regulations followed the general approacments, the principles that govern the ac-
in the then proposed 8§ 1.1275-4(g) corcounting for interest and principal of
tingent payment debt regulations (LR-functional currency contingent payment
189-84, 51 F.R. 12022 (1986), amendedebt instruments should apply. Treasury
FI-189-84 56 F.R. 8308 (1991)) and biand the Service believe that providing a
furcated debt instruments into contingentonsistent set of rules in this area is in the
and noncontingent components. After ahest interests of taxpayers. In addition,
instrument was bifurcated, the proposedreasury and the Service are concernec
regulations applied the rules in § 1.988—that, in the absence of regulations requir-
through -5, as appropriate, to the resultingg the application of the principles of
components. § 1.1275-4 to nonfunctional currency
On December 16, 1994, Treasury an@ontingent instruments, taxpayers can
the Service did not adopt the bifurcatior@void the application of these principles
approach by withdrawing the then proby denominating contingent payment debt
_ ) posed § 1.1275-4(g) regulations. At théstruments in a nonfunctional currency.
Foreign Contingent Debt; same time, they proposed a new set of
Request for Comments § 1.1275-4 regulations that adopted thél' General Approach Under Study.
“noncontingent bond method.” Under the Treasury and the Service generally be-
noncontingent bond method, interest ifieve that with respect to nonfunctional
l. Summary. accrued on the issue price of the instricurrency contingent instruments issued
ment at a rate equal to the comparabfer money or publicly traded property,
The Department of Treasury (“Trea-ield. Such a yield is the yield at whichregulations should apply the principles of
sury”) and the Internal Revenue Servic@n issuer would issue a fixed rate debt irg 1.1275-4(b) in the nonfunctional cur-
(the “Service”) intend, in the near futurestrument with terms and conditions simirency and provide for the translation of
to withdraw the proposed regulationsar to those of the contingent paymeninterest and principal into functional cur-
under section 988 regarding contingendebt instrument. The interest on the debiency by applying principles similar to
payment debt instruments, dual currencistrument is original issue discount andhose that apply under section 988 to in-
debt instruments and multi-currency debiherefore, is taken into account as it acstruments with original issue discount.
instruments and are considering how newyes, regardless of the taxpayer’s normals explained further below, application of
proposed regulations under section 98§ethod of accounting. The comparabl§ 1.1275—4(b) principles to nonfunctional
should treat these types of debt inStrL57ie|d is used to construct a projected payeurrency contingent instruments generally
ments. This announcement is intended {@ent schedule for the debt instrumentyould require taxpayers to (i) accrue in-
apprise taxpayers of the general approagthich includes a projected amount foterest in the nonfunctional currency at a
currently being considered by Treasurgach contingent payment. yield at which the issuer would issue a
and the Service with respect to the taxa- |f the actual amount of a contingenfixed rate debt instrument denominated in
tion of contingent payment debt instru-payment is greater than the projectethe nonfunctional currency with terms
ments that provide for payments denomiymqount, the difference is additional interand conditions similar to those of the non-
nated in or determined by reference to gst  |f the actual amount of a contingerfunctional currency contingent debt in-
nonfunctional currency (*nonfunctionalpayment is less than the projectedtrument, (i) translate the interest accrued
currency contingent instruments”) and tqmount, the difference generally offset§om the nonfunctional currency into the
request comments regarding the propefrrent interest accruals. In some caseféinctional currency (and account for for-
treatment of these instruments. This alne difference may result in a loss to thign exchange gain or loss) under the
nouncement also provides details regario|der and income to the issuer. The prdrinciples of section 988, and (iii) account
ing the specific rules under consideratioposed § 1.1275-4 regulations were finafor gain or loss arising from non-currency
and presents examples of the applicatioed on June 14, 1996. contingencies consistent with the rules of
of these rules to nonfunctional currency Treasury and the Service believe thad 1.1275-4(b).

