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Not i onal Principal Contracts; Contingent Nonperiodic Paynments
AGENCY: Internal Revenue Service (IRS), Treasury.

ACTION: Notice of proposed rul emaki ng and notice of public
heari ng.

SUMVARY: Thi s docunent contains proposed regulations relating
to the inclusion into income or deduction of a contingent
nonperi odi ¢ paynment provided for under a notional principal
contract (NPC). This docunent al so provides guidance rel ating
to the character of paynents made pursuant to an NPC  These
regulations will affect taxpayers that enter into NPCs. This
docunent al so provides a notice of a public hearing on these
proposed regul ations.

DATES: Witten or electronically transmtted comments and
requests to speak (wth outlines of oral coments to be

di scussed) at the public hearing scheduled for My 25, 2004, at
10 a.m, nust be received by May 4, 2004. Conmments on the

col l ection of information should be received by April 26, 2004.



ADDRESSES: Send submi ssions to CC. PA: LPD: PR (REG 166012-02),
room 5203, Internal Revenue Service, POB 7604, Ben Franklin
St ati on, Washi ngton, DC 20044. Subm ssions may be hand-
del i vered Monday through Friday between the hours of 8 a.m and
4 p.m to CC PA LPD: PR (REG 166012-02), Courier’s Desk, Internal
Revenue Service, 1111 Constitution Avenue, NW, Washi ngton, DC.
Alternatively, taxpayers may submt electronic comments directly
to the IRS Internet site at: ww.irs.gov/regs. The public
hearing will be held in the IRS Auditorium Seventh Fl oor,
I nternal Revenue Service, 1111 Constitution Avenue, NW,
Washi ngt on, DC.
FOR FURTHER | NFORMATI ON CONTACT:  Concer ni ng subm ssi ons of
comments, the hearing, or to be placed on the building access
list to attend the hearing, Sonya Cruse, (202) 622-7180;
concerning the regul ations, Kate Sleeth, (202) 622-3920 (not
toll -free nunbers).
SUPPLEMENTARY | NFORVATI ON:
Paper wor k Reducti on Act

The collection of information contained in this notice of
proposed rul enmaki ng has been submtted to the O fice of
Managenent and Budget for review in accordance with the
Paperwor k Reduction Act of 1995 (44 U . S.C. 3507(d)). Comrents
on the collection of information should be sent to the Ofice of

Managenent and Budget, Attn: Desk Oficer for the Departnent of



the Treasury, Ofice of Information and Regul atory Affairs,
Washi ngt on, DC 20503, with copies to the Internal Revenue
Service, Attn: |RS Reports Cearance Oficer,

SE: W CAR: MP: T: T: SP, Washi ngton, DC 20224. Comments on the
collection of information should be received by April 26, 2004.
Comments are specifically requested concerning:

Whet her the proposed collection of information is necessary
for the proper performance of the functions of the IRS
i ncl udi ng whether the information will have practical utility;

The accuracy of the estinmated burden associated with the
proposed collection of information (see bel ow);

How the quality, utility, and clarity of the information to
be coll ected may be enhanced,;

How t he burden of conplying with the proposed collection of
information may be m nim zed, including through the application
of automated coll ection techniques or other forns of infornmation
t echnol ogy; and

Esti mates of capital or start-up costs and costs of
oper ati on, mai ntenance, and purchase of services to provide
i nformati on.

The collection of information in these proposed regul ations
is in 81 446-3(g)(6)(vii). This information is required by the
IRS to verify conpliance with section 446 and the nethod of

accounting described in 81.446-3(g)(6). This information w ||



be used to determ ne whether the amount of tax has been
cal cul ated correctly. The collection of information is required
to properly determ ne the anount of inconme or deduction to be
taken into account. The respondents are sophisticated investors
that enter into notional principal contracts with contingent
nonperi odi ¢ paynents.

Esti mated total annual recordkeepi ng burden: 25,500 hours.

Esti mat ed average annual burden per recordkeeper: 6 hours.

Esti mated nunber of recordkeepers: 4, 250.

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

Books or records relating to a collection of information
must be retained as long as their contents may becone materi al
in the adm nistration of any internal revenue |law. GCenerally,
tax returns and tax return information are confidential, as
required by 26 U S.C. 6103.

Backgr ound

Thi s docunent contains proposed anendnents to 26 CFR Part 1
under section 446(b) of the Internal Revenue Code (Code). This
docunent al so contains proposed anendnents under sections 162,

212 and 1234A of the Code.



In 1989, the IRS issued Notice 89-21 (1989-1 C. B. 651), to
provi de gui dance with respect to the tax treatnent of |unp-sum
paynents received in connection with NPCs. The Notice stated
that a nmethod of accounting that properly recognizes a | unp-sum
paynent over the |ife of the contract clearly reflects incone
and indicated that regulations would be issued to provide
specific rules regarding the manner in which a taxpayer nust
take into account over the life of an NPC paynents nade or
received with respect to the contract. The Notice further
stated that “for contracts entered into prior to the effective
date of the regulations, the Comm ssioner will generally treat a
nmet hod of accounting as clearly reflecting inconme if it takes
such paynents into account over the |ife of the contract under a
reasonabl e anortizati on nmethod, whether or not the nethod
satisfies the specific rules in the forthcom ng regul ations.”
(1989-1 C.B. 652).

On Cctober 14, 1993, the IRS published in the Federal
Regi ster final regulations (TD 8491; 1993-2 C. B. 215 [58 FR
53125]) under section 446(b) relating to the timng of incone
and deductions for anobunts paid or received pursuant to NPCs.
81.446-3. In this preanble, the final regulati ons published in
1993 are referred to as the 1993 Treasury regul ati ons.

The 1993 Treasury regul ati ons define an NPC as a “fi nanci al

instrument that provides for the paynent of anounts by one party



to anot her at specified intervals calculated by reference to a
specified index upon a notional principal anmount in exchange for
specified consideration or a promse to pay simlar anounts.”
81.446-3(c)(1)(i). Payments nmade pursuant to NPCs are divided
into three categories (periodic, nonperiodic, and term nation
paynents), and the 1993 Treasury regul ations provide timng
regines for each. The 1993 Treasury regul ations require al
t axpayers, regardless of their nmethod of accounting, to
recogni ze the ratable daily portion of a nonperiodic paynent for
the taxabl e year to which that portion relates. Nonperiodic
paynments generally nust be recogni zed over the termof an NPC in
a manner that reflects the econom c substance of the contract.
81.446-3(f)(2)(i). A though 81.446-3 does not distinguish
bet ween nonconti ngent and contingent nonperiodic paynents, the
specific rules and exanples in the 1993 Treasury regul ati ons
address only noncontingent nonperiodic paynents. The Preanble
to the 1993 Treasury regul ations states that “the I RS expects to
address contingent paynents in future regul ati ons, and wel cones
comment on the treatnent of those paynents.” (1993-2 C B. 216).
In addition, neither 81.446-3 nor any other section provides
specific rules governing the character of the various types of
NPC paynents.

On July 23, 2001, the IRS published Notice 2001-44 (2001-2

C.B. 77), soliciting cooments on the appropriate nethod for the



i nclusi on or deduction of contingent nonperiodic paynents nade
pursuant to NPCs and the proper character treatnment of paynents
made pursuant to an NPC. The Notice set forth four different

met hods under consideration by the IRS and Treasury and asked the
public to coment on the extent to which each nethod reflects
certain fundanental tax policy principles, including certainty,
clarity, admnistrability, and neutrality. Several comments were
received fromthe public, which expressed diverse views regarding
the rel ati ve advant ages and di sadvant ages of the different

nmet hods. Included in the four nethods were the noncontingent
swap nmet hod and a mark-to-nmarket nethod, versions of which are
adopted in the proposed regul ati ons.

The Notice also solicited comments on the proper character
of payments on NPCs and bul |l et swaps. The comments received on
this issue also reflected differing views.

Expl anati on of Provisions
A.  Overview

The I RS and Treasury understand that sonme taxpayers take
i nto account contingent nonperiodic paynents on an NPC only when
t he paynent becomes fixed and determ nable (the open transaction
or wait-and-see nethod of accounting). The wait-and-see nethod,
however, is inconsistent wwth the existing specific timng rules
for periodic and nonperiodic paynents and with the general rule

in 81.446-3(f)(2)(i) respecting recognition of nonperiodic



paynents over the termof the contract. For exanple, if the
anount of a periodic paynent is set in arrears at the end of an
accrual period that spans taxable years, the parties cannot use
a wait-and-see nethod for the portion of the accrual period in
the first taxable year. |Instead, the parties nust use a
reasonabl e estimate of the paynent for determ ning taxable
incone in the year before the paynent is fixed. 81.446-
3(e)(2)(ii). In addition, some NPCs are structured to provide
for nonperiodic paynments consisting of a noncontingent conponent
and a contingent conponent, which the parties to the contract
treat as a single contingent paynent that they account for under
the wait-and-see nethod. The attenpted application of the wait-
and-see nethod to these contracts highlights the potential for
abuse present in the nethod. See Rev. Rul. 2002-30 (2002-1 C B.
971) .

The back-1oaded tim ng of tax consequences that results
fromthe wait-and-see nethod is also inconsistent with the
timng regine that 81.1275-4(b) provides for contingent debt
i nstrunents subject to the noncontingent bond nethod. Under the
nonconti ngent bond nethod, the parties to a contingent paynent
debt instrunment nust determine the yield at which a conparable
nonconti ngent debt instrunent would be i ssued and then project a
fi xed anbunt for each contingent paynment and each nonconti ngent

paynment. The projected anounts are accounted for over the term



of the debt instrument. The difference, if any, between the
proj ected anount of a contingent paynment and the actual anount
of the paynent generally is accounted for when paynent is made.

