, or the performance of a
service {or services), in the future.
Notwithstanding the preceding sentence,
a contract to buy or sell stock shall be
considered an executory contract. {Thus,
for example, a contract to sell stock of
an affiliate is an executory contract for
this purpose.) On the accrual date, such
agreement ceases to be considered an
executory contract and is treated as an
account payable or receivable.

(B) Exceptions. An executory contract
does not include a section 988
transaction. For example, a forward
contract to purchase nonfunctional
currency is pot an executory contract.
An executory contract also does not
include a transaction described in
paragraph (c) of this section.

(C) Effective date for contracts to buy
or sell stock. That part of paragraph
(b)(2){ii)(A) of this section which
provides that a contract to buy or sell
stock shall be considered an executory
contract applies to contracts to buy or
sell stock entered into on or after March
17, 1992.

(iii) Hedge—(A) In general. For
purposes of this paragraph (b), the term
hedge means a deposit of nonfunctional
currency in a hedging account (as
defined paragraph (b){3)(iii)(D) of this

section), a forward or futures contract
described in § 1.988-1(a) (1)(ii} and
(2)(iii), or combination thereof, which
reduces the risk of exchange rate
fluctuations by reference to the
taxpayer's functional currency with
respect 10 nonfunctional currency
payments made or received under an
executory contract. The term hedge also
includes an option contract described in
§ 1.988-1(a) (1)(ii) and (2)(iii), but only if
the option’'s expiration date is on or
before the accrual date. The premium
paid for an option that lapses shall be
integrated with the executory contract.

(B) Special rule for series of hedges. A
series of hedges as defined in paragraph
(b)(3)(iii){A) of this section shall be
considered a hedge if the executory
contract is hedged in whole or in part
throughout the period beginning with the
date the hedge is identified in
accordance with paragraph (b)(3)(i) of
this section and ending on or after the
accrual date. A taxpayer that enters into
a series of hedges will be deemed to
have satisfied the preceding sentence if
the hedge that succeeds a hedge that has
been terminated is entered into no later
than the business day following such
termination.

(C) Special rules for historical rate
rollovers—{1) Definition. A historical
rate rollover is an extension of the
maturity date of a forward contract
where the new forward rate is adjusted
on the rollover date to reflect the
taxpayer’s gain or loss on the contract
as of the rollover date plus the time
value of such gain or loss through the
new maturity date.

(2) Certain historical rate rollovers
considered a hedge. A historical rate
rollover is considered a hedge if the
rollover date is before the accrual date.

(3) Treatment of time value
component of certain historical rate
rollovers that are hedges. Interest
income or expense determined under
§ 1.988-2{d)(2)(v) with respect to a
historical rate rollover shall be
considered part of a hedge if the period
beginning on the first date a hedging
contract is rolled over and ending on the
date payment is made or received under
the executory contract does not exceed
183 deys. Such interest income or
expense shall not be recognized and
ghall be an adjustment to the income
from, or expense of, the services
performed or received under the
executory contract, or to the amount
realized or basis of the property sold or
purchased under the executory contract.
For the treatment of such interest
income or expense that is not
considered part of a hedge, see § 1.988-

2(d)(2)(v)-
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(D) Special rules regarding deposits of
nonfunctional currency in a hedging
account. A hedging account is an
account with a bank or other financial
institution used exclusively for deposits
of nonfunctional currency used to hedge
executory contracts. For purposes of
determining the basis of units in such
account that comprise the hedge, only
those units in the account as of the
accrual date shall be taken into
consideration. A taxpayer may adopt
any reasonable convention {consistently
applied to all hedging accounts) to
determine which units comprise the
hedge as of the accrual date and the
basis of the units as of such date.

(E) Interest income on deposit of
nonfunctional currency in a hedging
account. Interest income on a deposit of
nonfunctional currency in a hedging
account may be taken into account for
purposes of determining the amount of a
hedge if such interest is accrued on or
before the accrual date. However, such
interest income shall be included in
income as provided in section 61. For
example, if a taxpayer with the dollar as
its functional currency enters into an
executory contract for the purchase and
delivery of a machine in one year for 100
British pounds {£), and on such date
deposits £90.91 in a properly identified
bank account that bears interest at the
rate of 10%, the interest that accrues
prior to the accrual date shall be
included in income and may be
considered a hedge.