contingent instruments. proposed regulations 5§ .1'988_1(6‘)(3)’([]1\/. Description of Instruments.
and (5) should now be withdrawn and re-

proposed since they incorporate the bifur- Treasury and the Service have identi-

On March 17, 1992, Treasury and theation approach rather than the noncorfied three classes of instruments for which
Service issued proposed regulationgngent bond method ultimately adoptedyuidance is needed: (1) debt instruments
8§ 1.988-1(a)(3),(4) and (5), regardinginder § 1.1275-4. Treasury and the Sefer which all payments of principal and
contingent payment debt instrumentsyice continue to believe that, for purposemterest are denominated in, or deter-
dual currency debt instruments and multief accounting for interest and principal ormined by reference to, a single nonfunc-
currency debt instruments. The proposedonfunctional currency contingent instrutional currency and which have one or

Announcement 99-76

[I. Background.



more non-currency contingencies, (2)nents”) under rules similar to those imonfunctional currency, the excess is
debt instruments for which payments o 1.1275-4(b). Finally, foreign currencytreated as an ordinary loss (if the taxpaye
principal or interest are denominated ingain or loss would be determined with reis a holder) or ordinary income (if the tax-
or determined by reference to, more thaspect to accrued interest and principal. payer is the issuer).

one currency and which have no non-cumore specific explanation of this ap- The amount treated as ordinary loss b
rency contingencies, and (3) debt instrugroach and two examples of the potential holder, however, is limited to the
ments for which payments of principal orapplication of these principles are seamount by which the holder’s total inter-
interest are denominated in, or deterforth below. est inclusions on the debt instrument (de
mined by reference to, more than one cur- Treasury and the Service are concernagrmined in nonfunctional currency prior
rency and which also have one or morthat, under some circumstances, an issugf translation into functional currency)
non-currency contingencies. Throughoumay have difficulties in determining theexceed the total amount of the holder’s
this announcement these instruments wilomparable yield at which it would issuenet negative adjustments treated as ord
be referred to as Class One, Class Twe comparable nonfunctional currencyyary loss on the debt instrument in prior
and Class Three instruments, respectivelfixed rate debt instrument. These difficuligxaple years (determined in nonfunc-
ties may include a lack of adequate inforjonal currency). The amount treated a:
mation about the yield at which the issu€gdinary income by an issuer is limited to
1.1n general. could issue a comparable fixed rate defhe amount by which the issuer’s total in-

_ ~ instrument denominated in the nonfuncCrerest deductions on the debt instrumer
Class One instruments are debt instridional currency with terms and Cond't'ons(determined in nonfunctional currency

ments for which all payments of principalthat are similar to those of the nonfuncprior to translation into functional cur-
and interest are denominated in, or detetional currency contingent instrumentrency) exceed the total amount of the is
mined by reference to, a single nonfuncfreasury and the Service request comy or's net negative adjustments treated ¢
tional currency and which have one oments regarding this and other Circum()rdinary income on the debt instrument in
more non-currency contingencies. Fostances where computation of the Comp?)'rior taxable years (determined in non-
example, with respect to a taxpayerable yield would be difficult and functional currency).

whose functional currency is the U.S. dolsuggestions for addressing such circum- If the negative adjustment determined
lar, a debt instrument issued by the taxstances. in nonfunctional currency exceeds the
payer is a Class One instrument if the iné R ) fth d ducti
strument is denominated in British2- Rules For Accrual and Translation. ~ Sum of the amounts treated as a reductio

d d ides f t at of interest income and as ordinary loss tc
pounas and provides for a payment al Ma- (5 Accrual of interest and determina-the holder (or interest expense and ordi

turity that is contingent on the value of thgjop, of positive and negative adjustmentspary income to the issuer) on the debt in

stock of an unrefated corporation. strument for the taxable year, the exces
Treasury and the Service are contem- Pursuant to the approach under study, ) pie year,
}s treated as a “negative adjustment carry

A. Class One Instruments.

plating a regulatory approach that wouldnterest on a Class One instrument is ac- 4" within th . P
apply the principles of § 1.1275-4(b) toccrued each taxable year in the nonfun 9;"2V7a5r 4 k\)NIG mA € m_eamr:jg °
Class One instruments issued for moneyonal currency at the comparable yieldl‘ —4(0)(6). negative adjustment

or publicly traded property. Under this(determined in that nonfunctional cur-c&Tyforward arising in a year preceding

