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and accrued interest in the account to S.
Pursuant to paragraph (b)(2)(iii) of this sec-
tion, the principal in the bank account and
the interest constitute a hedge. Under para-
graph (b)(1) of this section, the hedge is inte-
grated with the executory contract. There-
fore K is deemed to have paid $501,904.77 (the
basis of the principal deposited plus the basis
of the interest) for the steel and there is no
exchange gain or loss on the disposition of
the Sf1,000,000. K’s basis in the steel there-
fore is $501,904.77.

(5) References to this paragraph (b). If
the rules of this paragraph (b) are re-
ferred to in another paragraph of this
section (e.g., paragraph (c) of this sec-
tion), then the rules of this paragraph
(b) shall be applied for purposes of such
other paragraph by substituting terms
appropriate for such other paragraph.
For example, paragraph (c)(2) of this
section refers to the identification
rules of paragraph (b)(3) of this section.
Accordingly, for purposes of paragraph
(c)(2), the rules of paragraph (b)(3) will
be applied by substituting the term
“stock or security’” for ‘‘executory
contract’.

(c) Hedges of period between trade date
and settlement date on purchase or sale of
publicly traded stock or security. If a tax-
payer purchases or sells stocks or secu-
rities which are traded on an estab-
lished securities market and—

(1) Hedges all or part of such pur-
chase or sale for any part of the period
beginning on the trade date and ending
on the settlement date; and

(2) Identifies the hedge and the un-
derlying stock or securities as an inte-
grated transaction under the rules of
paragraph (b)(3) of this section;
then any gain or loss on the hedge
shall be an adjustment to the amount
realized or the adjusted basis of the
stock or securities sold or purchased
(and shall not be taken into account as
exchange gain or loss). The term hedge
means a deposit of nonfunctional cur-
rency in a hedging account (within the
meaning of paragraph (b)(2)(iii)(D) of
this section), or a forward or futures
contract described in §1.988-1(a)(1)(ii)
and (2)(iii), or combination thereof,
which reduces the risk of exchange rate
fluctuations for any portion of the pe-
riod beginning on the trade date and
ending on the settlement date. The
provisions of paragraphs (b)(2)({i)(D)
through (G), and (b)(2)(iii)(D) and (E) of
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this section shall apply. Sections
263(g), 1092, and 1256 do not apply with
respect to stock or securities and a
hedge which are subject to this para-
graph (c).

(d) [Reserved]

(e) Advance rulings regarding net hedg-
ing and anticipatory hedging systems. In
his sole discretion, the Commissioner
may issue an advance ruling addressing
the income tax consequences of a tax-
payer’s system of hedging either its net
nonfunctional currency exposure or an-
ticipated nonfunctional currency expo-
sure. The ruling may address the char-
acter, source, and timing of both the
section 988 transaction(s) making up
the hedge and the underlying trans-
actions being hedged. The procedures
for obtaining a ruling shall be governed
by such pertinent revenue procedures
and revenue rulings as the Commis-
sioner may provide. The Commissioner
will not issue a ruling regarding hedges
of a taxpayer’s investment in a foreign
subsidiary.

(f) [Reserved]

(g) General effective date. Except as
otherwise provided in this section, the
rules of this section shall apply to
qualified hedging transactions, hedged
executory contracts and transactions
described in paragraph (c) of this sec-
tion entered into on or after September
21, 1989. This section shall apply even if
the transaction being hedged (e.g., the
debt instrument) was entered into or
acquired prior to such date. The effec-
tive date regarding advance rulings for
net and anticipatory hedging shall be
governed by such revenue procedures
that the Commissioner may publish.

[T.D. 8400, 57 FR 9199, Mar. 17, 1992]

§1.988-6 Nonfunctional currency con-
tingent payment debt instruments.

(a) In general—(1) Scope. This section
determines the accrual of interest and
the amount, timing, source, and char-
acter of any gain or loss on nonfunc-
tional currency contingent payment
debt instruments described in this
paragraph (a)(1) and to which §1.1275-
4(a) would otherwise apply if the debt
instrument were denominated in the
taxpayer’s functional currency. Except
as provided by the rules in this section,
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the rules in §1.1275-4 (relating to con-
tingent payment debt instruments)
apply to the following instruments—

(i) A debt instrument described in
§1.1275-4(b)(1) for which all payments of
principal and interest are denominated
in, or determined by reference to, a sin-
gle nonfunctional currency and which
has one or more non-currency related
contingencies;

(ii) A debt instrument described in
§1.1275-4(b)(1) for which payments of
principal or interest are denominated
in, or determined by reference to, more
than one currency and which has no
non-currency related contingencies;

(iii) A debt instrument described in
§1.1275-4(b)(1) for which payments of
principal or interest are denominated
in, or determined by reference to, more
than one currency and which has one
or more non-currency related contin-
gencies; and

(iv) A debt instrument otherwise de-
scribed in paragraph (a)(1)(i), (ii) or
(iii) of this section, except that the
debt instrument is described in §1.1275—
4(c)(1) rather than §1.1275-4(b)(1) (e.g.,
the instrument is issued for non-pub-
licly traded property).

(2) Exception for hyperinflationary cur-
rencies—(i) In general. Except as pro-
vided in paragraph (a)(2)(ii) of this sec-
tion, this section shall not apply to an
instrument described in paragraph
(a)(1) of this section if any payment
made under such instrument is deter-
mined by reference to a
hyperinflationary currency, as defined
in §1.985-1(b)(2)(ii)(D). In such case, the
amount, timing, source and character
of interest, principal, foreign currency
gain or loss, and gain or loss relating
to a non-currency contingency shall be
determined under the method that re-
flects the instrument’s economic sub-
stance.