The proposed regul ati ons adopt a variation on the
nonconti ngent swap regi ne described in Notice 2001-44, as well
as an elective mark-to-market regine. The 1993 Treasury
regul ations reflect an underlying principle that nonperi odic
paynents shoul d be spread over the termof an NPC in a manner
that properly reflects the econom c substance of the contract.
The proposed regul ations build upon this principle.
Furthernore, the IRS and Treasury believe that the proposed
regul ations provide a timng reginme for contingent nonperiodic
paynments that clearly reflects the econom cs of the underlying
contracts. The requirenment that nonperiodic paynents be spread
over the termof an NPCresults in substantially simlar
treatnment for all NPCs without regard to whether paynent
obligations are settled on a current basis through periodic
paynents or are either pre-paid or deferred through nonperiodic
paynents. Adopting this approach for contingent paynent NPCs
achi eves symmetry between fixed paynent NPCs and conti ngent
paynment NPCs.

The proposed nonconti ngent swap nethod requires taxpayers
to project the expected anbunt of contingent paynents, to take

into account annually the appropriate portions of the projected
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contingent amounts, to reproject the contingent anounts
annually, and to reflect the differences between projected
anounts and reprojected anounts through adjustnents. The IRS
and Treasury recogni ze that annual reprojections will require
additional effort by taxpayers and the IRS. The IRS and
Treasury believe, however, that the annual reprojection
requirement is essential to ensure clear reflection of incone
with respect to NPCs with one or nore contingent nonperiodic
paynents. Moreover, reprojections, and the resulting
adjustnents to current inclusion and deduction anounts, are
especially inportant for the incone and deducti ons generated by
t hese types of contracts because ot herw se, taxpayers m ght be
nore likely to attenpt to mani pul ate the character of the incone
or deductions fromthe contract.

I n devel opi ng the proposed regul ations, the IRS and
Treasury have taken into account comments received in response
to Notice 2001-44, as well as the follow ng considerations.
First, although many comrents advocated the wait-and-see nethod
of accounting for contingent nonperiodic paynents, this nethod
encour ages the creation of NPCs that provide such paynents. As
a result of the adoption of guidelines for taking contingent
nonperiodi c paynents into account over the termof an NPC, the
tax treatnment of paynents with respect to an NPC shoul d no

| onger provide an incentive for structuring paynents in a
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particul ar manner. Second, taxpayers using swaps with
contingent nonperiodic paynents are sophisticated i nvestors
Many of these taxpayers will be making simlar projections and
reprojections for their own purposes in evaluating the results
of their derivative investnents and taking actions to manage the
risks created by their derivative investnments. Third, the
proposed regul ati ons al so provide an el ective mark-to-market

nmet hod as an alternative to the noncontingent swap mnet hod.
Taxpayers who use a nark-to-nmarket nethod for financial
reporting purposes nmay adopt the elective nmark-to-nmarket nethod
to reduce their tax and accounting adm nistrative burden for
NPCs .

The I RS and Treasury understand that simlar timng issues
exi st for other types of derivative investnents, |ike bullet
swaps and prepaid forward contracts. Although the application
of the proposed regulations to these types of transactions nmay
achi eve appropriate timng, the application of these rules to
i nvestnments other than NPCs coul d present a nunber of issues not
directly addressed by the rules contained in these proposed
regul ati ons. The expansion of the scope of these proposed
regul ations to contracts other than NPCs is not being proposed
at this time so as not to delay the publication of the proposed

regul ati ons
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Wth respect to character, the proposed regul ati ons under
sections 162 and 212 provide that both periodic and nonperi odic
paynents with respect to NPCs are generally ordinary in
character. This is because neither periodic nor nonperiodic
paynments (whenever nade) involve a sale or exchange within the
meani ng of section 1222, and no ot her section of the Code
provi des ot herwi se. The proposed regul ati ons i ssued under
section 1234A provide capital treatnent for term nation
paynments. Under the proposed regul ati ons, however, even
nonperi odi ¢ paynents made at the maturity of an NPC are not
term nation paynents under section 1234A.

Because of their recurring nature, periodic paynents should
be treated as ordinary incone itens, whether or not the paynents
are made at the expiration of an NPC. The same rationale
applies to nonperiodic paynents, which are required to be spread
over the termof an NPC. Even if a nonperiodic paynent is nade
at the expiration or termnation of an NPC, only the final
portion is taken into account on the term nation date for the
contract, and that portion should be treated in the sane way as
a periodi c paynent.

B. Specific Provisions

Adj ust nent s

Par agraph (d)(2) of the proposed regul ations provides for

adj ustnents to be nmade in the gain or loss realized on the sale,
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exchange, or term nation of an NPC, to account for incl usions
into incone and deductions provided for in the 1993 Treasury
regul ati ons and the proposed regul ations, as well as for any
paynments nade or received on the NPC. These adjustnents are
expected to produce consequences simlar to the consequences
that would result if basis were increased or decreased for these
itens. Using adjustnents for this purpose avoids the issue of
negati ve basis.

Significant nonperiodi c paynents

Par agraph (g)(4) of the proposed regulations clarifies the
rules for the treatnment of an NPC with a significant upfront
nonperi odi ¢ paynment and provi des additional rules for the
treatment of a significant nonperiodic paynent that is not paid
upfront. The 1993 Treasury regul ations provide that a
significant nonperiodic paynent on an NPC is treated as two
separate transactions - an on-market |evel paynment NPC and a
| oan. 81.446-3(g)(4). The proposed regulations clarify that
the parties to an NPC with one or nore significant nonperiodic
paynents nust treat the contract as two or nore separate
transactions consisting of an on-market NPC and one or nore
| oans. I n sone cases, the on-market NPC paynents for a party
maki ng a significant nonperiodic upfront paynent will be | evel

paynents that nay be constructed through a conbination of the
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actual paynments on the NPC and | evel paynents conputed under the
| evel paynment method described in 81.446-3(f)(2)(iii)(A).

The proposed regul ations also provide that an NPCwith a
significant nonperiodic paynent that is not paid upfront is
treated as if the party receiving the significant nonperiodic
paynent paid a series of annual |evel paynent | oan advances
equal to the present value of the nonperiodic paynent, to the
party ow ng the significant nonperiodic paynment. The interest
conponent of the level paynents is treated as interest for al
pur poses of the Code and is not taken into account in
determ ning the incone and deductions on the NPC. The principa
conponent of the | evel paynents is calculated solely to
determ ne the interest anmount. The party ow ng the significant
nonperi odi c paynment is then treated as using the | evel paynent
| oan advances to make annual | evel paynent NPC paynents, which
are included in incone and deducted as provided in 81.446-3(d).

Conti ngent nonperi odi c paynents

The 1993 Treasury regul ati ons define both periodic and
nonperi odi ¢ paynents but do not distinguish between contingent
and nonconti ngent nonperiodic paynents. Paragraph (g)(6)(i) (B
of the proposed regul ati ons defines a contingent nonperi odic
paynent as any nonperiodi ¢ paynent other than a noncontingent
nonperiodi ¢ paynment. A noncontingent nonperiodic paynent is

defined in paragraph (g)(6)(i)(A) of the proposed regul ati ons as
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a nonperiodic paynent that either is fixed on or before the end
of the taxable year in which a contract comences or is equal to
the sum of anmopunts that woul d be periodic paynents if they are
pai d when they becone fixed, including anounts determ ned as

i nterest accruals.

Paragraph (g)(6)(ii) of the proposed regul ations sets forth
t he noncontingent swap nethod for the inclusion into i ncome and
deduction of contingent nonperiodic paynents. The nonconti ngent
swap nethod requires taxpayers to project the reasonably
expect ed anobunt of the contingent nonperiodic paynment and to
apply the | evel paynent nmethod and, as appropriate, the rules
for significant nonperiodic paynents, to the projected anmount as
if it were a noncontingent nonperiodic paynent. The risk-free
rate of return, which is defined in the proposed regulations, is
used in applying the |l evel paynent nethod.

Par agraphs (g)(6)(iii)(A) through (Q of the proposed
regul ati ons provide the nethods for projecting the reasonably
expected armount. If the contingent paynment is determ ned by
reference to the value of a specified index at a designated
future date, the projected anount may be determ ned by reference
to the future value of the specified index in actively traded
futures or forward contracts providing for delivery or
settlenent on the designated future date. |If no actively traded

contract exists for the designated future date, the value nay be
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derived fromactively traded futures or forward contracts
providing for delivery or settlenment within three nonths of the
desi gnated future date

The projected amobunt nmay al so be determ ned based on
the projected future value of the current market price of the
specified index. The future value is determ ned using a
constant yield nethod at the risk-free interest rate with
appropri ate conmpoundi ng and maki ng appropriate adjustnents for
expected cash paynents on the property underlying the specified
i ndex. The proposed regul ati ons use the applicable federal rate
under section 1274(d)(1) as the risk-free rate for this purpose.
Comments are requested on whether this rate is appropriate.

| f neither of the two nethods described above results in a
reasonabl e estimate of the future val ue of the specified index,
t he taxpayer mnust use another nethod that does result in a
reasonabl e esti mate of the anobunt of the contingent paynent and
that is based on objective financial information, and nust
consistently use the nethod fromyear to year

The proposed regul ations require annual adjustnents to the
proj ected anounts of the contingent paynent. Paragraphs
(g9)(6)(iv) through (vi) of the proposed regul ati ons provide
rules for the redeterm nation of the projected anount of the

contingent paynment and the subsequent adjustnents to the
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recognition of incone and deductions under a contract based on
the reprojected anount.