approach, taxpayers would accrue intereséncy) and translated into functional curt® year of termination of the debt instru-
under the noncontingent bond method irency at the average exchange rate or, BENt is carried forward and treated as -
the nonfunctional currency. For examplethe taxpayer’s election, at the appropriat8€92tive adjustment denominated in non
an issuer of the above-described debt ispot rate in accordance with the rulefnctional currency in the immediately
strument would first determine the comunder § 1.988—-2(b)(2)(iii)(B). A net posi-Succeeding taxable year. A negative ad
parable yield of the instrument, i.e., theive adjustment, within the meaning ofluStment carryforward arising in the year
yield at which the issuer would issue & 1.1275-4(b)(6), determined in the nonf termination reduces (in the nonfunc-
fixed rate instrument in British poundsfunctional currency is treated as interedtonal currency) the amount realized by
with terms and conditions similar to thosend translated from nonfunctional curthe holder on such termination. For pur-
of the instrument actually being issuedrency into the taxpayer’s functional curPoses of this reduction, both the negative
Second, the issuer would construct a praency at the spot rate on the date the agdjustment carryforward and the amoun
jected payment schedule applying thgustment was taken into account. realized are denominated in the nonfunc
yield. Third, the amount of interest ac- A net negative adjustment, within thetional currency. If an issuer has a nega
crued in each taxable year would be basedeaning of § 1.1275-4(b)(6), determinedive adjustment carryforward in the year
on the comparable yield and translateth nonfunctional currency first reduces inin which the debt instrument is termi-
into dollars under the principles of sectiorterest that otherwise would be accrued byated, the issuer recognizes ordinary in
988. Fourth, the issuer and holders woulthe taxpayer during the current tax year inome equal to the amount of the unuti-
account for differences between the prahe nonfunctional currency. Where a ndized carryforward (computed in the
jected amount of payments and the actuakgative adjustment exceeds the interegsonfunctional currency and translated
amount of payments.€.,so-called “posi- that otherwise would be accrued by th@to functional currency at the spot rate or
tive adjustments” and “negative adjusttaxpayer during the current tax year in théhe date the instrument was issued).



(b) Translation of adjustments. into functional currency at the spot rate oo translate principal in the year of is-
. _the date the instrument was issued. suance or purchase. (Foreign currency

_ After determining the amount of & posi- o _ gain or loss is computed separately as se
tive or negative adjustment, it may be (c) Determination of basis. forth below.) A negative adjustment car-

necessary to translate such amount into ) : :
functional}/currenc As previously stated, !N 9eneral, a holder computes basis agyforward is applied and translated ino
' € Cy. AS prt y state iystments in nonfunctional currencyfunctional currency under the rules set
anet_posmve adjustment is translated int nder the princioles of § 1 1275_forth above.
functional currency at the spot rate on thé ne p P 1L
date the adjustment is taken into accounf(P)(7)(iii) and translates such adjust- (e) petermination of foreign currency
One of three principles may apply tgNents into functional currency.  Thus, the — * gain or loss.

address translation issues with respect td&dulations would provide that a holder’s _ . .
negative adjustment, depending ofasis in a Class One instrument is in- _Forelgn currency gain or loss is qleter-
whether the net negative adjustment is afreased by the holder’s accrued but urmined on a_CIa_lss One mstrument with re-
located to interest accrued in the currerf@id interest inclusions on the debt instruspect to principal and interest based or
taxable year, interest accrued and not paTHe”t aqd decreased by the amount .of ailye comparable yield and prOJ.ect.ed pay-
in a prior taxable year or interest accruefoncontingent payment and the projecteahent schedule under the principles of
and paid in a prior taxable year. With re@Mount of any contingent payment previ§ 1.988-2(b). Except with respect to a
spect to a net negative adjustment that rUSly made on the debt instrument to theositive - adjustment described in
duces interest accrued in the current ye!der. Under this approach, thesé& 1.1275-4 (b)(9)(i))(A), no foreign cur-
in nonfunctional currency, neither theAMounts, determined in nonfunctionarency gain or loss is computed with re-

portion of the net negative adjustment sBUTeNcy, are translated under the princhpect to positive or negative adjustments.