(ii) Discretion as to method. If a tax-
payer does not account for an instru-
ment described in paragraph (a)(2)(i) of
this section in a manner that reflects
the instrument’s economic substance,
the Commissioner may apply the rules
of this section to such an instrument
or apply the principles of §1.988-
2(b)(15), reasonably taking into account
the contingent feature or features of
the instrument.
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(b) Instruments described in paragraph
(a)(1)(i) of this section—(1) In general.
Paragraph (b)(2) of this section pro-
vides rules for applying the noncontin-
gent bond method (as set forth in
§1.1275-4(b)) in the nonfunctional cur-
rency in which a debt instrument de-
scribed in paragraph (a)(1)(i) of this
section is denominated, or by reference
to which its payments are determined
(the denomination currency). Para-
graph (b)(3) of this section describes
how amounts determined in paragraph
(b)(2) of this section shall be translated
from the denomination currency of the
instrument into the taxpayer’s func-
tional currency. Paragraph (b)(4) of
this section describes how gain or loss
(other than foreign currency gain or
loss) shall be determined and charac-
terized with respect to the instrument.
Paragraph (b)(6) of this section de-
scribes how foreign currency gain or
loss shall be determined with respect
to accrued interest and principal on
the instrument. Paragraph (b)(6) of this
section provides rules for determining
the source and character of any gain or
loss with respect to the instrument.
Paragraph (b)(7) of this section pro-
vides rules for subsequent holders of an
instrument who purchase the instru-
ment for an amount other than the ad-
justed issue price of the instrument.
Paragraph (c) of this section provides
examples of the application of para-
graph (b) of this section. See paragraph
(d) of this section for the determina-
tion of the denomination currency of
an instrument described in paragraph
(a)(1)(ii) or (iii) of this section. See
paragraph (e) of this section for the
treatment of an instrument described
in paragraph (a)(1)(iv) of this section.

(2) Application of noncontingent bond
method—(i) Accrued interest. Interest ac-
cruals on an instrument described in
paragraph (a)(1)(i) of this section are
initially determined in the denomina-
tion currency of the instrument by ap-
plying the noncontingent bond method,
set forth in §1.1275-4(b), to the instru-
ment in its denomination currency. Ac-
cordingly, the comparable yield, pro-
jected payment schedule, and com-
parable fixed rate debt instrument, de-
scribed in §1.1275-4(b)(4), are deter-
mined in the denomination currency.
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For purposes of applying the non-
contingent bond method to instru-
ments described in this paragraph, the
applicable Federal rate described in
§1.1275-4(b)(4)(i) shall be the rate de-
scribed in §1.1274-4(d) with respect to
the denomination currency.

(i1) Net positive and negative adjust-
ments. Positive and negative adjust-
ments, and net positive and net nega-
tive adjustments, with respect to an in-
strument described in paragraph
(a)(1)(i) of this section are determined
by applying the rules of §1.1275-4(b)(6)
(and §1.1275-4(b)(9)(1) and (ii), if appli-
cable) in the denomination currency.
Accordingly, a net positive adjustment
is treated as additional interest (in the
denomination currency) on the instru-
ment. A net negative adjustment first
reduces interest that otherwise would
be accrued by the taxpayer during the
current tax year in the denomination
currency. If a net negative adjustment
exceeds the interest that would other-
wise be accrued by the taxpayer during
the current tax year in the denomina-
tion currency, the excess is treated as
ordinary loss (if the taxpayer is a hold-
er of the instrument) or ordinary in-
come (if the taxpayer is the issuer of
the instrument). The amount treated
as ordinary loss by a holder with re-
spect to a net negative adjustment is
limited, however, to the amount by
which the holder’s total interest inclu-
sions on the debt instrument (deter-
mined in the denomination currency)
exceed the total amount of the holder’s
net negative adjustments treated as or-
dinary loss on the debt instrument in
prior taxable years (determined in the
denomination currency). Similarly, the
amount treated as ordinary income by
an issuer with respect to a net negative
adjustment is limited to the amount by
which the issuer’s total interest deduc-
tions on the debt instrument (deter-
mined in the denomination currency)
exceed the total amount of the issuer’s
net negative adjustments treated as or-
dinary income on the debt instrument
in prior taxable years (determined in
the denomination currency). To the ex-
tent a net negative adjustment exceeds
the current year’s interest accrual and
the amount treated as ordinary loss to
a holder (or ordinary income to the
issuer), the excess is treated as a nega-
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tive adjustment carryforward, within
the meaning of §1.1275-4(b)(6)(iii)(C), in
the denomination currency.

(iii) Adjusted issue price. The adjusted
issue price of an instrument described
in paragraph (a)(1)(i) of this section is
determined by applying the rules of
§1.1275-4(b)(7) in the denomination cur-
rency. Accordingly, the adjusted issue
price is equal to the debt instrument’s
issue price in the denomination cur-
rency, increased by the interest pre-
viously accrued on the debt instrument
(determined without regard to any net
positive or net negative adjustments
on the instrument) and decreased by
the amount of any noncontingent pay-
ment and the projected amount of any
contingent payment previously made
on the instrument. All adjustments to
the adjusted issue price are calculated
in the denomination currency.

(iv) Adjusted basis. The adjusted basis
of an instrument described in para-
graph (a)(1)(i) of this section is deter-
mined by applying the rules of §1.1275-
4(b)(7) in the taxpayer’s functional cur-
rency. In accordance with those rules,
a holder’s basis in the debt instrument
is increased by the interest previously
accrued on the debt instrument (trans-
lated into functional currency), with-
out regard to any net positive or net
negative adjustments on the instru-
ment (except as provided in paragraph
(b)(7) or (8) of this section, if applica-
ble), and decreased by the amount of
any noncontingent payment and the
projected amount of any contingent
payment previously made on the in-
strument to the holder (translated into
functional currency). See paragraph
(b)(3)(iii) of this section for translation
rules.