Par agraph (g)(6)(iv) of the proposed regul ati ons provides
that the projected anmount nust be redeterm ned on each
successive anniversary date (redeterm nation date) and on each
speci al redeterm nation date as described below. On each
redeterm nati on date, the taxpayer nust reproject the anount of
t he contingent paynment using the sane nmethod used at the
comencenent of the NPC but applied to the new current val ue of
the specified index. Once the contingent paynent is
reprojected, the | evel paynent nethod (and the rules for
significant nonperiodic paynents, if applicable) are applied
agai n using the new projected anmount.

Comments are requested as to how the reprojection process
shoul d respond to changes in the availability of market data
during the life of an NPC. Suppose, for exanple, that the
initial projection is made when there are no actively traded
futures or forward contracts in the specified index but that
t hese contracts cone into existence before the tinme of one of
the reprojections. Should the reprojections be made using the
new y avail able futures data rat her than the nethod enpl oyed for
the first projection?

Paragraph (g)(6)(v) of the proposed regul ations provides

rules for adjustnents follow ng the redeterm nation of the
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proj ected anmount of the contingent paynent. The anmounts
determ ned for the redeterm ned projected anount under the |evel
paynent nethod and, as applicable, the rules for significant
nonperiodi c paynments, are recognized in the current and
subsequent taxable years. In addition, any difference between
the newy determ ned anounts for prior periods and the anmounts
determ ned and previously taken into account using the
previously projected contingent paynment are recogni zed ratably
over the one-year period beginning wwth the redeterm nati on
date. Any difference in anpunts that woul d have been treated as
interest under the rules for significant nonperiodic paynents is
al so treated as interest for all purposes of the Code.

Par agraph (g)(6)(iv)(B) of the proposed regul ations
provi des a special rule for a contingent nonperiodi c paynment
that is fixed nore than six nonths before it is due. |If the
date on which the paynent becones fixed is in a different
taxabl e year fromthe date it is due, the date on which the
paynent becones fixed is a special redetermination date. In
such a case, the fixed amobunt is treated as the reprojected
anmount, and the rules described above for redeterm nati ons and
adj ustnents apply.

I n general, under paragraph (g)(6)(vi) of the proposed
regul ati ons, when a contingent paynent is nade, the parties nust

make appropriate adjustnents to the anount of inconme or
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deduction attributable to the NPC for any differences between
the projected anount of the contingent paynment and the actual
anount of the contingent paynent.

Par agraph (g)(6)(vii) of the proposed regul ati ons provides a
recor dkeeping requirenent with respect to the nonconti ngent swap
met hod. Taxpayers nust maintain in their books and records a
description of the nethod used to determ ne the projected anount
of the contingent paynent, the projected paynent schedul es, and
t he adjustnents taken into account under the proposed
regul ati ons.

The I RS and Treasury are considering whether to provide an
alternative to the noncontingent swap nethod that would permt a
t axpayer to use a current inclusion nethod for certain NPCs that
provi de for periodic calculations of amounts due under the terns
of the NPC, but provide for deferred paynent of the anmounts
The I RS and Treasury are considering permtting current
i nclusion of income and deduction for the amounts so cal cul at ed,
provi ded the NPC al so provides for accrual of interest at a
qualified rate until the periodically determ ned anounts are
paid or offset against other amounts due under the NPC The
pur pose of providing a current inclusion nethod for the deferred
payment NPC described above is to provide tax treatnent for NPCs
wi th contingent nonperiodic paynents that is economcally

equivalent to the tax treatnment of NPCs providing only for
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periodi ¢ paynents while avoiding the necessity of using

proj ected anmounts for contingent paynents. The IRS and Treasury
request comments concerni ng whether an NPC |i ke the deferred
paynment NPC descri bed above woul d be a viable transaction for
mar ket participants, whether a current inclusion nethod would be
an appropriate substitute for the noncontingent swap nethod for
deferred paynent NPCs, and whet her that nethod should require
separate conputation of interest accruals.

El ective nark-to-nmarket met hodol ogy

Par agraph (i) of the proposed regul ati ons provides an
el ective mark-to-market nmethodology for certain NPCs providing
for nonperiodic paynents. |If an election is nade, the specific
accounting rules for nonperiodic paynents in 81.446-3(f)(2)
(other than (f)(2)(i)) are not applicable. |Instead, for any
contract that is held at the close of the taxable year, the
t axpayer determ nes incone inclusions and deductions by
reference to the gain or loss that would be realized if the
contract were sold for its fair market value on the |ast
busi ness day of the taxable year. Because the determ nation of
fair market value takes into account the expected val ue of
future nonperiodic paynents, the mark-to-market nethodol ogy
constitutes a reasonable basis for anortizing the nonperiodic

paynments over the term of the contract as required by 81.446-

3(f)(2) ().
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Proper adjustnments are made in the anount of gain or |oss
subsequently realized (or cal culated) for incone inclusions and
deductions taken into account in marking the contract to fair
mar ket val ue. Furthernore, under paragraph (i) (5) of the
proposed regul ations, if an election is nmade for a contract
providing for a significant nonperiodic paynent, paragraph
(g)(4) continues to apply and proper adjustnents nmust be nmade to
the income inclusions and deductions recognized under the nmark-
t o-mar ket net hodol ogy to take into account anounts recogni zed as
interest and the paynent or receipt of the significant
nonperiodi ¢ paynment, subject to the special rule set forth
bel ow.

The proposed regul ations set forth a special rule for
contracts providing for significant contingent nonperiodic
paynments that are subject to the mark-to-market election. |If a
contract provides for a significant contingent nonperi odic
paynent, the taxpayer nust apply the noncontingent swap nethod
to determ ne the anobunts recogni zed as interest under paragraph
(g9)(4). However, the taxpayer is not required to reproject the
anount of the contingent paynent each year. The interest
anounts for subsequent years are the interest anounts as
determ ned using the initial projection of the contingent
paynent. Furthernore, an alternative deenmed equival ent val ue

met hod may be used to determ ne the projected anount of the
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contingent paynent. The deened equival ent val ue nethod nay be
applied when the contract fixes the timng and anount of all of
t he paynents under the contract, except for the significant
contingent nonperiodic paynent. The anmount of the significant
conti ngent nonperiodic paynent is deened to be the anpunt that
causes the present value of all the paynents by the taxpayer to
equal the present value of all of the paynents of the
counterparty to the contract.

The inclusion of an elective mark-to-nmarket nethodology is
intended to provide taxpayers with an alternative to the
provi si ons of paragraphs (f) of the 1993 Treasury regul ations
and (g)(6) of the proposed regul ati ons respecti ng nonperiodic
paynents. Wth respect to significant nonperiodi c paynents,
however, the proposed regul ations preserve certain features of
t hose provisions for purposes of conputing an interest conponent
of swap paynents. Such a calculation is necessary to preserve
t he characterization of an accrual as interest. The IRS and
Treasury request coments on the appropriateness of requiring
t axpayers to conpute an interest amount for significant
nonperi odi ¢ paynents under the el ective mark-to-nmarket
nmet hodol ogy and, in particular, on any effect that requirenent
may have on the relative useful ness and adm nistrability of the

mar k-t o- mar ket net hodol ogy.
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Paragraph (i) (2) of the proposed regul ati ons provides the
scope of the election. The election is available to contracts
that are: (1) actively traded within the meani ng of 81.1092(d) -
1(c)(determ ned without regard to the Iimtation in 81.1092(d)-
1(c)(2)); (2) marked to market for purposes of the taxpayer’'s
financial statenents provided the taxpayer satisfies the
requi rements in paragraph (i)(4) of the proposed regul ations;
(3) subject to an agreenent by a party to the contract that is a
person to whom section 475 applies to supply to the taxpayer the
value that it uses in applying section 475(a)(2); or (4) marked
to market by a regul ated investnment conpany (RIC) described in
section 1296(e)(2). Paragraphs (i)(3)(i) through (iv) of the
proposed regul ati ons provi de the acceptabl e net hods for
determining fair market value. |If the contract is actively
traded, the fair market value is determ ned based on the nean
bet ween the bid and asked prices quoted for the contract. If a
contract is not actively traded, but is marked to market for
financial statenment purposes, and the val uations used for those
pur poses conply with the requirenents of paragraph (i) (4), the
fair market value is deemed to be the value used for the
financial statenments. For a contract that is subject to an
agreenent with a dealer in securities to provide a value, the
value that is provided by the dealer is the fair nmarket val ue.

Finally, for a contract marked to market by a RIC, the fair
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mar ket value is equal to the value used for purposes of
determning the RIC s net asset val ue.

Paragraph (i)(6) of the proposed regul ations provi des that
t he mark-to-market election shall be made in the tinme and manner
prescribed by the Conm ssioner and is effective for the taxable
year in which it is made and all subsequent years unless revoked
with the consent of the Comm ssioner.