{(iv) Accrual date. The accrual date is
the date when the item of income or
expense (including a capital
expenditure) that relates to an executory
contract is required to be accrued under
the taxpayer's method of accounting,

(v) Payment date. The payment date
is the date when payment is made or
received with respect to an executory
contract or the subsequent
corresponding account payable or
receivable.

(3) Identification rules—{i)
Identification by the taxpayer. A
taxpayer must establish a record and
before the close of the date the hedge is
entered into, the taxpayer must enter
into the record a clear description of the
executory contract and the hedge and
indicate that the transaction is being
identified in accordance with paragraph
(b)(3) of this section.

(ii) Identification by the
Commissioner. If a taxpayer enters into
an executory contract and a hedge but
fails to satisfy one or more of the
requirements of paragraph (b) of this
section and, based on the facts and
circumstances, the Commissioner
concludes that the executory contract in
substance is hedged, then the

Commissioner may apply the provisions
of paragraph (b} of this section as if the
taxpayer had satisfied all of the
requirements therein, and may make
appropriate adjustments. The
Commissioner may apply the provisions
of paragraph (b) of this section
regardless of whether the executory
contract and the hedge are held by the
same taxpayer.

(4) Effect of hedged executory
contract—{i) In general. If a taxpayer .
enters into a hedged executory contract,
amounts paid or received under the
hedge by the taxpayer are treated as
paid or received by the taxpayer under
the executory contract, or any
subsequent account payable or
receivable, or that portion to which the
hedge relates. Also, the taxpayer
recognizes no exchange gain or loss on
the hedge. If an executory contract, on
the accrual date, becomes an account
payable or receivable, the taxpayer
recognizes no exchange gain or loss on
such payable or receivable for the
period covered by the hedge.

(ii) Partially hedged executory
contracts. The effect of integrating an
executory contract and a hedge that
partially hedges such contract is to treat
the amounts paid or received under the
hedge as paid or received under the
portion of the executory contract being
hedged, or any subsequent account
payable or receivable. The income or
expense of services performed or
received under the executory contract,
or the amount realized or basis of
property sold or purchased under the
executory contract, that is attributable
to that portion of the executory contract
that is not hedged shall be translated
into functional currency on the accrual
date. Exchange gain or loss shall be
realized when payment is made or
received with respect to any payable or
receivable arising on the accrual date
with respect to such unhedged amount.

(iii) Disposition of a hedge or
executory contract prior to the accrual
date—(A) In general. If a taxpayer
identifies an executory contract as part
of a hedged executory contract as
defined in paragraph (b)(2) of this
section, and disposes of {or otherwise
terminates) the executory contract prior
to the accrual date, the hedge shall be
treated as sold for its fair market value
on the date the executory contract is
disposed of and any gain or loss shall be
realized and recognized on such date.
Such gain or loss shall be an adjustment
to the amount received or expended
with respect to the disposition or
termination, if any. The spot rate on the
date the hedge is treated as sold shall be
used to determine subsequent exchange
gain or loss on the hedge. If a taxpayer

identifies a hedge as part of a hedged
executory contract as defined in
paragraph {b)(2) of this section, and
disposes of the hedge prior to the
accrual date, any gain or loss realized
on such disposition shall not be
recognized and shall be an adjustment
to the income from, or expense of, the
services performed or received under
the executory contract, or to the amount
realized or basis of the property sold or
purchased under the executory contract.

(B) Certain events in a series of
hedges treated as a termination of the
hedged executory contract. If the rules
of paragraph (b){2)(ii{)(B) of this section
are not satisfied, the hedged executory
contract shall be terminated and the
provisions of paragraph (b)(4}(iii)(A} of
this section shall apply te any gain or
loss previously realized with respect to
such hedge. Any subsequent hedging
contracts entered into to reduce the risk
of exchange rate movements with
respect to such executory contract shall
not be considered a hedge as defined in
paragraph (b})(2)(iii) of this section.

(C) Executory contracts between
related persons. If an executory contract
is between related persons as defined in
sections 267(b) and 707(b), and the
taxpayer disposes of the hedge or
terminates the executory contract prior
to the accrual date, the Commissioner
may redetermine the timing, source, and
character of gain or loss from the hedge
or the executory contract if he
determines that a significant purpose for
disposing of the hedge or terminating the
executory contract prior to the accrual
date was to affect the timing, source, or
character of income, gain, expense, or
loss for Federal income tax purposes.