(v) Amount realized. The amount real-
ized by a holder and the repurchase
price paid by the issuer on the sched-
uled or unscheduled retirement of a
debt instrument described in paragraph
(a)(1)(i) of this section are determined
by applying the rules of §1.1275-4(b)(7)
in the denomination currency. For ex-
ample, with regard to a scheduled re-
tirement at maturity, the holder is
treated as receiving the projected
amount of any contingent payment due
at maturity, reduced by the amount of
any negative adjustment carryforward.
For purposes of translating the amount
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realized by the holder into functional
currency, the rules of paragraph
(b)(3)(iv) of this section shall apply.

(3) Treatment and translation of
amounts determined under noncontingent
bond method—(i) Accrued interest. The
amount of accrued interest, determined
under paragraph (b)(2)(i) of this sec-
tion, is translated into the taxpayer’s
functional currency at the average ex-
change rate, as described in §1.988-
2(b)(2)({ii)(A), or, at the taxpayer’s
election, at the appropriate spot rate,
as described in §1.988-2(b)(2)(iii)(B).

(ii) Net positive and negative adjust-
ments—(A) Net positive adjustments. A
net positive adjustment, as referenced
in paragraph (b)(2)(ii) of this section, is
translated into the taxpayer’s func-
tional currency at the spot rate on the
last day of the taxable year in which
the adjustment is taken into account
under §1.1275-4(b)(6), or, if earlier, the
date the instrument is disposed of or
otherwise terminated.

(B) Net negative adjustments. A net
negative adjustment is treated and,
where necessary, is translated from the
denomination currency into the tax-
payer’s functional currency under the
following rules:

(I) The amount of a net negative ad-
justment determined in the denomina-
tion currency that reduces the current
year’s interest in that currency shall
first reduce the current year’s accrued
but unpaid interest, and then shall re-
duce the current year’s interest which
was accrued and paid. No translation is
required.

(2) The amount of a net negative ad-
justment treated as ordinary income or
loss under §1.1275-4(b)(6)(iii)(B) first is
attributable to accrued but unpaid in-
terest accrued in prior taxable years.
For this purpose, the net negative ad-
justment shall be treated as attrib-
utable to any unpaid interest accrued
in the immediately preceding taxable
year, and thereafter to unpaid interest
accrued in each preceding taxable year.
The amount of the net negative adjust-
ment applied to accrued but unpaid in-
terest is translated into functional cur-
rency at the same rate used, in each of
the respective prior taxable years, to
translate the accrued interest.

(3) Any amount of the net negative
adjustment remaining after the appli-
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cation of paragraphs (b)(3)({i)(B)(I) and
(2) of this section is attributable to in-
terest accrued and paid in prior taxable
years. The amount of the net negative
adjustment applied to such amounts is
translated into functional currency at
the spot rate on the date the debt in-
strument was issued or, if later, ac-
quired.

(4) Any amount of the net negative
adjustment remaining after applica-
tion of paragraphs (b)(3)({i)(B)(1), (2)
and (3) of this section is a negative ad-
justment carryforward, within the
meaning of §1.1275-4(b)(6)(iii)(C). A neg-
ative adjustment carryforward is car-
ried forward in the denomination cur-
rency and is applied to reduce interest
accruals in subsequent years. In the
yvear in which the instrument is sold,
exchanged or retired, any negative ad-
justment carryforward not applied to
interest reduces the holder’s amount
realized on the instrument (in the de-
nomination currency). An issuer of a
debt instrument described in paragraph
(a)(1)(i) of this section who takes into
income a negative adjustment
carryforward (that is not applied to in-
terest) in the year the instrument is
retired, as described in §1.1275-
4(b)(6)(iii)(C), translates such income
into functional currency at the spot
rate on the date the instrument was
issued.

(iii) Adjusted basis—(A) In general. Ex-
cept as otherwise provided in this para-
graph and paragraph (b)(7) or (8) of this
section, a holder determines and main-
tains adjusted basis by translating the
denomination currency amounts deter-
mined under §1.1275-4(b)(7)(iii) into
functional currency as follows:

(I) The holder’s initial basis in the
instrument is determined by trans-
lating the amount paid by the holder
to acquire the instrument (in the de-
nomination currency) into functional
currency at the spot rate on the date
the instrument was issued or, if later,
acquired.

(2) An increase in basis attributable
to interest accrued on the instrument
is translated at the rate applicable to
such interest under paragraph (b)(3)(1)
of this section.
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(3) Any noncontingent payment and
the projected amount of any contin-
gent payments determined in the de-
nomination currency that decrease the
holder’s basis in the instrument under
§1.1275-4(b)(7)(iii) are translated as fol-
lows:

(i) The payment first is attributable
to the most recently accrued interest
to which prior amounts have not al-
ready been attributed. The payment is
translated into functional currency at
the rate at which the interest was ac-
crued.

(i1) Any amount remaining after the
application of paragraph
(b)(3)(Aii)(A)(3)(i) of this section is at-
tributable to principal. Such amounts
are translated into functional currency
at the spot rate on the date the instru-
ment was issued or, if later, acquired.

(B) Exception for interest reduced by a
negative adjustment carryforward. Solely
for purposes of this §1.988-6, any
amounts of accrued interest income
that are reduced as a result of a nega-
tive adjustment carryforward shall be
treated as principal and translated at
the spot rate on the date the instru-
ment was issued or, if later, acquired.