The proposed regul ations indicate that a taxpayer will be
permtted to elect the mark-to-market nmethod for NPCs that are
mar ked to market for purposes of the taxpayer’s financial
statenents and that the values used on the financial statenents
may be used as fair market val ue under the mark-to-nmarket
el ection. However, the proposed regul ations al so indicate that
an election to use financial statement values will be subject to
further requirenents. On May 5, 2003, the IRS and Treasury
publ i shed in the Federal Register an Advance Notice of Proposed
Rul e Maki ng (REG 100420-03) requesting comrents regarding
appropriate rules for the use of financial statenent val ues
under the mark-to-market provisions of section 475 applicable to
securities dealers and el ecting conmmopdities deal ers and
securities and cocmmodities traders. The IRS and Treasury wl|
take into account the comrents received in response to that
Advance Notice in developing the rules to be established for use

of financial statenment val ues under the nark-to-narket method
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set forth in paragraph (i) of the proposed regulations. In
addi tion, unlike other mark-to-market regines, the mark-to-

mar ket nmet hod proposed in paragraph (i) does not require a mark
i mredi ately before disposition in either a recognition or
nonrecogni tion context. C . section 1256(c) and proposed
regul ati ons 81.475(a)-2. The IRS and Treasury request comments
regarding this aspect of the proposed regul ati ons and whet her

t axpayers who are eligible to elect a mark-to-nmarket nethod
under section 475 but do not do so should be eligible to nmake

t he paragraph (i) election for NPCs.

Anti - abuse rul e

Paragraph (i) of the 1993 Treasury regul ati ons provi des
that if a taxpayer “enters into a transaction with a princi pal
pur pose of applying the rules of [81.446-3] to produce a
mat erial distortion of inconme,” the IRS may depart fromthose
rul es “as necessary to reflect the appropriate timng of income
and deductions fromthe transaction.” In light of the
conprehensive rules in the proposed regul ati ons prescribing
nmet hods of accounting for NPCs, the IRS and Treasury have
determ ned that a general anti-abuse rule is not necessary to
prevent these methods being used in a manner that fails to
clearly reflect inconme. Accordingly, the proposed regul ations
delete this rule.

Proposed dates of applicability
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These proposed regul ati ons contain both new substantive
rules as well as clarifying changes to the 1993 Treasury
regul ati ons. The new substantive rules, which are contained in
par agraph (g)(6) (the noncontingent swap nethod) (except
(g9)(6)(i)) and paragraph (i) (the mark-to-mrket election), are
proposed to apply to NPCs entered into on or after 30 days after
the date of publication of the final regulations in the Federal
Regi ster. Paragraphs (c) (definitions), (d) (taxable year of
i nclusion and deduction), (f) (nonperiodic paynents), (g)(4)
(significant nonperiodic paynents), and (g)(6)(i) (definition of
contingent and nonconti ngent nonperi odi c paynents) are proposed
to be integrated into the 1993 Treasury regul ati ons which apply
to NPCs entered into on or after Decenmber 13, 1993. Because of
their purely clarifying nature, these proposed changes wil |
apply to the sanme transactions that are governed by the 1993
Treasury regul ations.

Wth respect to NPCs that provide for contingent
nonperiodi ¢ paynments and that are in effect or entered into on
or after 30 days after the date of publication of these proposed
regul ations in the Federal Register, if a taxpayer has not
adopted a nethod of accounting for these NPCs, the taxpayer mnust
adopt a nethod that takes contingent nonperiodic paynents into
account over the life of the contract under a reasonable

anortization nethod, which may be, but need not be, a nethod
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that satisfies the specific rules in these proposed regul ations.
| f a taxpayer has adopted a nethod of accounting for these NPCs,
the Conmm ssioner generally will not require a change in the
accounting nmethod earlier than the first year ending on or after
30 days after the date of publication of the final regulations
in the Federal Register. The preceding sentence does not apply
to transactions described in Rev. Rul. 2002-30 (2002-1 C. B. 971)
or ot her published gui dance.

The proposed regul ations do not contain a specific
consi stency requirenment. Neverthel ess, under the general rules
governi ng accounting nethods, once a taxpayer adopts a method of
accounting for an item the taxpayer nust use the sane nethod
fromyear to year unless the taxpayer obtains the Conm ssioner’s
consent to change to anot her nethod of accounting
Char act er

The proposed regul ati ons under 81.162-30 provide that in
general, the net periodic and nonperiodic paynents (including
mar k-t o- mar ket deductions) are deductible by the payor under
section 162 as ordinary and necessary busi ness expenses.
However, paynents representing interest under the rules for
significant nonperiodic paynents as well as term nation paynents
are not deductible under section 162. A simlar rule is
provi ded for individuals in the proposed regul ati ons under

81.212-1(q). These regul ations under sections 162 and 212 are
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proposed to apply to NPCs entered into on or after 30 days after
the date of publication of the final regulations in the Federa
Regi st er.

Any gain or loss arising froma term nati on paynent,
however, is treated as capital gain or loss pursuant to the
proposed regul ati ons under section 1234A. These proposed
regul ations clarify that periodic paynents, nonconti ngent
nonperi odi ¢ paynments, and contingent nonperiodic paynents are
not term nation paynents.

The proposed regul ati ons under section 1234A also apply to
any gain or loss arising fromthe settlenent of obligations
under a bullet swap or forward contract. A paynent in
settl ement of obligations under a bullet swap or forward
contract, including a paynment pursuant to the terns of the
bull et swap or forward contract, is treated as gain or |oss from
a termnation of the bullet swap or forward contract.

For purposes of these proposed regul ations, a bullet swap
is defined as a financial instrunment that is not an excl uded
contract as defined in 81.446-3(c)(1)(ii), that provides for the
conputation of an anpbunt or anounts due fromone party to
anot her by reference to a specified i ndex upon a notional
principal anount, and that provides for settlenent of all the
parties’ obligations at or close to maturity of the contract,

rather than for the paynent of the specified anobunts at specific
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intervals. The definition of bullet swap is intended to cover a
contract that obligates each party to nake a paynent at the end
of the contract, although only one net paynent will actually be
paid. For exanple, party Ais obligated to pay at the end of
three years a fixed rate nultiplied by the notional anount.
Also at the end of three years, party Bis obligated to pay a
variable rate nultiplied by the sanme notional anount. At the
end of three years, only one party nakes a net paynment equal to
the difference between the fixed rate nmultiplied by the notional
anount and the variable rate multiplied by the notional anount.

These regul ations under section 1234A are proposed to apply
to NPCs entered into on or after 30 days after the date of
publication of the final regulations in the Federal Register.
Speci al Anal yses

It has been determ ned that this notice of proposed
rul emaking is not a significant regulatory action as defined in
Executive Order 12866. Therefore, a regulatory assessnent is
not required. It is hereby certified that these regul ations
will not have a significant econom c inpact on a substantia
nunber of small entities. This certification is based on the
fact that very few small businesses enter into NPCs with
conti ngent nonperiodi c paynents because these contracts are
costly and conpl ex and because they require constant nonitoring

and a sophisticated understandi ng of the capital markets.
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Therefore, a Regulatory Flexibility Analysis is not required.
Pursuant to section 7805(f) of the Code, this notice of proposed
rulemaking will be submtted to the Chief Counsel for Advocacy
of the Small Business Administration for comment on its inpact
on smal | busi nesses.
Comments and Public Hearing

Before these proposed regul ati ons are adopted as fi nal
regul ations, consideration will be given to any witten comrents
(a signed original and eight (8) copies) or electronic comments
that are submtted tinmely to the IRS. The IRS and Treasury
specifically request comments on the clarity of the proposed
rul es and how they may be nmade easier to understand. Al
comments will be available for public inspection and copying.

A public hearing has been schedul ed for May 25, 2004
beginning at 10 a.m, in the IRS Auditorium Seventh Fl oor,
| nternal Revenue Building, 1111 Constitution Avenue, NW,
Washi ngton, DC. Due to building security procedures, visitors
nmust enter at the Constitution Avenue entrance. In addition,
all visitors nust present photo identification to enter the
bui |l ding. Because of access restrictions, visitors will not be
adm tted beyond the inmedi ate entrance area nore than 30 m nutes
before the hearing starts. For information about having your
name placed on the building access list to attend the heari ng,

see “FOR FURTHER | NFORMATI ON CONTACT” section of this preanble.
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The rules of 26 CFR 601.601(a)(3) apply to the hearing.
Persons who wi sh to present oral comrents at the hearing nust
submt witten corments or el ectronic comments and an outline of
topics to be discussed and the tine to be devoted to each topic
(a signed original and eight (8) copies) by May 4, 2004. A
period of 10 mnutes will be allotted to each person meking
comments. An agenda show ng the scheduling of the speakers wll
be prepared after the deadline for receiving outlines has
passed. Copies of the agenda wll be available free of charge
at the hearing.

Drafting Information

The principal author of these regulations is Kate Sl eeth,
O fice of the Associate Chief Counsel (Financial Institutions
and Products). However, other personnel fromthe IRS and
Treasury participated in their devel opnent.

Li st of Subjects in 26 CFR Part 1

I ncone taxes, Reporting and recordkeepi ng requirenents.
Proposed Amendnents to the Regul ations

Accordingly, 26 CFR part 1 is proposed to be anended as
fol | ows:

PART 1- -1 NCOVE TAXES

Paragraph 1. The authority citation for part 1 continues

toread in part as foll ows:

Authority: 26 U S.C. 7805 * * *
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Par. 2. Section 1.162-30 is added to read as foll ows:

81.162-30 Notional principal contract paynents.

(a) In general. Anmounts taken into account by a taxpayer

pursuant to 81.446-3(d)(1) (including mark-to-market deductions)
Wth respect to a notional principal contract as defined in
81.446-3(c)(1)(i), are deductible as ordinary and necessary

busi ness expenses. However, this section will not apply to any
anount representing interest expense on the deened | oan
conponent of a significant nonperiodic paynent as described in
81.446-3(g)(4). For any loss arising froma term nation paynent
as defined in 81.446-3(h) (1), see section 1234A and the
regul ati ons thereunder. For the timng of deductions with
respect to notional principal contracts, see 81.446-3.