used nor the interest reduced by such aples of § 1.988-2(b). (f) Source rules.
justment is translated into functlonql cur- (d) Determination of amount realized. _ . .
rency. With respect to a net negative ad- Any contingent gain characterized as

justment that reduces interest accrued butUnder § 1.1275-4(b)(7)(iv), for pur-interest is sourced under rules applicable
not paid in a prior year, the taxpayeposes of determining the amount realizetp interest i.e., sections 861(a)(1) and
translates such net negative adjustmeby a holder on the scheduled retirement §62(a)(1)). Under Temp. Reg. § 1.865—
from the nonfunctional currency into itsa contingent payment debt instrument, th&T(b)(2), losses by a holder from a con-
functional currency at the rate used to adwlder is treated as receiving the projecteiingent payment debt instrument is gener-
count for those interest accruals. For thiamount of any contingent payment due ally sourced by reference to § 1.1275-
purpose, net negative adjustments are anaturity. In addition, the holder’s amoun#(b)(9)(iv). Under § 1.1275-4(b)(9)(iv),
tributable to interest accrued in the immerealized is reduced by any negative ac® holder’s deductions or loss related to &
diately preceding taxable year (to the exustment carryforward. For purposes ofontingent payment debt instrument that
tent the accrued interest was not paid idetermining the repurchase price paid b§re treated as ordinary losses are treate
such year) and thereafter to interest athe issuer on the scheduled retirement ofa$ deductions that are definitely related tc
crued but not paid in each preceding taxeontingent payment debt instrument, théhe class of gross income to which income
able year. With respect to a net negativissuer is treated as paying the projecteffom such debt instrument belongs. Trea-
adjustment that reduces interest accruenount of any contingent payment due &ury and the Service believe that the sam
and paid in a prior taxable year, the taxmaturity. Pursuant to the approach unddkle should apply for sourcing of losses
payer translates such net negative adjusttudy, these determinations would béelated to Class One instruments. Ac-
ment at the spot rate on the issue date orade in the nonfunctional currency angordingly, a holder’s ordinary losses re-
purchase date, if later. Any negative adwould not take into account foreign cursulting from negative adjustments with
justment carryforward is carried forwardrency gain or loss, which would be comI€spect to a Class One instrument woulc
in nonfunctional currency and applied tgputed separately. be given the same source as the intere:
reduce interest in subsequent years. With respect to the holder, in the abincome from the instrument. Similarly,

In a year in which the instrument issence of a negative adjustment carrylréasury and the Service believe that de
sold, exchanged or otherwise terminatedorward, the amount realized in nonductions or losses related to a Class On
any negative adjustment carryforward nounctional currency is translated intolnStrument that the holder treats as capita
applied to interest reduces the holder’unctional currency by separating thd®SSes should, consistent with the genera
amount realized in nonfunctional cur-amount realized into its component part®finciples of § 1.865-1T(b)(2), be
rency, and no translation is requiredConsistent with the principles of § 1.98g-Sourced based on the residence of th
With respect to the issuer, in a year i2(b)(7), the portion of the amount realized°lder.
which the instrument is terminated anyequal to accrued but unpaid interest is ( :

) ) ) _ g) Netting.

negative adjustment carryforward not aptranslated into functional currency at the
plied to interest results in ordinary incomesame rate used to translate those accrualsTreasury and the Service recognize tha
equal to the amount of the carryforwardn the relevant years. The remainder ahere are different character and source
not utilized. Such amount is computed ithe projected payment is translated intaules which relate to market gain or loss
the nonfunctional currency and translatetlinctional currency at the same rate useshd currency gain or loss on a Class One



instrument and are studying the extent toiples of section 988 and based on th@) Amount realized.

which netting of such gains or lossesomparable yield, Z accrues £100 of in- ,

should be permitted. For illustration purterest on the debt instrument for 2000 () Even though Z receives £1300 at
poses, in Example 2 below, the amountéssue price of £1,00 10 percent). z Maturity, for purposes of determining the
related to currency gain or loss and matranslates the £100 at the average e&Mmount realized, Z is treated as receivin
ket gain or loss are computed separatelghange rate for the year (1.05£100 = the projected amount of the contingent
Comments are requested regarding tf&105). Accordingly, Z has interest in-Payment on December 31, 2001. There
extent to which netting should be permiteome in 2000 of $105, which is foreignfore, Z is treated as receiving £1210 on

ted. source under section 862(a)(1). December 31, 2001. .
(B) Adjustments to issue price and (i) For purposes of determining the
3. Examples. basis relating to accrued interesthe ad- amount realized (other than for purposes