(iv) Amount realized—(A) Instrument
held to maturity—(1) In general. With re-
spect to an instrument held to matu-
rity, a holder translates the amount re-
alized by separating such amount in
the denomination currency into the
component parts of interest and prin-
cipal that make up adjusted basis prior
to translation under paragraph
(b)(3)(iii) of this section, and trans-
lating each of those component parts of
the amount realized at the same rate
used to translate the respective compo-
nent parts of basis under paragraph
(b)(3)(iii) of this section. The amount
realized first shall be translated by ref-
erence to the component parts of basis
consisting of accrued interest during
the taxpayer’s holding period as deter-
mined under paragraph (b)(3)(iii) of
this section and ordering such amounts
on a last in first out basis. Any remain-
ing portion of the amount realized
shall be translated by reference to the
rate used to translate the component
of basis consisting of principal as de-
termined under paragraph (b)(3)(iii) of
this section.
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(2) Subsequent purchases at discount
and fired but deferred contingent pay-
ments. For purposes of this paragraph
(b)(3)(iv) of this section, any amount
which is required to be added to ad-
justed basis under paragraph (b)(7) or
(8) of this section shall be treated as
additional interest which was accrued
on the date the amount was added to
adjusted basis. To the extent included
in amount realized, such amounts shall
be translated into functional currency
at the same rates at which they were
translated for purposes of determining
adjusted basis. See paragraphs (b)(7)(iv)
and (b)(8) of this section for rules gov-
erning the rates at which the amounts
are translated for purposes of deter-
mining adjusted basis.

(B) Sale, exchange, or unscheduled re-
tirement—(1) Holder. In the case of a
sale, exchange, or unscheduled retire-
ment, application of the rule stated in
paragraph (b)(3)(iv)(A) of this section
shall be as follows. The holder’s
amount realized first shall be trans-
lated by reference to the principal
component of basis as determined
under paragraph (b)(3)(iii) of this sec-
tion, and then to the component of
basis consisting of accrued interest as
determined under paragraph (b)(3)(iii)
of this section and ordering such
amounts on a first in first out basis.
Any gain recognized by the holder (i.e.,
any excess of the sale price over the
holder’s basis, both expressed in the de-
nomination currency) is translated
into functional currency at the spot
rate on the payment date.

(2) Issuer. In the case of an unsched-
uled retirement of the debt instrument,
any excess of the adjusted issue price
of the debt instrument over the
amount paid by the issuer (expressed in
denomination currency) shall first be
attributable to accrued unpaid inter-
est, to the extent the accrued unpaid
interest had not been previously offset
by a negative adjustment, on a last-in-
first-out basis, and then to principal.
The accrued unpaid interest shall be
translated into functional currency at
the rate at which the interest was ac-
crued. The principal shall be translated
at the spot rate on the date the debt
instrument was issued.

(C) Effect of megative adjustment
carryforward with respect to the issuer.
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Any amount of negative adjustment
carryforward treated as ordinary in-
come under §1.1275-4(b)(6)(iii)(C) shall
be translated at the exchange rate on
the day the debt instrument was
issued.

(4) Determination of gain or loss not at-
tributable to foreign currency. A holder
of a debt instrument described in para-
graph (a)(1)(i) of this section shall rec-
ognize gain or loss upon sale, exchange,
or retirement of the instrument equal
to the difference between the amount
realized with respect to the instru-
ment, translated into functional cur-
rency as described in paragraph
(b)(3)(iv) of this section, and the ad-
justed basis in the instrument, deter-
mined and maintained in functional
currency as described in paragraph
(b)(3)(iii) of this section. The amount of
any gain or loss so determined is char-
acterized as provided in §1.1275-4(b)(8),
and sourced as provided in paragraph
(b)(6) of this section.

(6) Determination of foreign currency
gain or loss—(i) In general. Other than
in a taxable disposition of the debt in-
strument, foreign currency gain or loss
is recognized with respect to a debt in-
strument described in paragraph
(a)(1)(i) of this section only when pay-
ments are made or received. No foreign
currency gain or loss is recognized with
respect to a net positive or negative
adjustment, as determined under para-
graph (b)(2)(ii) of this section (except
with respect to a positive adjustment
described in paragraph (b)(8) of this
section). As described in this paragraph
(b)(b), foreign currency gain or loss is
determined in accordance with the
rules of §1.988-2(b).

(i1) Foreign currency gain or loss attrib-
utable to accrued interest. The amount of
foreign currency gain or loss recog-
nized with respect to payments of in-
terest previously accrued on the in-
strument is determined by translating
the amount of interest paid or received
into functional currency at the spot
rate on the date of payment and sub-
tracting from such amount the amount
determined by translating the interest
paid or received into functional cur-
rency at the rate at which such inter-
est was accrued under the rules of
paragraph (b)(3)(i) of this section. For
purposes of this paragraph, the amount
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of any payment that is treated as ac-
crued interest shall be reduced by the
amount of any net negative adjustment
treated as ordinary loss (to the holder)
or ordinary income (to the issuer), as
provided in paragraph (b)(2)(ii) of this
section. For purposes of determining
whether the payment consists of inter-
est or principal, see the payment order-
ing rules in paragraph (b)(5)(iv) of this
section.

(iii) Principal. The amount of foreign
currency gain or loss recognized with
respect to payment or receipt of prin-
cipal is determined by translating the
amount paid or received into func-
tional currency at the spot rate on the
date of payment or receipt and sub-
tracting from such amount the amount
determined by translating the prin-
cipal into functional currency at the
spot rate on the date the instrument
was issued or, in case of the holder, if
later, acquired. For purposes of deter-
mining whether the payment consists
of interest or principal, see the pay-
ment ordering rules in paragraph
(b)(5)(iv) of this section.

(iv) Payment ordering rules—(A) In
general. Except as provided in para-
graph (b)(5)(iv)(B) of this section, pay-
ments with respect to an instrument
described in paragraph (a)(1)(i) of this
section shall be treated as follows:

(I) A payment shall first be attrib-
utable to any net positive adjustment
on the instrument that has not pre-
viously been taken into account.