(b) Effective date. Paragraph (a) of this sectionis

applicable to notional principal contracts entered into on or
after 30 days after the date a Treasury deci sion based on these
proposed regul ations is published in the Federal Register.

Par. 3. In 81.212-1, paragraph (q) is added to read as
fol | ows:

81.212-1 Nontrade or nonbusi ness expenses

* * * * *

(g) Notional principal contract paynents--(1) Amounts

taken into account by an individual pursuant to 81.446-3(d)(1)

(including mark-t o-market deductions) wth respect to a notiona
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principal contract as defined in 81.446-3(c)(1)(i), are ordinary
and necessary, and are deductible to the extent these anounts
are paid or incurred in connection with the production or

coll ection of income. However, this section will not apply to
any anount representing interest expense on the deened | oan
conponent of a significant nonperiodic paynment as described in
81.446-3(g)(4). For any loss arising froma term nation paynent
as defined in 81.446-3(h)(1), see section 1234A and the

regul ations thereunder. For the tim ng of deductions with
respect to notional principal contracts, see 81.446-3.

(2) Effective date. Paragraph (q) of this sectionis

applicable to notional principal contracts entered into on or
after 30 days after the date a Treasury deci sion based on these
proposed regul ations is published in the Federal Register.

Par. 4. Section 1.446-3 is anended by:

1. Revi sing the introductory text of paragraph (a) and

the table of contents in paragraph (a).

2, Addi ng paragraph (c)(5).

3. Revi sing paragraphs (d), (f)(2)(i), (f)(2)(iii)(A),
and (g)(4).

4. Redesi gnating the text of paragraph (g)(6) as

paragraph (g) (7).

5. Addi ng new par agraph (g)(6).
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6. Amendi ng the newl y desi gnated text of paragraph
(9)(7) by:
(a) Revising the heading for Exanple 3.
(b) Adding Exanple 5 through Exanple 9.
7. Revi si ng paragraphs (i) and (j).
The revisions and additions read as follows:

81.446-3 Notional principal contracts.

(a) Table of contents. This paragraph (a) lists captioned

par agraphs contained in this section.

81.446-3 Notional principal contracts.

(a) Table of contents.

(b) Purpose.

(c) Definitions and scope.

(1) Notional principal contract.

(i) I'n general.

(i1) Excluded contracts.

(iii) Transactions within section 475.

(iv) Transactions wthin section 988.

(2) Specified index.

(3) Notional principal amount.

(4) Special definitions.

(1) Related person and party to the contract.
(1i) QObjective financial information.

(iii) Dealer in notional principal contracts.
(5) Risk-free interest rate and determni nati on date.
(i) Risk-free interest rate.

(ii1) Determ nation date.

(d) Taxabl e year of inclusion and deduction; adjustnent of gain
or |oss.

(1) Inclusion and deducti on.

(2) Adjustnment of gain or |oss.

(e) Periodic paynents.

(1) Definition.

(2) Recognition rules

(i) I'n general.

(ii) Rate set in arrears.

(ii1) Notional principal anmobunt set in arrears.
(3) Exanpl es.




35

(f) Nonperiodic paynents.

(1) Definition.

(2) Recognition rules.

(i) In general.

(ii) General rule for swaps.

(iii1) Alternative methods for swaps.
(A) Prepaid swaps.

(B) O her nonperiodic swap paynents.

(iv) Ceneral rule for caps and fl oors.

(v) Alternative nethods for caps and floors that hedge debt

i nstrunents.

(A) Prepaid caps and fl oors.

(B) Other caps and floors.

(C Special nmethod for collars.

(vi) Additional nethods.

(3) Term of extendible or term nable contracts.

(4) Exanpl es.

(g) Special rules.

(1) Disguised notional principal contracts.

(2) Hedged notional principal contracts.

(3) Options and forwards to enter into notional principal
contracts.

(4) Swaps with significant nonperiodi c paynents.

(5) Caps and floors that are significantly in-the-noney.

[ Reser ved]

(6) Notional principal contracts with contingent nonperiodic
payment s.

(i) Definitions.

(A) Noncontingent nonperiodic paynments.

(B) Contingent nonperiodic paynments.

(ii) Noncontingent swap nethod.

(1i1) Determ ning projected amount of contingent paynent.

(A) Paynment based on actively traded futures or forward
contracts.

(B) Paynent based on extrapol ation from current nmarket prices.
(C Paynent based on reasonabl e estinate.

(i1v) Redeterm nations of projected paynents and | evel paynent
anmount s.

(A) General rule.

(B) Special rule for fixed but deferred contingent nonperiodic
payment s.

(v) Adjustnents follow ng redeterm nations.

(vi) Adjustnents for differences between projected and act ual
paynent s.

(vii) Recordkeepi ng requirenents.

(7) Exanpl es.

(h) Term nation paynents.
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(1) Definition.

(2) Taxabl e year of inclusion and deduction by original parties.
(3) Taxabl e year of inclusion and deduction by assignees.

(4) Special rules.

(i) Assignnent of one leg of a contract.

(ii1) Substance over form

(5) Exanpl es.

(i) Election to mark to market .

(1) General rule.

(2) Scope of election.

(3) Determ nation of fair market val ue.

(i) Determnation based on readily ascertai nabl e val ue.

(i1) Determ nation based on value used for financial statenents.
(iii) Determ nation based on counterparty's mark-to-market

val ue.

(iv) Determ nation based on value used in determ ning net asset
val ue.

(4) Requirements for use of financial statenment val ues.

[ Reser ved]

(5) Notional principal contracts accruing interest on
significant nonperiodic paynents.

(i) Ceneral rule.

(1i) Special rules for significant contingent nonperiodic
payment s.

(1i1) Nonapplicability to regul ated investnent conpanies.

(6) Election.

(j) Effective dates.

(1) General rule.

(2) Exception.

* * * * *

(C) * * %

(5) Risk-free interest rate and determ nation date--(i)

Ri sk-free interest rate. The risk-free interest rate is the

applicabl e Federal rate determ ned in accordance with section
1274(d)(1) for a determ nation date and the period remaining in
the termof the contract on the determ nation date.

(11) Determ nation date. A determnation date is the

comrencenent date of the swap, each redeterm nation date as
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defined in paragraph (g)(6)(ii) of this section, and each
speci al redeterm nation date as defined in paragraph
(9)(6)(iv)(B) of this section.

(d) Taxabl e year of inclusion and deduction; adjustnent of

gain or loss--(1) Inclusion and deduction. For all purposes of

the I nternal Revenue Code, the net incone or net deduction from
a notional principal contract for a taxable year is taken into
account for that taxable year. The net incone or net deduction
froma notional principal contract for a taxable year equals the
total of all of the periodic paynents that are recogni zed from
that contract for the taxable year under paragraph (e) of this
section, all of the nonperiodic paynents that are recogni zed
fromthat contract for the taxable year under paragraph (f) of
this section, and the mark-to-market inconme inclusions and
deducti ons recogni zed from that contract under paragraph (i) of
this section.

(2) Adjustnent of gain or loss. Proper adjustnent shall be

made in the ampbunt of any gain or | oss realized on a sale,
exchange, or term nation of a notional principal contract for

i ncl usi ons or deductions pursuant to paragraphs (d)(1) and
(g)(4) of this section and for paynments or receipts with respect
to the notional principal contract.

* * * * *

(f)***
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(2) Recognition rules--(i) In general. Al taxpayers,

regardl ess of their method of accounting, nust recogni ze the
ratable daily portion of a nonperiodic paynent for the taxable
year to which that portion relates. Generally, a nonperiodic
payment nust be recogni zed over the termof a notional principal
contract in a manner that reflects the econom c substance of the
contract. See paragraph (g)(6) of this section for additiona
rul es for contingent nonperiodic paynents.
ok k%

(iii) * * =

(A) Prepaid swaps. An upfront paynment on a swap may be

anortized by assum ng that the nonperiodic paynent represents
the present value of a series of equal paynents made throughout
the termof the swap contract (the |evel paynent nethod),

adj usted as appropriate to take account of increases or
decreases in the notional principal amount. The discount rate
used in this calculation nust be the rate (or rates) used by the
parties to determ ne the anmount of the nonperiodic paynent. |If
that rate is not readily ascertainable, the discount rate used
must be a rate that is reasonable under the circunstances.
Under this nethod, an upfront paynent is allocated by dividing
each equal paynent into its principal recovery and tinme val ue
conponents. The principal recovery conponents of the equa

paynents are treated as periodic paynents that are deened to be
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made on each of the dates that the swap contract provides for
periodi c paynents by the payor of the nonperiodic paynment or, if
none, on each of the dates that the swap contract provides for
periodi c paynents by the recipient of the nonperiodic paynent.
The sum of the principal recovery conponents equal s the anount
of the upfront paynent. The tinme value conponent is used to
conpute the anortization of the nonperiodic paynent but is

ot herwi se disregarded. See paragraph (f)(4) Exanple 5 of this

secti on.