The following examples are intended tdusted issue price of the debt instrumerflf determining foreign exchange gain or
illustrate the principles outlined above. Irfiétérmined in pounds and Z's adjustetpss as calculated below) in doliars, £100
each example, assume that the instrumep@Sis in dollars in the debt instrument ar_@representmg t_he interest accrued in 2000
described is a debt instrument for federaficréased by the accrued interest. Thul translated into dollars at the rate at
income tax purposes. No inference is ir@" January 1, 2001, the adjusted issyihich it was accrued (£1 = $1.05), .result-
tended, however, as to whether the instriprice of the debt instrument is £1100. Fof'd In an amount realized of $105; £110
ment is a debt instrument for federal inPUrPoses of determining Z's dollar basi®" the £1210 (representing the interest ac
in the debt instrument, the $1000 basis f&'ued in 2001) is translated into dollars at
increased by the £100 translated at tH€ rate at which such payment was ac
Example 1. rate at which interest was accrued fogrued (E1 = $1.15), resulting in an amount

2000. Accordingly, Z's adjusted basis if€alized of $126.50; and £1000 (repre-
On December 31, 1999, Z, a calendgf,o ihqryment in dollars is $1105 as ofenting a return of principal) is translated

year U.S. resident taxpayer whose funcy a1 2001. into dollars at the spot rate on the date the
tional currency is the U.S. dollar, pur- (i) Treaimentin 2001(A) Determina- instrument was purchased (£1 = $1), re-
chases, at original issue, a zero-coupqfy "¢ a-crued interest. Based on theulting in an amount realized of $1000.
debt instrument with & non-currency Cong,haraple yield, z's accrued interest foficcordingly, Z's total amount realized is
tingency for £1,000. The debt instrumenb 51 5 £110 (adjusted issue price 0$1231.50, the same as its basis, and Z re«
was issued by a foreign corporation. The11445 10 percent). For purposes oPgnizes no gain or loss (prior to consider-
debt instrument would be subject tQ,, .y ying 715 interest inclusions in dol-ation of foreign exchange gain or loss) on
§ 1.1275-4(b) if it were denominated in, g ‘yne £110 of accrued interest is trandhe retirement of the instrument.
dollars. The debt instrument's comparap, o ot the average exchange rate for (E) Foreign exchange gain or lossz
ble yield, determined in British pounds, g1 (1 15 £110 = $126.50). realizes foreign exchange gain under sec
under 88 1.988-2(b)(2) and 1.1275-4(b), " gy Effect of net positive adjustmenttion 988 on the instrument as a result of
is 10 percent, compounded annually, ang, . payment actually made on Decembéhe difference in the exchange rate at
the projected payment schedule, as €917, 2001, is £1300, rather than the prowhich interest was accrued on the instru-
structed under the principles of 8 1.1275:, o4 £1210. Under the principles ofment and the spot rate on the date the in
4(b), provides for a single payment ok 4 1575 41y 6)i), Z has a net positivétrument matures. With respect to interes
£1210 on December 31, 2001 (Cons'snngdjustment of £90 on December 31, 200Bccrued in 2000, this foreign exchange
of a noncontingent payment of £975 and gy, ;rapje 1o the difference between thgain equals £100< ($1.2 — $1.05) =
projected payment of £235). amount of the actual payment and th$15.00 {.e., the amount of the interest
The debt instrument is a capital asset D ount of the projected payment. Th@ayment multiplied by the difference be-
the hands of Z. The payment actuallgg, oy positive adjustment is treated dween the exchange rate on the date th
made on December 31, 2001, is £130Q, o<t income and translated into dollargiterest payment was received (£1=$1.2)
The relevant p(_)und/dollar spot rates ove t the spot rate on the date the paymentasd the exchange rate at which interes
the term of the instrument are as follows:receiveol (1.2< £90 = $108). Accord- was accrued during 2001 (£1=$1.05)).

come tax purposes.