(2) Any amount remaining after ap-
plying paragraph (b)(5)(iv)(A)(I1) of this
section shall be attributable to accrued
but unpaid interest, remaining after re-
duction by any net negative adjust-
ment, and shall be attributable to the
most recent accrual period to the ex-
tent prior amounts have not already
been attributed to such period.

(3) Any amount remaining after ap-
plying paragraphs (b)(5)(iv)(A)(I) and
(2) of this section shall be attributable
to principal. Any interest paid in the
current year that is reduced by a net
negative adjustment shall be consid-
ered a payment of principal for pur-
poses of determining foreign currency
gain or loss.

(B) Special rule for sale or exchange or
unscheduled retirement. Payments made
or received upon a sale or exchange or
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unscheduled retirement shall first be
applied against the principal of the
debt instrument (or in the case of a
subsequent purchaser, the purchase
price of the instrument in denomina-
tion currency) and then against ac-
crued unpaid interest (in the case of a
holder, accrued while the holder held
the instrument).

(C) Subsequent purchaser that has a
positive adjustment allocated to a daily
portion of interest. A positive adjust-
ment that is allocated to a daily por-
tion of interest pursuant to paragraph
(b)(T)(iv) of this section shall be treated
as interest for purposes of applying the
payment ordering rule of this para-
graph (b)(5)(iv).

(6) Source of gain or loss. The source of
foreign currency gain or loss recog-
nized with respect to an instrument de-
scribed in paragraph (a)(1)(i) of this
section shall be determined pursuant
to §1.988-4. Consistent with the rules of
§1.1275-4(b)(8), all gain (other than for-
eign currency gain) on an instrument
described in paragraph (a)(1)(i) of this
section is treated as interest income
for all purposes. The source of an ordi-
nary loss (other than foreign currency
loss) with respect to an instrument de-
scribed in paragraph (a)(1)(i) of this
section shall be determined pursuant
to §1.1275-4(b)(9)(iv). The source of a
capital loss with respect to an instru-
ment described in paragraph (a)(1)(i) of
this section shall be determined pursu-
ant to §1.865-1(b)(2).

(T) Basis different from adjusted issue
price—(i) In general. The rules of
§1.1275-4(b)(9)(1), except as set forth in
this paragraph (b)(7), shall apply to an
instrument described in paragraph
(a)(1)(1) of this section purchased by a
subsequent holder for more or less than
the instrument’s adjusted issue price.

(ii) Determination of basis. If an in-
strument described in paragraph
(a)(1)(i) of this section is purchased by
a subsequent holder, the subsequent
holder’s initial basis in the instrument
shall equal the amount paid by the
holder to acquire the instrument,
translated into functional currency at
the spot rate on the date of acquisi-
tion.

(iii) Purchase price greater than ad-
justed issue price. If the purchase price
of the instrument (determined in the
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denomination currency) exceeds the
adjusted issue price of the instrument,
the holder shall, consistent with the
rules of §1.1275-4(b)(9)(i)(B), reasonably
allocate such excess to the daily por-
tions of interest accrued on the instru-
ment or to a projected payment on the
instrument. To the extent attributable
to interest, the excess shall be reason-
ably allocated over the remaining term
of the instrument to the daily portions
of interest accrued and shall be a nega-
tive adjustment on the dates the daily
portions accrue. On the date of such
adjustment, the holder’s adjusted basis
in the instrument is reduced by the
amount treated as a negative adjust-
ment under this paragraph (b)(7)(iii),
translated into functional currency at
the rate used to translate the interest
which is offset by the negative adjust-
ment. To the extent related to a pro-
jected payment, such excess shall be
treated as a negative adjustment on
the date the payment is made. On the
date of such adjustment, the holder’s
adjusted basis in the instrument is re-
duced by the amount treated as a nega-
tive adjustment under this paragraph
(b)(7)(iii), translated into functional
currency at the spot rate on the date
the instrument was acquired.

(iv) Purchase price less than adjusted
issue price. If the purchase price of the
instrument (determined in the denomi-
nation currency) is less than the ad-
justed issue price of the instrument,
the holder shall, consistent with the
rules of §1.1275-4(b)(9)(i)(C), reasonably
allocate the difference to the daily por-
tions of interest accrued on the instru-
ment or to a projected payment on the
instrument. To the extent attributable
to interest, the difference shall be rea-
sonably allocated over the remaining
term of the instrument to the daily
portions of interest accrued and shall
be a positive adjustment on the dates
the daily portions accrue. On the date
of such adjustment, the holder’s ad-
justed basis in the instrument is in-
creased by the amount treated as a
positive adjustment under this para-
graph (b)(7)(iv), translated into func-
tional currency at the rate used to
translate the interest to which it re-
lates. For purposes of determining ad-
justed basis under paragraph (b)(3)(iii)
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of this section, such increase in ad-
justed basis shall be treated as an addi-
tional accrual of interest during the
period to which the positive adjust-
ment relates. To the extent related to
a projected payment, such difference
shall be treated as a positive adjust-
ment on the date the payment is made.
On the date of such adjustment, the
holder’s adjusted basis in the instru-
ment is increased by the amount treat-
ed as a positive adjustment under this
paragraph (b)(7)(iv), translated into
functional currency at the spot rate on
the date the adjustment is taken into
account. For purposes of determining
the amount realized on the instrument
in functional currency under paragraph
(b)(3)(iv) of this section, amounts at-
tributable to the excess of the adjusted
issue price of the instrument over the
purchase price of the instrument shall
be translated into functional currency
at the same rate at which the cor-
responding adjustments are taken into
account under this paragraph (b)(7)(iv)
for purposes of determining the ad-
justed basis of the instrument.