* * * * *

(g) * * %

(4) Swaps with significant nonperiodic paynents. The

parties to a swap wth one or nore significant nonperiodic
paynents nust treat the contract as two or nore separate
transacti ons consi sting of an on-nmarket swap and one or nore

| oans. The parties must account for the | oans separately from
the swap. The paynents associated with the on-market swap are
included in the net incone or net deduction fromthe swap under
par agraph (d) of this section. The tine val ue conponents
associated with the | oans are not included in the net incone or
net deduction fromthe swap under paragraph (d) of this section
but are recognized as interest for all purposes of the Interna
Revenue Code. The on-market swap nust result in recognition of

the paynents associated with the swap in a manner that conplies
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with the principles set forth in paragraph (f)(2)(i) of this
section. See paragraph (g)(7) Exanple 3 of this section for a
situation in which the on-nmarket swap paynents for a party
maki ng a significant nonperiodic upfront paynent will be |evel
paynents that may be constructed through a conbination of the
actual paynents on the swap and | evel paynments conputed under
the | evel paynent nethod provided by paragraph (f)(2)(iii)(A) of
this section. |In certain cases, a swap with significant
nonperiodi c paynents ot her than an upfront paynent may be
treated as if the swap provided for a series of |evel paynent

| oan advances having a present val ue equal to the present val ue
of the nonperiodic paynents, with the anount of each | oan
advance being inmedi ately returned as a | evel paynent on the
swap. See paragraph (g)(7) Exanple 5 of this section. For

pur poses of section 956, the Comm ssioner may treat any
nonperi odi ¢ swap paynent, whether or not it is significant, as
one or nore | oans.

* * *x % *

(6) Notional principal contracts with contingent

nonperi odi ¢ paynents--(i) Definitions--(A) Nonconti ngent

nonperi odi c paynents. A noncontingent nonperiodic paynent is a

nonperi odi ¢ paynent that either is fixed on or before the end of
the taxable year in which a contract commences or is equal to

the sum of anobunts that woul d be periodic paynents if they are
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pai d when they becone fixed (including amounts deterni ned as
i nterest accruals).

(B) Contingent nonperiodic paynents. A contingent

nonperi odi ¢ paynent is any nonperiodi c paynent other than a
nonconti ngent nonperi odi ¢ paynent.

(i1) Noncontingent swap nethod. Under the noncontingent

swap method, a taxpayer, regardless of its nmethod of accounting,
recogni zes each contingent nonperiodic paynment with respect to a
notional principal contract by determ ning the projected anount
of the paynent and by applying to that projected anmount the

| evel paynment nethod described in paragraphs (f)(2)(iii)(A) and
(B) of this section. The projected anbunt of a conti ngent
nonperiodi c paynent is the reasonably expected anount of the
paynent, which is determ ned by using one of the nethods
described in paragraph (g)(6)(iii) of this section and by using
the risk-free interest rate in applying the | evel paynent

met hod. On each successive anniversary date for the notional
princi pal contract (a redeterm nation date) and each speci al
redeterm nation date (as defined in paragraph (g)(6)(iv)(B) of
this section), the taxpayer nust redeterm ne the projected
anount of each contingent nonperiodic paynent, reapply the |evel
paynment nethod as provided in paragraph (g)(6)(iv) of this
section, and make the adjustments specified in paragraph

(g9)(6)(v) of this section. |If paragraph (g)(4) of this section
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applies to the notional principal contract, redetermn nations and
adj ustments nust al so be nade to account for the tinme val ue
conponents of the transaction as interest in accordance with

t hat paragraph. Except for contingent nonperiodic paynents
governed by paragraph (g)(6)(iv)(B) of this section, in the

t axabl e year in which a contingent paynent is nmade or received,
the parties nust nake appropriate adjustnents to the anount of
i ncone or deductions attributable to the notional principal
contract for any differences between projected and actual
contingent nonperiodic paynents as provided in paragraph
(g)(6)(vi) of this section

(iii) Determning projected anbunt of contingent paynent--

(A) Paynent based on actively traded futures or forward

contracts. |If a contingent nonperiodic paynent is determ ned
under the contract by reference to the value of a specified

i ndex on a designated future date, the projected anount of the
paynent may be determ ned on the basis of the future value for
the specified index in actively traded futures or forward
contracts, if any, providing for delivery or settlenment on the
designated future date. |If no actively traded contract exists
for the designated future date, a determ nation fromthe future
val ues for the specified index in actively traded futures or

forward contracts, if any, providing for delivery or settlenent
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on dates within three nonths of the designated future date may
be used.

(B) Paynent based on extrapolation fromcurrent market

prices. |If a contingent nonperiodic paynment is determ ned under
the contract by reference to the value of a specified index on a
designated future date, the projected anount of the paynent nay
be determ ned on the basis of the current value of the specified
i ndex as established by objective financial information adjusted
to convert the current value to a future value for the specified
i ndex on the designated future date. The current value is
converted to a future val ue by adding to the current val ue an
anount equal to the accrual of interest on the current val ue
under a constant yield nmethod at the risk-free interest rate

Wi th appropriate conpoundi ng and by maki ng appropriate

adj ustnents for expected cash paynents on the property
underlying the specified index.

(C Paynent based on reasonable estimate. |If the nethods

provi ded in paragraphs (g)(6)(iii)(A) and (B) of this section do
not result in a reasonable estinmate of the anpbunt of the

conti ngent paynent, the taxpayer nust use another nethod that
does result in a reasonable estimate of the anount of the

conti ngent paynent and that is based on objective financial

i nformati on.
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(iv) Redeterm nations of projected paynents and | evel

paynent amounts--(A) General rule. On each redeterm nation

date, the taxpayer nust redeterm ne the projected anount using
current values on the redeterm nation date and the same nethod
that was used on the comencenent date of the notional principal
contract, and nust reapply the | evel paynent nethod as of the
comrencenent date of the notional principal contract on the
basis of the new projected paynment anmount and the risk-free
interest rate in effect on the redeterm nation date.

(B) Special rule for fixed but deferred contingent

nonperiodic paynents. |If a contingent nonperiodic paynent is

fixed nore than six nonths before it is due, and if the date the
paynment is fixed is in a different taxable year fromthe date
the paynent is due, the date on which the paynent is fixed is a
speci al redetermnation date. As of that date, the taxpayer
must treat the fixed amount as the projected anount for that
conti ngent nonperiodi c paynent and apply paragraphs (g)(6)(iv)
and (v) of this section as if the special redeterni nation date
were a redetermnation date.

(v) Adjustnents follow ng redeterm nations. Follow ng each

redeterm nati on of projected paynents and | evel paynent anounts,
t he taxpayer nust apply the new schedul e of | evel paynents for
pur poses of determ ning amounts to be recognized in the current

and subsequent taxable years with respect to the conti ngent
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nonperi odi c paynents. Any difference between the anounts
recogni zed in prior taxable years and the anobunts that would
have been recogni zed in those years had the new | evel paynent
schedul e been in effect for those years is taken into account as
addi tional paynents or receipts with respect to the contract
ratably over the one-year period beginning with the

redeterm nation date and, to the extent attributable to a
difference in the interest amounts cal cul at ed under paragraph
(g)(4) of this section, is recognized as interest for al

pur poses of the Internal Revenue Code.

(vi) Adjustnents for differences between projected and

actual paynents. Any difference between the anmbunts taken into

account under paragraph (f) and this paragraph (g)(6) on the one
hand and the anmount of the actual paynent under the contract on
the other hand is taken into account as an adjustnent to the net
i ncome or net deduction fromthe notional principal contract for
t he taxabl e year during which the paynent occurs, and not as an
adj ustnment to interest incone or expense.

(vii) Recordkeeping requirenents. The books and records

mai nt ai ned by a taxpayer nust contain a description of the

met hod used to determ ne the projected anobunt of a conti ngent
paynment , projected paynent schedul es, any adjustnents foll ow ng
redeterm nations, and any adjustments for differences between

proj ected and actual contingent paynents.
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(7)***

Exanple 3. Upfront significant nonperiodic paynent. * * *

* * * * *

Exanpl e 5. Backl oaded significant nonperi odi ¢ paynent
(i) On January 1, 2003, unrelated parties P and Q enter into an
interest rate swap contract. Under the terns of the contract, P
agrees to nmake five annual paynments to Q equal to LIBOR tines a
notional principal anount of $100,000,000. In return, Q agrees
to pay P 6% of $100, 000,000 annually, plus $24, 420,400 on
Decenber 31, 2007. At the time P and Qenter into this swap
agreenent the rate for simlar on-market swaps is LIBOR to 10%
Assune that on January 1, 2003, the risk-free rate is 10%

(ii) The $24, 420,400 paynment fromQto P is significant when
conpared to the present value of the total paynments due from Q
under the contract. Accordingly, pursuant to paragraph (g)(4)
of this section, the transaction is recharacterized as two
separate transactions. First, P is treated as paying to Q a
series of $4,000,000 |evel paynment |oan advances. The present
val ue of the | evel paynent | oan advances equal s the present
val ue of $24, 420, 400, the significant nonperiodic paymnent.
Stated differently, the sumof the |l evel paynment | oan advances
and accrued interest on those advances equals the significant
nonperi odi c paynent.

(iii) Next, Qis treated as using each | oan advance to fund
five annual |evel swap paynents of $4,000,000. The |evel
paynent | oan advances and accrued i nterest on the advances
conputed with annual conpounding at 10% are as foll ows:

Level Accr ued

Paynent I nt er est
2003 ......... $ 4, 000, 000 $ 0
2004 ......... 4, 000, 000 400, 000
2005 ......... 4, 000, 000 840, 000
2006 ......... 4, 000, 000 1, 324, 000
2007 ......... 4, 000, 000 1, 856, 400
$20, 000, 000 $4, 420, 400

(iv) P recognizes interest inconme, and Q accrues interest
expense, each taxable year equal to the interest accruals on the
deened | evel payment | oan advances. These interest anounts are
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not included in the parties’ net incone or net deduction from
the swap contract under paragraph (d) of this section.

(v) The level paynent anounts of $4,000,000 are taken into
account in determning the parties’ net incone and deductions on
t he swap pursuant to paragraph (d) of this section.