Date Spot rate ingly, Z has a net positive adjustment ofVith respect to interest accrued in 2001,

(pounds to dollars) $108 resulting in a total interest inclusiorthis foreign exchange gain equals £110 x
Dec. 31,1999 ...... £1.00=$1.00 for 2001 of $234.50 ($126.50 + $108). ($1.2 —$1.15) = $5.50. Z also has foreign
Dec. 31,2000 ...... £1.00=$1.10 (C) Adjustments to issue price andexchange gain on the repayment of the
Dec. 31,2001 ...... £1.00=$1.20 basis relating to accrued interesBased principal of the debt instrument. Such

on the projected payment schedule, thi@reign exchange gain equals £1000 x

Accrual period ( omﬁ:/de;a:ged:llzs) adjusted issue price of the debt instrumeig$1.2 — $1.0) = $200.€., the amount of
2000 P £1.00=$1.05 immediately before the payment at matuprincipal received multiplied by the dif-
00l . . £1.00:$1-15 rity is £1210 (£1100 plus £110 of accruederence between the spot rate on the dat

interest for 2001). Z's adjusted basis, ithe debt instrument matures and the spo
(i) Treatment in 2000(A) Determina- dollars, is $1231.50 ($1105 plus $126.5@ate on the date Z purchased the instru
tion of accrued interest.Under the prin- of accrued interest for 2001). ment). Thus, Z recognizes a total foreign



exchange gain on December 31, 2001, attributable to the difference between théEl = $1.15 ) to equal $126.50. The re-
$220.50 amount of the actual payment (£0) and theaining £975 is translated into dollars at
(F) Source.In 2001, Z has interest in-amount of the projected payment (E235)Yhe spot rate on the date the instrumen
come of $234.50 (attributable to £110 ofApplying the principles of § 1.1275—4,was purchased (E1 = $1) to equal $975.
accrued interest and the £90 net positivé's accrued interest income of £110 in Accordingly, Z's amount realized
adjustment) which under section2001 is reduced in pounds by the net ne@without taking into account foreign ex-
862(a)(1) is sourced by reference to thative adjustment to zero. change gain or loss) is $1206.50 ($105
residence of the payor and is therefore Further, because Z previously accrue#126.50 + $975 ), and Z computes a capi
foreign source. Z also has foreign exinterest of £100 in the year 2000, Z treatl loss of $25 on the retirement of the in-
change gain of $220.50, which unde£100 of the remaining £125 net negativetrument ($1206.50 — $1231.50 = $25).
§ 1.988-4 is sourced by reference to Z'adjustment as an ordinary loss. This ordi- (E) Foreign exchange gain or losZ
residence and is therefore U.S. source. nary loss is attributable to interest accruecomputes a foreign exchange gain on th
but not paid in the preceding year. Thereepayment of principal as follows: £975 x
fore, Z translates the loss into dollars atl.2 — 1.0) i.e., the amount of the princi-
Assume the same facts as in Exampleti‘e average rate for such year (£1 pal payment multiplied by the difference
except that at maturity Z receives £975 in1.05). Accordingly, Z has an ordinarybetween the spot rate on the date of pay
stead of £1300. loss of $105. (See paragraph (ii) (D) anchent (E1 = $1.2) and the spot rate on the
(i) Treatment in 2000(A) Determina- (E) below for the treatment of the re-date the instrument was purchased (£1 :
tion of accrued interestUnder the princi- maining £_25 of net nega_tive adju§tment).$l.0)). Agcqrdingly, Z’s _foreig_n ex-
ples of section 988 and based on the Com_(Q) Adjgstments to issue price andcchange gain is $195. T.hIS fore|gn-ex-
parable yield, Z accrues £100 of intered}@sis reIatmg to accrued interesBased _change gain is charact_enzed as ordmafj
on the debt instrument for 2000 (issu@" the pTOJected_ payment sch_edule, thecome. (Because the interest accrut_ad i
price of £1,000 x 10 percent). Z translate@diusted issue price of the debt instrume@000 and 2001, as well as £25 of princi-
the £100 at the average exchange rate gpmediately before the payment at matupal, was not actually received, no foreign
the year (1.05< £100 = $105). Accord- _rity is £1210 (£1100 plus £_110 of accrue_daxchange gain or loss is realized with re-
ingly, Z has interest income in 2000 ofnterest for 2001). Z's adjusted basis ispect to such amounts.)

$105, which is foreign source under secdollars is $1231.50 ($1105, representin Sourci
tion 862(a)(1). 7's adjusted basis at the end of 2000 (calf) Sourcing.