(iv) Disposition of a hedge on or after
the accrual date. If a taxpayer identifies
a hedge as part of a hedged executory
contract as defined in paragraph (b)(2)
of this section, and disposes of the
hedge on or after the accrual date, no
gain or oss is recognized on the hedge
and the booking date as defined in
§ 1.988-2(c)(2} of the payable or
receivable for purposes of computing
exchange gain or loss shall be the date
such hedge is disposed of. See Example
3 of paragraph (b}(4)(iv) of this section.

(v) Sections 263(g), 1092, and 1256 do
not apply. Sections 263(g), 1092, and
1256 do not apply with respect to an
executory contract or hedge which
comprise a hedged executory contract
as defined in paragraph (b)(2) of this
section. However, sections 263(g), 1082
and 1256 may apply to the hedged
executory contract if such transaction is
part of a straddle.

(vi) Examples. The principles set forth
in paragraph (b) of this section are
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illustrated in the following examples.
The examples assume that K is an
accrual method, calendar year U.S.
corporation with the dollar as its
functional currency.

Example 1. (i} On January 1, 1992, K enters
into a contract with JPF, a Swiss machine
manufacturer, to pay 500,000 Swiss francs for
delivery of a machine on June 1, 1993. Also on
January 1, 1992, K enters into a foreign
currency forward agrecment to purchase
500,000 Swiss francs for $250,000 for delivery
on June 1, 1993. K properly identifies the
executory contract and the hedge in
accordance with paragraph (b)(3)(i} of this
section. On June 1, 1993, K takes delivery of
the 500,000 Swiss francs (in exchange for
$250,000) under the forward contract and
makes payinent of 500,000 Swiss francs to JPF
in exchange for the machine. Assume that the
accrual date is June 1, 1993.

{ii) Under paragraph (b)(1) of this section,
the hedge is integrated with the executory
contract. Therefore, K is deemed to have paid
$250,000 for the machine and there is no
exchange gain or loss on the foreign currency
forward contract. K's basis in the machine is
$250,000. Section 1258 does not apply to the
forward contract.

Example 2. (i) On January 1, 1992, K enters
into a contract with S, a Swiss machine
manufacturer, to pay 500,000 Swiss francs for
delivery of a machine on June 1, 1993. Under
the contract, K is not obligated to pay for the
machine until September 1, 1993. On
February 1, 1992, K enters into a foreign
currency forward agreement to purchase
500,000 Swiss francs for $250,000 for delivery
on September 1, 1993. K properly identifies
the executory contract and the hedge in
accordance with paragraph (b}{3) of this
section. On June 1, 1993, K takes delivery of
machine. Assume that under K's method of
accounting the delivery date is the accrual
date. On September 1, 1993, K takes delivery
of the 500,000 Swiss francs (in exchange for
$250,000) under the forward contract and
makes payment of 500,000 Swiss francs to S.

(+) Under paragraph (b}(1) of this section,
the hedge is integrated with the executory
confract. Therefore K is deemed to have paid
$250,000 for the machine and there is no
exchange gain or loss on the foreign currency
forward contract. Thus K's basis in the
miachine is $250,000. In addition, no exchange
gain or loss ia recognized on the payable in
existence from June 1, 193, to September 1,
1993, Section 1256 daes not apply to the
forward contract.

Example 3. The facts are the same as in
Example 2 except that K disposed of the
forward contract on August 1, 1993 for
$10,000. Pursuant to paragraph (b)(4)(iv) of
this section, K does not recognize the $10,000
gain. K's basis in (he machine is $250,000 (the
amount fixed by the forward contract),
regardless of the amount in dollars that K
actually pays to acquire the Sf500,000 when K
pays for the machine. K has a payable with a
boaoking date of August 1, 1993, payable on
September 1, 1993 for 500,000 Swiss francs.
Thus, K will realize exchange gain or loss on
the difference between the amount booked on
August 1, 1993 and the amount paid on
September 1, 1993 under § 1.988-2(c}.