Exanpl e 6. Conti ngent nonperiodi c paynent on an equity
swap. (i) On January 1, 2005, unrelated parties V and Wenter
into an equity swap contract. Under the terns of the contract,
V agrees to make three annual paynments to Wequal to 1-year
LIBOR times a notional principal anmount of $50,000,000. In
return, Wagrees to make a single paynment on Decenber 31, 2007
equal to the appreciation, if any, of a $50, 000, 000 i nvest nent
in a basket of equity securities over the termof the swap. V
is obligated to make a single paynent on Decenber 31, 2007,
equal to the depreciation, if any, in the sanme $50, 000, 000
investnment in the basket of equity securities. Assune that on
January 1, 2005, 1-year LIBOR is 9.5% and the risk-free rate is
10. 0%

(ii) This contract is a notional principal contract as
defined in paragraph (c)(1) of this section. The annual LIBOR
based paynents fromV to Ware periodic paynents and the single
paynment on Decenber 31, 2007, is a contingent nonperiodic
paynent .

(ii1) Pursuant to the nethod described in (g)(6)(iii)(B) of
this section, the parties determ ne that the projected anmount of
t he contingent nonperiodic paynent that Ww |l pay V on Decenber
31, 2007, is $16,550,000. The present value of this projected
fixed paynment is significant when conpared to the present val ue
of the total paynents due from Wunder the contract.

Accordi ngly, pursuant to paragraph (g)(4) of this section, the
transaction is recharacterized as two separate transactions.

(iv) As a prelimnary step, using the risk-free rate of
10.0% as the discount rate, the parties determ ne the |evel
paynent anmounts that have a present value equal to the present
val ue of $16, 550, 000, the projected significant nonperiodic
paynent. Stated differently, the sumof the |evel paynent
amounts and accrued interest at 10.0% on those anmounts nust
equal the projected significant nonperiodic paynent. The |evel
payment anounts thus determ ned are $5, 000, 000.

(v) Next, Vis treated as paying to Wa series of
$5, 000, 000 | oan advances.
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(vi) Then, Wis treated as using each | oan advance to fund
one of the three annual |evel swap paynents of $5, 000, 000. The
| evel paynent | oan advances and accrued interest on the advances
conputed with annual conpounding at 10.0% are as foll ows:

Level Accr ued

Paynent | nt er est
2005 ......... $ 5, 000, 000 $ 0
2006 ......... 5, 000, 000 500, 000
2007 ......... 5, 000, 000 1, 050, 000
$15, 000, 000 $1, 550, 000

(vii) No interest anobunt is taken into account for the
contract year 2005.

(viii) The level paynent anmount of $5,000,000 is taken into
account for the contract year 2005 in determning the parties’
net incone and deductions on the swap pursuant to paragraph (d)
of this section.

(ix) For the contract year 2005, V nakes a swap paynent to
Wequal to 1-year LIBOR at 9.5% tines $50, 000, 000, or
$4, 750,000, and Wis deened to nmake a swap paynent to V equal to
t he annual |evel paynment of $5,000,000. The net of the ratable
daily portions of these paynents determ nes the annual net
i nconme or deduction fromthe contract for both V and W

Exanple 7. Initial Adjustnment. (i) The terns of the
equity swap agreenent are the sane as in Exanple 6. In
addi ti on, assune that on January 1, 2006, the first
redeterm nation date, 1-year LIBOR is 10.0% and the risk-free
rate is 10.5% On that date, the parties redeterm ne the
proj ected anmount of the contingent nonperiodic paynent using
current values in effect on that date. Under the nethod
described in (g)(6)(iii)(B) of this section, the parties
determ ne that the reprojected amount of the contingent
nonperiodi c paynent that Ww Il pay V on Decenber 31, 2007, is
$23, 261, 500. The present value as of January 1, 2005, of this
projected fixed paynent is significant when conpared to the
present value of the total payments due from Wunder the
contract. Accordingly, pursuant to paragraph (g)(4) of this
section, the transaction is recharacterized as two separate
transacti ons.
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(ii) The parties use the redeterm ned proj ected anount of
$23, 261,500, to reapply the nethod provided by paragraph (g)(4)
of this section effective as of the conmencenent date of the
swap. As a prelimnary step, using the risk-free rate of 10.5%
as the discount rate, the parties determ ne the | evel paynent
anounts that have a present value equal to the present val ue of
$23, 261, 500, the reprojected significant nonperiodic paynment.
Stated differently, the sumof the |evel paynent anounts and
accrued interest at 10.5% on those anounts nust equal the
reprojected significant nonperiodic paynent. The |evel paynent
amounts t hus deternined are $6, 993, 784.

(iii) Next, Vis treated as paying to Wa series of
$6, 993, 784 | oan advances.

(iv) Then, Wis treated as using each | oan advance to fund
one of the three annual |evel swap paynments of $6,993,784. The
| evel paynent | oan advances and accrued interest on the advances
conputed with annual conpounding at 10.5% are as foll ows:

Level Accrued

Paynent | nt er est
2005 ......... $ 6,993,784 $ 0
2006 ......... 6, 993, 784 734, 347
2007 ......... 6, 993, 784 1, 545, 801

$20, 981, 352 $2, 280, 148

(v) For the contract year 2006, V recognizes interest
i ncome, and Waccrues interest expense equal to the accrued
interest of $734,347 on the deened | evel paynent | oan advance.
These interest amounts are not included in the parties’ net
i ncome or net deduction fromthe swap contract under paragraph
(d) of this section.

(vi) The level paynment anount of $6,993,784 is taken into
account for the contract year 2006 in determ ning the parties’
net income and deductions on the swap pursuant to paragraph (d)
of this section.

(vii) The parties also take into account for the contract
year 2006 the difference between the anmount recogni zed for 2005
and the anount that woul d have been recogni zed in 2005 had the
new | evel paynment schedule in this Exanple 7 been in effect in
2005. Thus, for purposes of paragraph (d) of this section, Wis
treated as naking a swap paynent, and V is treated as receiving
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a swap paynment of $1,993, 784 ($6,993, 784 — $5,000,000) for
pur poses of paragraph (d) of this section.

(viii) For the contract year 2006, V nakes a swap paynent
to Wequal to 1l-year LIBOR at 10.0%tinmes $50, 000, 000, or
$5, 000, 000, and Wis deened to nmake a swap paynent to V equal to
t he annual |evel paynment of $6,993, 784 and the adjustnent anount
of $1,993,784. The net of the ratable daily portions of these
paynents determ nes the annual net incone or deduction fromthe
contract for both V and W

Exanpl e 8. Subsequent Adjustnment. (i) The terns of the
equity swap agreenent are the sane as in Exanple 7. In
addi ti on, assune that on January 1, 2007, the second
redeterm nation date, 1-year LIBOR is 11.0% and the risk-free
rate is also 11.0% On that date, the parties redeternine the
proj ected anmount of the contingent nonperiodic paynent using
current values in effect on that date. The parties determ ne
that the reprojected anount of the contingent nonperi odic
paynent that Wwill pay V on Decenber 31, 2007, is $11, 050, 000
The present value as of January 1, 2005, of this projected fixed
paynment is significant when conpared to the present value of the
total paynents due from Wunder the contract. Accordingly,
pursuant to paragraph (g)(4) of this section, the transaction is
recharacterized as two separate transacti ons.

(ii) The parties use the redeterm ned projected anmount of
$11, 050, 000, to reapply the nethod provided by paragraph (g)(4)
effective as of the comencenent date of the swap. As a
prelimnary step, using the risk-free rate of 11.0% as the
di scount rate, the parties determ ne the | evel paynent anounts
that have a present value equal to the present val ue of
$11, 050, 000, the reprojected significant nonperiodi c paynent.
Stated differently, the sumof the | evel paynment anounts and
accrued interest at 11.0% on those anmounts nust equal the
reprojected significant nonperiodic paynment. The |evel paynent
amounts thus determ ned are $3, 306, 304.

(iii) Next, Vis treated as paying to Wa series of
$3, 306, 304 | oan advances.

(iv) Then, Wis treated as using each | oan advance to fund
one of the three annual |evel swap paynents of $3,306,304. The
| evel paynent | oan advances and accrued interest on the |oan
advances conputed with annual conpounding at 11.0% are as
foll ows:
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Level Accrued

Paynment | nt er est
2005 ......... $3, 306, 304 $ 0
2006 ......... 3, 306, 304 363, 693
2007 ......... 3, 306, 304 767, 393

$9, 918, 912 $1, 131, 086

(v) For 2007, V recognizes interest inconme, and Waccrues
i nterest expense equal to the $767,393 accrued interest amount
for 2007 on the deened | oan advances. In addition, V has a net
interest expense itemand Whas a net interest incone itemequa
to $370, 654 ($734,347 — $363,693), the difference between the
interest accrual taken into account for 2006 and the anount that
woul d have been taken into account for 2006 had the new | evel
paynent schedule in this Exagple 8 been in effect for 2006. As
a result, V has net interest inconme and Whas net interest
expense in the amount of $396,739 for 2007. These interest
anounts are not included in the parties’ net incone or net
deduction fromthe swap contract under paragraph (d) of this
section.

(vi) The level paynment anount of $3, 306,304 is taken into
account for the contract year 2007 in determining the parties’
net inconme and deductions on the swap pursuant to paragraph (d)
of this section.