(B) Adjustments to issue price andulated in (i)(B) above), plus $126.50 ac- (jy | gsses.On December 31, 2001, Z
basis relating to accrued interedthe ad- Crued interest for 2001). has an ordinary loss of $105 (attributable
justed issue price of the debt instrumertb) Determination of amount realized. {0 £100 of Z's previous interest inclu-
determined in pounds and Z’s adjusted sions) and a capital loss of $25. Undel
basis in dollars in the debt instrument are (i) In pounds. Even though Z receivesthe principles of § 1.1275-4(b)(9)(iv), the
increased by the accrued interest. Thuenly £975 at maturity, for purposes of de$105 ordinary loss is allocated to the for-
on January 1, 2001, the adjusted issuermining the amount realized by Z on reeign source passive income categor)
price of the debt instrument is £1100. Fatirement of the debt instrument, Z isunder section 904(d) and the regulations
purposes of determining Z's dollar basi¢reated as receiving the projected amouthereunder. Under the principles of
in the debt instrument, the $1000 basis isf the contingent payment (in pounds) o8 1.865-1T(b)(2), the $25 capital loss is
increased by the £100 translated at tHeecember 31, 2001, reduced by theourced based on Z's residence and, a
rate at which interest was accrued foamount of Z's negative adjustment carryeordingly, is U.S. source.

2000. Accordingly, Z's adjusted basis irforward of £25. Therefore, Z is treated as (ii) Foreign currency gain.Z’s foreign
the instrument in dollars is $1105 as ofeceiving £1185 (£1210 — £25) on De<currency gain of $195 is sourced undel
January 1, 2001. cember 31, 2001. section 988(a)(3) by reference to the resi

(i) Treatment in 2001.(A) Determi- (ii) In dollars. Z translates its amountdence of Z. Thus, Z's foreign currency
nation of accrued interestBased on the realized into dollars and computes its gaigain is U.S. source.
comparable yield, Z’s total daily portionsor loss on the instrument (other than for- (G) Netting. On December 31, 2001, Z
of accrued interest are £110 for 2001 (ackign exchange gain or loss) pursuant tlas an ordinary loss of $105 (attributable
justed issue price of £1100 x 10 percentjhe payment ordering rules of § 1.988t0 £100 of Z’ s previous interest inclu-
Despite the effect of the net negative ad2(b)(7). Pursuant to these rules, of theions as computed in paragraph (B)), ¢
justment set forth in (ii)(B) below, for £1185 amount realized, £100 representsapital loss of $25 (attributable to the net
purposes of computing Z’s adjusted basisiterest accrued in 2000, £110 representegative adjustment on the instrument a
and amount realized the £110 of accruedterest accrued in 2001, and £975 repreomputed in paragraph (D)) and an over-
interest is translated into dollars at the awsents a return of principal. all foreign exchange gain on the instru-
erage spot rate at which such interest was Of the amount realized of £1185, £100nent of $195 (as computed in paragrapt
accrued (£1 = $1.15) to equal $126.50. is translated based on the rate interest wés)). Treasury and the IRS request com

(B) Effect of net negative adjustment omccrued in 2000 (E1 = $1.05) to equafients concerning whether such amount:
accrued interest.Z has a net negative ad-$105. Another £110 is translated baseshould be treated separately by taxpayer
justment of £235 on December 31, 2001gn the rate interest was accrued in 200dr whether netting of these gains anc

Example 2.