(8) Fixed but deferred contingent pay-
ments. In the case of an instrument
with a contingent payment that be-
comes fixed as to amount before the
payment is due, the rules of §1.1275-
4(b)(9)(ii) shall be applied in the de-
nomination currency of the instru-
ment. For this purpose, foreign cur-
rency gain or loss shall be recognized
on the date payment is made or re-
ceived with respect to the instrument
under the principles of paragraph (b)(5)
of this section. Any increase or de-
crease in basis required under §1.1275-
4(b)(9)({i)(D) shall be taken into ac-
count at the same exchange rate as the
corresponding net positive or negative
adjustment is taken into account.

(c) Examples. The provisions of para-
graph (b) of this section may be illus-
trated by the following examples. In
each example, assume that the instru-
ment described is a debt instrument for
federal income tax purposes. No infer-
ence is intended, however, as to wheth-
er the instrument is a debt instrument
for federal income tax purposes. The
examples are as follows:

Example 1. Treatment of net positive adjust-
ment—(i) Facts. On December 31, 2004, Z, a
calendar year U.S. resident taxpayer whose

§1.988-6

functional currency is the U.S. dollar, pur-
chases from a foreign corporation, at origi-
nal issue, a zero-coupon debt instrument
with a non-currency contingency for £1000.
All payments of principal and interest with
respect to the instrument are denominated
in, or determined by reference to, a single
nonfunctional currency (the British pound).
The debt instrument would be subject to
§1.1275-4(b) if it were denominated in dollars.
The debt instrument’s comparable yield, de-
termined in British pounds under paragraph
(b)(2)(1) of this section and §1.1275-4(b), is 10
percent, compounded annually, and the pro-
jected payment schedule, as constructed
under the rules of §1.1275-4(b), provides for a
single payment of £1210 on December 31, 2006
(consisting of a noncontingent payment of
£975 and a projected payment of £235). The
debt instrument is a capital asset in the
hands of Z. Z does not elect to use the spot-
rate convention described in  §1.988-
2(b)(2)(iii)(B). The payment actually made on
December 31, 2006, is £1300. The relevant
pound/dollar spot rates over the term of the
instrument are as follows:

Spot rate
Date (pounds to dollars)
Dec. 31, 2004 £1.00 = $1.00
Dec. 31, 2005 .. £1.00 = $1.10
Dec. 31, 2006 £1.00 = $1.20

Average rate

Accrual period (pounds to dollars)

£1.00 = $1.05
£1.00 = $1.15

(ii) Treatment in 2005—(A) Determination of
accrued interest. Under paragraph (b)(2)(i) of
this section, and based on the comparable
yield, Z accrues £100 of interest on the debt
instrument for 2005 (issue price of £1000 x 10
percent). Under paragraph (b)(3)(i) of this
section, Z translates the £100 at the average
exchange rate for the accrual period ($1.05 x
£100 = $105). Accordingly, Z has interest in-
come in 2005 of $105.

(B) Adjusted issue price and basis. Under
paragraphs (b)(2)(iii) and (iv) of this section,
the adjusted issue price of the debt instru-
ment determined in pounds and Z’s adjusted
basis in dollars in the debt instrument are
increased by the interest accrued in 2005.
Thus, on January 1, 2006, the adjusted issue
price of the debt instrument is £1100. For
purposes of determining Z’s dollar basis in
the debt instrument, the $1000 basis ($1.00 x
£1000 original cost basis) is increased by the
£100 of accrued interest, translated at the
rate at which interest was accrued for 2005.
See paragraph (b)(3)(iii) of this section. Ac-
cordingly, Z’s adjusted basis in the debt in-
strument as of January 1, 2006, is $1105.

(iii) Treatment in 2006—(A) Determination of
accrued interest. Under paragraph (b)(2)(i) of
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this section, and based on the comparable
yield, Z accrues £110 of interest on the debt
instrument for 2006 (adjusted issue price of
£1100 x 10 percent). Under paragraph (b)(3)(i)
of this section, Z translates the £110 at the
average exchange rate for the accrual period
($1.15 x £110 = $126.50). Accordingly, Z has in-
terest income in 2006 of $126.50.

(B) Effect of met positive adjustment. The
payment actually made on December 31, 2006,
is £1300, rather than the projected £1210.
Under paragraph (b)(2)(ii) of this section, Z
has a net positive adjustment of £90 on De-
cember 31, 2006, attributable to the difference
between the amount of the actual payment
and the amount of the projected payment.
Under paragraph (b)(3)(ii)(A) of this section,
the £90 net positive adjustment is treated as
additional interest income and is translated
into dollars at the spot rate on the last day
of the year ($1.20 x £90 = $108). Accordingly, Z
has a net positive adjustment of $108 result-
ing in a total interest inclusion for 2006 of
$234.50 ($126.50 + $108 = $234.50).

(C) Adjusted issue price and basis. Based on
the projected payment schedule, the adjusted
issue price of the debt instrument imme-
diately before the payment at maturity is
£1210 (£1100 plus £110 of accrued interest for
2006). Z’s adjusted basis in dollars, based only
on the noncontingent payment and the pro-
jected amount of the contingent payment to
be received, is $1231.50 ($1105 plus $126.50 of
accrued interest for 2006).