Example 4. (i} On January 1, 1992, K enters
into a contract with S, a Swiss machine
repair firm, to pay 500,000 Swiss francs for
repairs to be performed on June 1, 1992.
Under the contract, K is not obligated to pay
for the repairs until September 1, 1992. On
February 1, 1992, K enters into a foreign
currency forward agreement to purchase
500,000 Swiss francs for $250,000 for delivery
on August 1, 1992, K properly identifies the
executory contract and the hedge in
accordance with paragraph (b){(3) of this
section. On June 1, 1992, S performs the repair
services. Assume that under K's method of
accounting this date is the accrual date. On
August 1, 1992, K takes delivery of the 500,000
Swiss francs (in exchange for $250,000) under
the forward contract. On the same day, K
deposits the $f500,000 in a separate account
with a bank and properly identifies the
transaction as a continuation of the hedged
executory contract. On September 1, 1992, K
makes payment of the S{500,000 in the
account to S.

(ii) Under paragraph (b}{(1) of this section,
the hedge is integrated with the executory
contract. Therefore K is deemed to have paid
$250,000 for the services and there is no
exchange gain or loss on the foreign currency
forward contract or on the disposition of
${500,000 in the account. Any interest on the
Swiss francs in the account is included in
income but is not considered part of the
hedge (because the amount paid for the
services must be set on or before the accrual
date). In addition, no exchange gain or loss is
recognized on the payable in existence from
June 1, 1992, to September 1, 1992. Section
1256 does not apply to the forward contract.

Example 5. (i) On January 1, 1892, K enters
into a contract with S, a Swiss machine
manufacturer, to pay 500,000 Swiss francs for
delivery of a machine on June 1, 1993. Under
the contract, K is not obligated to pay for the
machine until September 1, 1993. On
February 1, 1992, K enters into a foreign
currency forward agreement to purchase
250,000 Swiss francs for $125,000 for delivery
on September 1, 1993. K properly identifies
the executory contract and the hedge in
accordance with paragraph (b}(3) of this
section. On June 1, 1993, K takes delivery of
the machine. Assume that under K's method
of accounting the delivery date is the accrual
date. Assume further that the exchange rate
is 5{1=8.50 on June 1, 1993. On August 30,
1993, K purchases $250,000 for $135,000. On
September 1, 1993, K takes delivery of the
250,000 Swiss francs (in exchange for
$125,000) under the forward contract and
makes payment of 500,000 Swiss francs (the
5£250,000 received under the contract plus the
$£250,000 purchased on Augnst 30, 1993) to S.
Assume the spot rate on September 1, 1893, is
1 Sf=8.5420 (5f250,000 equal $135,500).

(ii) Under paragraph (b)(1) of this section,
the partial hedge is integrated with the
executory contract. K is deemed to have paid
$250,000 for the machine [$125,000 on the
hedged portion of the Sf500,000 and $125,000
($.50, the spot rate on June 1, 1993, times
$£250,000) on the unhedged portion of the
5£500,000). K's basis in the machine therefore
is $250,000. K recognizes no exchange gain or
loss on the foreign currency forward contract
but K will realize exchange gain of $500 on
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the disposition of the $f250,000 purchased on
August 30, 1993 under § 1.988-2(a). In
addition, exchange loss is realized on the
unhedged portion of the payable in existence
from June 1, 1993, to September 1, 1993. Thus,
K will realize exchange loss of $10,500
($125,000 booked less $135,500 paid) under

§ 1.988-2(c) on the payable. Section 1256 does
not apply to the forward contract.

Example 6. (i) On January 1, 1980, K enters
into a contract with S, a Swiss steel
manufacturer, to buy steel for 1,000,000 Swiss
francs (Sf) for delivery and payment on
December 31, 1990. On January 1, 1990, the
spot rate is Sf1=8.50, the U.S. dollar interest
rate is 10% compounded annually, and the
Swiss franc rate is 5% compounded annually.
Under K's method of accounting, the delivery
date is the accrual date.

(ii) Assume that on January 1, 1999, K
enters into a foreign currency forward
contract to buy $f1,000,000 for $523,800 for
delivery on December 31, 1990. K properly
identifies the executory contract and the
hedge in accordance with paragraph (b)(3) of
this section. Pursuant to paragraph (b)(2}{iii)
of this section, the forward contract
constitutes a hedge. Assuming that the
requirements of paragraph (b})(2)(i) of this
section are satisfied, the executory contract
to buy steel and the forward contract are
integrated under paragraph (b}(1) of this
section. Thus, K is deemed to have paid
$523,800 for the steel and will have a basis in
the steel of $523,800. No gain or loss is
realized with respect to the forward contract
and section 1256 does not apply to such
contract.