losses for purposes of character andetermined by reference to) the predomd. Debt Issued for Non-publicly Traded
source should be required. Regulationsant currency would be treated in the Property.
could provide, for example, that taxpayersame manner as non-currency contingen-
must net capital losses (resulting from negies in a Class One instrument. Section 1.1275-4(c) provides rules for
negative adjustments) against foreign ex- Where a significant portion of the pay-the treatment of contingent payment debt
change gains to avoid a character misnents (as determined on a present valiestruments issued for non-publicly
match between gains and losses from asis as of the issue date) with respect taraded property. Treasury and the Service
single instrument. This approach is simiClass Two instrument is made in the funcare considering an approach that would
lar to the one adopted by § 1.988-2(b)(&lonal currency of the taxpayer, the Treaapply the principles of § 1.1275-4(c) in
with respect to the disposition of debt insury and the Service are studying whethgfie relevant nonfunctional currency and
struments. the regulations should treat the functional,oyid require the translation of the result-
B. Class Two Instruments. currency as the instrument's predominant,q interest and principal components into
currency. In such case, the comparablge 5ypaver's functional currency under
Class Two instruments consist of conyield and projected payment schedul e principles of section 988 and the regu-
tingent payment debt instruments fowould be determined by applying thqations thereunder
which payments of principal or interestprinciples of § 1.1275-4(b) in the func- '
are denominated in, or determined by retional currency of the taxpayer. Payment§| Anti-abuse Rules.
erence to, more than one currency andenominated in the nonfunctional cur-
which have no non-currency contingenfency would be treated in the same man- Treasury and the Service recognize that
cies. For example, this class would inner as non-currency contingencies under contingent payment debt instrument can
clude both a debt instrument that pays & 1.1275-4(b). As a result, no section 988e unbundled. These unbundled compo-
fixed euro interest rate and principal irforeign exchange gain or loss would b@ents, together with the underlying con-
British pounds and a debt instrument thatcognized with respect to a Class Tw@ngent payment debt instrument may lead
pays a fixed dollar interest rate and princiinstrument for which a significant portiontq timing, character and source distor-
palin Japanese Yen. of payments is denominated in, or detefjons  Treasury and the Service request

Treasury and the Service are studyinghined by reference to, the taxpayer's jments on how to draft a narrowly tai-
an approach under which the proper agunctional currency. lored rule that would provide taxpayers
counting for a Class Two instrument is- p pay

sued for money or publicly traded propC. Class Three Instruments. with flexibility and certainty with respect

erty would require a determination of the . ) debt inst to nonfunctional currency contingent in-
comparable yield in a single currency and ass three Instruments are debt INSridqy ments while preventing abuse.

accrual of interest at such yield under th‘renents for which pa}yment§ of pr|n0|pall or
principles of § 1.1275-4(b). Under thismterest are denominated in, or determinedil. Comments.

: . reference to, more than one currency
approach, the regulations would reqwrgy ) ' :
and which also have one or more non-cur- 1'€asury and Service request com-

Lr:?:r;r;itcg? g:tr;?]lﬁn)gg Iic:] ?r?etszcti?r?;tIrTI-e”Cy contingencies. Consistent with th&ents on the matters discussed in thi.s an
ment's predominant currency. In generaff€atment of Class One and Class Two debpuncement November l 1999. Written
Treasury and the Service expect that tHgstru_mer_ns, Treasury and the Service amomments may be submitted to the Inter-
debt instrument’s predominant currencﬁo_”s'de””g an approach that would renal Revenue Service, P.O. Box 7604, Ben
W0u|d be determined by Comparing thé]u".e taxpayers to determlne the Compar&ranklin Station, Attention: CC:DOM:
functional currency value of the payment®!€ Yield of a Class Three instrument iSCORP:R (Announcement 99-76), Room
denominated in (or determined by refersued for money or publicly traded property 226, washington DC 20044. Submis-
ence to) each currency on the issue daf@y applying the principles of § 1.1275i5n5 may be hand delivered between the
appropriately discounted to present valug(b) in @ single currency (which would b&,q s of 8 a.m. and 5 p.m. to CC:DOM:
(in each relevant currency) and transllate’életerm'ned under the same methodolog¥pp-R  (Announcement 99-76),
at the spot rate on such date. Acpordmglﬂsed for determining the predominant Cure i g Desk, Internal Revenue Ser-
in the case of a debt instrument issued féency of a Class Two instrument). Th%ice, 1111 Constitution Avenue NW,
euros that pays a fixed euro interest rafinciples of § 1.1275-4(b) would then be ~ "'

and principal in British pounds, the issueapplied with respect to all of the contingent/ashington DC. N
would determine the predominant curpayments on the Class Three instrument For further information regarding 'thIS
rency on the issue date and then apply tffce., contingent payments denominated ijghnouncement, contact Howard Wiener
prinCipIes of § 11275_4(b) to determindhe predominant currency and all paymen@,f the Office of Associate Chief Counsel
the comparable yield and projected paydenominated in, or determined by refer¢International) at 202-874-4160 (not a
ment schedule in that currency. For thisnce to, any currency other than the prdell-free call).

purpose, payments not denominated in (@tominant currency).