(D) Amount realized. Even though Z re-
ceives £1300 at maturity, for purposes of de-
termining the amount realized, Z is treated
under paragraph (b)(2)(v) of this section as
receiving the projected amount of the con-
tingent payment on December 31, 2006.
Therefore, Z is treated as receiving £1210 on
December 31, 2006. Under paragraph (b)(3)(iv)
of this section, Z translates its amount real-
ized into dollars and computes its gain or
loss on the instrument (other than foreign
currency gain or 1loss) by breaking the
amount realized into its component parts.
Accordingly, £100 of the £1210 (representing
the interest accrued in 2005) is translated at
the rate at which it was accrued (£1 = $1.05),
resulting in an amount realized of $105; £110
of the £1210 (representing the interest ac-
crued in 2006) is translated into dollars at
the rate at which it was accrued (£1 = $1.15),
resulting in an amount realized of $126.50;
and £1000 of the £1210 (representing a return
of principal) is translated into dollars at the
spot rate on the date the instrument was
purchased (£1 = $1), resulting in an amount
realized of $1000. Z’s total amount realized is
$1231.50, the same as its basis, and Z recog-
nizes no gain or loss (before consideration of
foreign currency gain or loss) on retirement
of the instrument.

(E) Foreign currency gain or loss. Under
paragraph (b)(5) of this section Z recognizes
foreign currency gain under section 988 on
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the instrument with respect to the consider-
ation actually received at maturity (except
for the net positive adjustment), £1210. The
amount of recognized foreign currency gain
is determined based on the difference be-
tween the spot rate on the date the instru-
ment matures and the rates at which the
principal and interest were taken into ac-
count. With respect to the portion of the
payment attributable to interest accrued in
2005, the foreign currency gain is $15 [£100 x
($1.20—$1.05)]. With respect to interest ac-
crued in 2006, the foreign currency gain
equals $5.50 [£110 x ($1.20—$1.15)]. With re-
spect to principal, the foreign currency gain
is $200 [£1000 x ($1.20—81.00)]. Thus, Z recog-
nizes a total foreign currency gain on De-
cember 31, 2006, of $220.50.

(F) Source. Z has interest income of $105 in
2005, interest income of $234.50 in 2006 (attrib-
utable to £110 of accrued interest and the £90
net positive adjustment), and a foreign cur-
rency gain of $220.50 in 2006. Under paragraph
(b)(6) of this section and section 862(a)(1), the
interest income is sourced by reference to
the residence of the payor and is therefore
from sources without the United States.
Under paragraph (b)(6) of this section and
§1.988-4, Z’s foreign currency gain of $220.50
is sourced by reference to Z’s residence and
is therefore from sources within the United
States.

Example 2. Treatment of mnet mnegative
adjustment. (i) Facts. Assume the same facts
as in Example 1, except that Z receives £975 at
maturity instead of £1300.

(ii) Treatment in 2005. The treatment of the
debt instrument in 2005 is the same as in Ex-
ample 1. Thus, Z has interest income in 2005
of $105. On January 1, 2006, the adjusted issue
price of the debt instrument is £1100, and Z’s
adjusted basis in the instrument is $1105.

(iil) Treatment in 2006—(A) Determination of
accrued interest. Under paragraph (b)(2)(i) of
this section and based on the comparable
yield, Z’s accrued interest for 2006 is £110 (ad-
justed issue price of £1100 x 10 percent).
Under paragraph (b)(3)(i) of this section, the
£110 of accrued interest is translated at the
average exchange rate for the accrual period
($1.15 x £110 = $126.50).

(B) Effect of met negative adjustment. The
payment actually made on December 31, 2006,
is £975, rather than the projected £1210. Under
paragraph (b)(2)(ii) of this section, Z has a
net negative adjustment of £235 on December
31, 2006, attributable to the difference be-
tween the amount of the actual payment and
the amount of the projected payment. Z’s ac-
crued interest income of £110 in 2006 is re-
duced to zero by the net negative adjust-
ment. Under paragraph (b)(3)(ii)(B)(I) of this
section the net negative adjustment which
reduces the current year’s interest is not
translated into functional currency. Under
paragraph (b)(2)(ii) of this section, Z treats
the remaining £125 net negative adjustment
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as an ordinary loss to the extent of the £100
previously accrued interest in 2005. This £100
ordinary loss is attributable to interest ac-
crued but not paid in the preceding year.
Therefore, under paragraph (b)(3)(ii)(B)(2) of
this section, Z translates the loss into dol-
lars at the average rate for such year (£1 =
$1.05). Accordingly, Z has an ordinary loss of
$105 in 2006. The remaining £25 of net nega-
tive adjustment is a negative adjustment
carryforward under paragraph (b)(2)(ii) of
this section.

(C) Adjusted issue price and basis. Based on
the projected payment schedule, the adjusted
issue price of the debt instrument imme-
diately before the payment at maturity is
£1210 (£1100 plus £110 of accrued interest for
2006). Z’s adjusted basis in dollars, based only
on the noncontingent payments and the pro-
jected amount of the contingent payments to
be received, is $1231.50 ($1105 plus $126.50 of
accrued interest for 2006).

(D) Amount realiced. Even though Z re-
ceives £975 at maturity, for purposes of de-
termining the amount realized, Z is treated
under paragraph (b)(2)(v) of this section as
receiving the projected amount of the con-
tingent payment on December 31, 2006, re-
duced by the amount of Z’s negative adjust-
ment carryforward of £25. Therefore, Z is
treated as receiving £1185 (£1210—£25) on De-
cember 31, 2006. Under paragraph (b)(3)(iv) of
this section, Z translates its amount realized
into dollars and computes its gain or loss on
the instrument (other than foreign currency
gain or loss) by breaking the amount real-
ized into its component parts. Accordingly,
£100 of the £1185 (representing the interest
accrued in 2005) is translated at the rate at
which it was accrued (£1 = $1.05), resulting in
an amount realized of $105; £110 of the £1185
(representing the interest accrued in 2006) is
translated into dollars at the rate at which
it was accrued (£1 = $1.15), resulting in an
amount realized of $126.50; and £975 of the
£1185 (representing a return of principal) is
translated into dollars at the spot rate on
the date the instrument was purchased (£1 =
$1), resulting in an amount realized of $975.
Z’s amount realized is $1206.50 ($105 + $126.50
+ $975 = $1206.50), and Z recognizes a capital
loss (before consideration of foreign currency
gain or loss) of $25 on retirement of the in-
strument ($1206.50 — $1231.50 = —$25).