(iii) Assume instead that on January 1,
1990, K enters into a foreign currency forward
contract to buy Sf1,000,000 for $512,200 for
delivery on July 1, 1990. K properly identifies
the executory contract and the hedge in
accordance with paragraph (b)(3) of this
section. On July 1, 1990, when the spot rate is
Sf1=$.53, K cancels the forward contract in
exchange for $17,800 ($530,000—$512,200}. On
July 1, 1990, K enters into a second forward
agreement to buy Sf1,000,000 for $542,900 for
delivery on December 31, 1990. K properly
identifies the second forward agreement as a
hedge in accordance with paragraph (b)(3) of
this section. Pursuant to paragraph (b){2}{iii)
of this section, the forward contract entered
into on January 1, 1990, and the forward
contract entered into on July 1, 1990,
constitute a8 hedge. Assuming that the
requirements of paragraph (b)(2)(i} of this
section are satisfied, the executory contract
to buy steel and the forward agreements are
integrated under paragraph (b)(1) of this
section. Thus, K is deemed to have paid
$525,100 for the steel (the forward price in the
second forward agreement of $542,900 less
the gain on the first forward agreement of
$17,800) and will have a basis in the steel of
$525,100. No gain is realized with respect to
the forward contracts and section 1256 does
not apply to such contracts.

(iv) Assume instead that on January 1, 1990,
K enters into a foreign currency forward
contract to buy Sf1,000,000 for $512,200 for

"delivery on July 1. 1990. K properly identifies

the executory contract and the hedge in
accordance with paragraph (b)(3) of this
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section.On July 1, 1880, when the spot rate is

Sf1=8.53, K enters into a historical rate
rollover of its $17,800 gain =
{$530,000-$512,200) on the forward
agreement. Thus; K enters into'a second
foreign currency forward agreement to buy
511,000,000 for $524,210 for delivery on
December 31, 1990. {The forward price-of
$524,210 i3 the market forward price on July 1,
" 1980 for the purchase of 51,600,600 Tor
delivery on December 31, 1990 of $542,900
less the $17,800 gain on January 1, 1990
contract and less the time value of such gain
of $880.) K properly identifies the second
forward agreement as a hedge in accerdance
with paragraph (b){3) of this section. On
December 31, 1990, when the spot rate is
Sf1=8.54, K takes delivery of the 51,000,060
{in exchange for $524,210) and purchases the
steel for 51,000,000; Pursuant to paragraph

{b){(2)(iii) of this section, the forward contract -

entered into on January 1, 1990, and the
forward contract entered into on uly 1, 1990,
which incorporates the roliover of K’'s gain on
the january 1, 1980 contract, constitute a
hedge. Assuming that the requirements of
parageaph {b){2){i) of this section are
satisfied, the executory contract to buy steel
and the forward agreements are integrated
under paragraph (b){1) of this section.
Because the period from the rollover date to
the date payment is made under the
executory contract does not exceed 183 days,
the $890 of interest income is considered part
of the hedge and is not recognized. Thus, K is
deemed to have paid $524,210 for the steel
and will have a basis in the steel of $524,210.
No gain is realized with respect to the
forward coniracts and section 1258 does not
apply to such contracts,

{v} Assume instead that on January 1, 1990,
K purchases $952,380.95 (the present value of
511,000,000 to be paid on December 31, 1930)
for $476,190.48 and on the same day deposits
the Swiss francs in a separate bank account
that bears interest at a rate of 5%, '
compounded annually. K properly identifies
the transaction as & hedged executory
contract. Over the period beginning January
1, 1990, and ending December 31, 1990, K

- receives $£47,619.05 in interest on the account

- that is included in income and that has a
basis of $25,714.29. (Assume that undeér
§ 1.988-2(b)({1}, K uses the spot rate of
G£1=8.54 to translate the interest income). On
December 31, 1990, K makes payment of the
$f1,600,000 principal and accrued interest in
the account to S. Pursuant to paragraph
(b}{2)(iii) of this section, the principal in the
bank account and the interest constitute a
hedge. Under paragraph {b}(1) of this section,
the hedge is integrated with the executory
contract. Therefore K is deemed to have paid
$501,904.77 (the basis of the pringcipal

* deposited plus the basis of the interest) for

‘the steel and theré'is o exchange gain or
loss on the dispesition of the $1,060,000. K's
basis in the steel therefore is $501,904.77.