(vii) For 2007, the parties also take into account for 2007
the difference between the anounts previously recognized for
2005 and 2006 and the anmounts that woul d have been recogni zed
for those years had the new | evel paynent schedule in this
Exanple 8 been in effect in 2005 and 2006. The anounts
previously recogni zed were: a total of $6,993,784 for 2005
which is the sumof $5,000,000 (in 2005) and $1, 993,784 (in
2006), and a total of $6,993,784 for 2006 (in 2006). The
adj ust nent anmount, therefore, equals two tines $3, 687, 480
(%6, 993, 784 - $3,306,304), or $7,374,960. This amount is taken
into account as a paynent for purposes of paragraph (d) of this
section.

(viii) For the contract year 2007, V nakes a swap paynent
to Wequal to 1-year LIBOR at 11. 0% times $50,000, 000, or
$5, 500, 000. Wis deened to nake a swap paynent to V equal to
the annual |evel payment for 2007 of $3,306,304, and Vis deened
to make a swap paynent to Wequal to the adjustnment anount of
$7,374,960. The net of the ratable daily portions of these
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paynents determ nes the annual net incone or deduction fromthe
contract for both V and W

Exanple 9. Adjustnent for actual paynent. (i) The terns
of the equity swap agreement are the sane as in Exanple 8. In
addi tion, on Decenber 31, 2007, W nmakes a paynent to V of
$25, 000, 000, an ampunt equal to the appreciation of a
$50, 000, 000 i nvestnment in the basket of equity securities.

(ii) For 2007, $13,950,000, the difference between
$25, 000, 000 and $11, 050,000, the projected anount of the
contingent paynent as of January 1, 2007, is taken into account
as an adjustnent to the parties’ net inconme or deductions for
each party’s taxabl e year that contains Decenber 31, 2007
pursuant to paragraph (d) of this section.

*x * % * *

(i) Election to mark to market. A taxpayer may elect to

mark to market notional principal contracts providing for
nonperi odi c paynments. The rules of paragraphs (f) (other than
(f)(2)(i)), (g)(6)(ii) through (vii), and (h) of this section do
not apply to contracts to which this paragraph (i) applies. See
paragraph (i)(5) of this section for rules respecting interest
accrual s under paragraph (g)(4) of this section for contracts
provi ding for significant nonperiodic paynents to which this
paragraph (i) applies.

(1) General rule. 1In the case of any contract held at the

cl ose of the taxable year to which this paragraph (i) applies,

t he taxpayer shall determ ne incone inclusions and deductions by
reference to the gain or loss that would be realized if the
contract were sold for its fair market value on the |ast

busi ness day of the taxable year. Proper adjustnent shall be
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made i n the amount of any gain or |oss subsequently realized (or
cal cul ated) for the incone inclusions and deductions taken into
account by reason of this paragraph (i)(1) as provided in
paragraph (d)(2) of this section.

(2) Scope of election. The election provided by this

paragraph is available for notional principal contracts that
are- -

(i) O atype that is actively traded within the neaning of
81.1092(d)-1(c) (determ ned without regard to the [imtation in
81.1092(d)-1(c)(2));

(ii) Marked to market by the taxpayer for purposes of
determ ning the taxpayer’s financial incone provided the
t axpayer satisfies the requirenents in paragraph (i)(4) of this
section;

(iii) Subject to an agreenment by a party to the contract
that is subject to section 475 to supply to the taxpayer the
value that it uses in applying section 475(a)(2); or

(iv) Marked to market by a regul ated investnent conpany
described in section 1296(e)(2).

(3) Determnation of fair nmarket value. For purposes of

paragraph (i)(1) of this section, fair market value is
determ ned by applying the rules set forth in paragraphs

(i)(3)(i) through (iv) of this section.
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(i) Determ nation based on readily ascertainabl e val ue.

For a contract described in paragraph (i)(2)(i) of this section,
fair market value is determ ned based on the nean between the
bid and asked prices quoted for the contract on an established
financial market as defined in 81.1092(d)-1(b)(1), or, if bid
and asked prices are not avail able, conparabl e prices determ ned
on the basis of recent price quotations described in 81.1092(d) -
1(b)(2).

(ii) Determ nation based on value used for financial

statenents. For a contract described in paragraph (i)(2)(ii) of

this section that is not described in paragraph (i)(2)(i) of
this section, fair market value is the value used by the

t axpayer for purposes of preparing its financial statenments
under paragraph (i)(4) of this section.

(iii) Determ nation based on counterparty’s nmark-to-market

val ue. For a contract described in paragraph (i)(2)(iii) of
this section that is not described in paragraph (i)(2)(i) of
this section, fair market value is the mark-to-market val ue
provi ded by a counterparty as being the value the counterparty
used for purposes of section 475(a)(2).

(iv) Determ nation based on value used in determning net

asset value. Notw thstandi ng paragraphs (i)(3)(i) through (iii)

of this section, for a contract described in paragraph
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(i)(2)(iv) of this section, fair narket value is the val ue used
by the taxpayer in determning its net asset val ue.

(4) Requirenents for use of financial statenent val ues.

[ Reserved] .

(5) Notional principal contracts accruing interest on

significant nonperiodic paynents--(i) General rule. If a

notional principal contract that is marked to market under this
paragraph (i) provides for one or nore significant nonperiodic
paynent s, paragraph (g)(4) of this section applies to the
contract (conputed with regard to the rule in paragraph
(i)(5)(ii) of this section). Proper adjustnent shall be made in
t he amount of any incone inclusions or deductions recognized
under paragraph (i)(1) of this section to take into account
anounts recogni zed as interest under paragraph (g)(4) of this
section and the paynent or receipt of the nonperiodic paynent or
paynent s.

(1i1) Special rules for significant contingent nonperiodic

paynments. In the case of a contract providing for a significant
conti ngent nonperiodi c paynent, the projected anmount of the
paynent is determ ned by applying one of the nethods descri bed
in paragraph (g)(6)(iii) of this section or by applying the
deened equi val ent val ue net hod described in this paragraph
(i)(5(ii). The amount of the paynment is not redeterm ned

except as provided in paragraph (g)(6)(iv)(B) of this section.



56

The deened equival ent val ue nmethod may be applied if the
contract fixes the timng and amount of all of the paynents
under the contract, except for a sole significant contingent
nonperiodi ¢ paynment. Under the deened equival ent val ue nethod,
the anount of the significant contingent nonperiodic paynent is
t he amount that, as of the date the terns of the contract are
fi xed, causes the present value of all of the paynents by the

t axpayer to equal the present value of all of the paynents of
the counterparty to the contract. The present val ue of each
paynent of the contract is determ ned by applying the risk-free
interest rate.

(i1i1) Nonapplicability to regul ated i nvestnent conpani es.

Par agraphs (i)(5)(i) and (ii) of this section do not apply to a
regul ated i nvest nent conpany described in paragraph (i)(2)(iv)
of this section that nmakes an el ection under paragraph (i) of
this section.

(6) Election. An election to apply this paragraph (i) nust
be made with respect to all notional principal contracts
described in paragraph (i)(2) of this section to which the
taxpayer is a party. The election nust be nade in the tinme and
manner prescri bed by the Conmm ssioner and is effective for the
t axabl e year for which made and all subsequent taxable years,

unl ess revoked with the consent of the Conm ssioner.
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(j) Effective dates--(1) Ceneral rule. Except as provided

in paragraph (j)(2) of this section, this section is applicable
for notional principal contracts entered into on or after

Decenber 13, 1993.

(2) Exception. Paragraphs (g)(6) (other than (g)(6)(i))
and (i) of this section are applicable for notional principal
contracts entered into on or after 30 days after the date a
Treasury deci sion based on these proposed regulations is
published in the Federal Register.

Par. 5. Section 1.1234A 1 is added to read as foll ows:

"1.1234A-1 Notional principal contracts, bullet swaps, and

forward contracts.

(a) CGeneral rule. |If a taxpayer has a position in a

notional principal contract governed by the rules of 81.446-3,
any gain or loss arising froma term nation paynent as defined
in 81.446-3(h)(1) is treated as gain or loss froma termnation
of the notional principal contract.

(b) Nonapplicability to paynments other than termnination

paynents. For purposes of section 1234A, none of the follow ng
paynents term nate or cancel a right or obligation: a periodic
paynment described in 81.446-3(e), a nonperiodic paynent
described in 81.446-3(f), a contingent nonperiodic paynent
described in 81.446-3(g)(6) to which 81.446-3(g)(6)(ii) applies,

or mark-to-market incone inclusions and deducti ons described in
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81.446-3(1)(1). Accordingly, section 1234A does not apply to
any of these itens, including any final schedul ed paynent. |If a
paynent made or received pursuant to a notional principal
contract is not a term nation paynment as defined in 81.446-
3(h)(1), the paynent constitutes ordinary incone or expense.

See sections 162 and 212 and the regul ations thereunder.

(c) Bullets swaps and forward contracts--(1) Any gain or

|l oss arising fromthe settlenent of obligations under a bull et
swap or forward contract (including a paynent pursuant to the
terms of the obligations) is treated as gain or loss froma
termnation of the bullet swap or forward contract.

(2) Definition of bullet swap. A bullet swap is a

financial instrunent that is not an excluded contract as defined
in 81.446-3(c)(1)(ii), that provides for the conputation of an
anount or anmounts due fromone party to another by reference to
a specified index upon a notional principal anmount, and that
provi des for settlenent of all the parties’ obligations at or
close to maturity of the contract.

(d) Effective date. Paragraphs (b)(1) and (c) of this

section are applicable to notional principal contracts, bullet

swaps, and forward contracts entered into on or
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after 30 days after the date a Treasury deci sion based on these

proposed regul ations is published in the Federal Register.

Mark E. Matt hews,

Deputy Comm ssioner for Services and Enforcenent.