(5) References to this paragraph (b). 1f
the rules of this paragraph {b) are ,
referred to in another paragraph of this
section {e.g., paragraph {c) of this ‘
section), then the rules of this paragraph
(b) shall be applied for purposes of such
other paragraph by substituting terms

appropriate for such cther paragraph.

For example,-paragraph (c}{2) of this

section refers to the identification rules

of paragraph {b){3) of this section.

. - Accordingly, for purposes of paragraph
{©)(2), the rules of paragraph (b}(3) will
be applied by substituting the term
“stock or security” for “executory
coniract”,

{c) Hedges of period between trade
date und settlement date on purchase or
sale of publicly traded stock or security.
If a taxpayer purchases or sells stocks
or securities which are traded on an
established securities market and—

(1) Hedges all or part of such purchase
or sale for any part of the period
beginning on the trade date and ending
on the settiement date; and

(2) Identifies the hedge and the
underlying stock or securities as an
integrated transaction under the rules of

]paragraph {513} of this section;
then any gaia or loss on the hedge shall
be an adjusiment to the afmount realized
or the adjusted basis of the stock or
“securities sold or purchased {and shall
not be taken inte account as exchange
gain or loss). The term hedge means a
deposit of nonfunctional currency ina
hedging account {within the meaning of
paragraph {b}{2){iii){D] of this section),
or a forward or futures contract -
described in § 1.988-1(a) (1){ii) and
{2){iii), or combination thereof, which
reduces the risk of exchange rate
fluctuations for any portion of the period
beginning on the trade date and ending
on the settlement date. The provisions of

. paragraphs (b){2){(i} (D) through {G), and
(b)(2){iii) (D) and {E) of this section shall
apply. Sections 263{g), 1092, and 1256 do
not apply with respect to stock.or
securities and a hedge which are subject
to this paragraph {c}. .

(d) [Reserved] :

 {e) Advance rulings regarding net
hedging and anticipatory hedging
systeins. In his sole discretion, the
Commissioner may issue an advance
ruling addressing the income tax
consequences of a taxpayer’s system of
hedging either its net nonfunctional
currency exposure or anticipated
nonfunctional currency exposure. The
ruling may address the character,
source, and timing of both the section
988 transaction{s) making up the hedge -
and the underlying transactions being
hedged. The procedures for obtaining a

_ ruling shall be governed by such
pertinent revenue procedures and
revenue rulings-as the Commissioner -

. ‘may provide. The Commissioner will net -

- issuea raling regarding hedgesof a -
taxpayer's investment in a foreign
subsidiary. o

16} [Reserved]
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(g) General effeciive date. Except as
otherwise provided in this section, the
rules of this section shall apply to
qualified hedging transactions, hedged
executory contracts and transactions
described in paragraph {c) of this
section-entered into on or after
September 21, 1989. This section shall
apply even if the tramsaction being
hedged {e.g., the debt instrument) was
entered into or acquired prior to such
date. The effective date regarding
advance rulings for net and anticipatory
hedging shall be governed by such
revenue procedures that the
Commissioner may publish.

PART 602—OMB CONTROL NUMBERS
UNDER THE PAPERWORK
REDUCTION ACT

Par. 5. The authority citation for part
602 continues to read as follows:

Authority: 26 U.S.C. 7805.

§602.101 [Amended]

Par. 6. Section 802.101 [c) is amended
by removing from the table entries for
1.988-17", “1.986-21", “1.888-3T",
“1.988-4T", and “1.888-5T" and by
adding in the table *1.988-0 through
1.988-5 * * * 1545-1131",

Fred T. Goldberg, Ir.,

Commissioner of Internal Revenue.
Approved: Januvary 24, 1992.

Kenneth W. Gideon,

‘Assistant Secretary of the Treasury.

[FR Doc. 924901 Filed 3-15-92; 8:45 am}
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