(E) Foreign currency gain or loss. Z recog-
nizes foreign currency gain with respect to
the consideration actually received at matu-
rity, £975. Under paragraph (b)(5)(ii) of this
section, no foreign currency gain or loss is
recognized with respect to unpaid accrued in-
terest reduced to zero by the net negative
adjustment resulting in 2006. In addition, no
foreign currency gain or loss is recognized
with respect to unpaid accrued interest from
2005, also reduced to zero by the ordinary
loss. Accordingly, Z recognizes foreign cur-
rency gain with respect to principal only.
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Thus, Z recognizes a total foreign currency
gain on December 31, 2006, of $195 [£975 X
($1.20—$1.00)].

(F) Source. In 2006, Z has an ordinary loss of
$105, a capital loss of $25, and a foreign cur-
rency gain of $195. Under paragraph (b)(6) of
this section and §1.1275-4(b)(9)(iv), the $105
ordinary loss generally reduces Z’s foreign
source passive income under section 904(d)
and the regulations thereunder. Under para-
graph (b)(6) of this section and §1.865-1(b)(2),
the $25 capital loss is sourced by reference to
how interest income on the instrument
would have been sourced. Therefore, the $25
capital loss generally reduces Z’s foreign
source passive income under section 904(d)
and the regulations thereunder. Under para-
graph (b)(6) of this section and §1.988-4, Z’s
foreign currency gain of $195 is sourced by
reference to Z’s residence and is therefore
from sources within the United States.

Example 3. Negative adjustment and periodic
interest payments—(i) Facts. On December 31,
2004, Z, a calendar year U.S. resident tax-
payer whose functional currency is the U.S.
dollar, purchases from a foreign corporation,
at original issue, a two-year debt instrument
with a non-currency contingency for £1000.
All payments of principal and interest with
respect to the instrument are denominated
in, or determined by reference to, a single
nonfunctional currency (the British pound).
The debt instrument would be subject to
§1.1275-4(b) if it were denominated in dollars.
The debt instrument’s comparable yield, de-
termined in British pounds under §§1.988-
2(b)(2) and 1.1275-4(b), is 10 percent, com-
pounded semiannually. The debt instrument
provides for semiannual interest payments of
£30 payable each June 30, and December 31,
and a contingent payment at maturity on
December 31, 2006, which is projected to
equal £1086.20 (consisting of a noncontingent
payment of £980 and a projected payment of
£106.20) in addition to the interest payable at
maturity. The debt instrument is a capital
asset in the hands of Z. Z does not elect to
use the spot-rate convention described in
§1.988-2(b)(2)(iii)(B). The payment actually
made on December 31, 2006, is £981.00. The rel-
evant pound/dollar spot rates over the term
of the instrument are as follows:

Spot rate
Date (poundps to dollars)
Dec. 31, 2004 £1.00 = $1.00
June 30, 2005 .. £1.00 = $1.20
Dec. 31, 2005 .. £1.00 = $1.40
June 30, 2006 .. £1.00 = $1.60
Dec. 31, 2006 £1.00 = $1.80

Average rate

Accrual period (pounds to dollars)

Jan.-June 2005 ... £1.00 = $1.10
July-Dec. 2005 . £1.00 = $1.30
Jan.-June 2006 ... £1.00 = $1.50
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Average rate

Accrual period (pounds to dollars)

July-Dec. 2006 ......cccorererennne £1.00 = $1.70

(ii) Treatment in 2005—(A) Determination of
accrued interest. Under paragraph (b)(2)(i) of
this section, and based on the comparable
yield, Z accrues £50 of interest on the debt
instrument for the January-June accrual pe-
riod (issue price of £1000 x 10 percent/2).
Under paragraph (b)(3)(i) of this section, Z
translates the £50 at the average exchange
rate for the accrual period ($1.10 x £50 =
$565.00). Similarly, Z accrues £51 of interest in
the July-December accrual period [(£1000 +
£50—£30) x 10 percent/2], which is translated
at the average exchange rate for the accrual
period ($1.30 x £51 = $66.30). Accordingly, Z ac-
crues $121.30 of interest income in 2005.

(B) Adjusted issue price and basis—(1) Janu-
ary-June accrual period. Under paragraphs
(b)(2)(iii) and (iv) of this section, the ad-
justed issue price of the debt instrument de-
termined in pounds and Z’s adjusted basis in
dollars in the debt instrument are increased
by the interest accrued, and decreased by the
interest payment made, in the January-June
accrual period. Thus, on July 1, 2005, the ad-
justed issue price of the debt instrument is
£1020 (£1000 + £50 — £30 = £1020). For purposes
of determining Z’s dollar basis in the debt in-
strument, the $1000 basis is increased by the
£60 of accrued interest, translated, under
paragraph (b)(3)(iii) of this section, at the
rate at which interest was accrued for the
January-June accrual period ($1.10 x £50 =
$565). The resulting amount is reduced by the
£30 payment of interest made during the ac-
crual period, translated, under paragraph
(b)(3)(iii) of this section and §1.988-2(b)(7), at
the rate applicable to accrued interest ($1.10
x £30 = $33). Accordingly, Z’s adjusted basis
as of July 1, 2005, is $1022 ($1000 + $565 — $33).

(2) July-December accrual period. Under
paragraphs (b)(2)(iii) and (iv) of this section,
the adjusted issue price of the debt instru-
ment determined in pounds and Z’s adjusted
basis in dollars in the debt instrument are
increased by the interest accrued, and de-
creased by the interest payment made, in the
July-December accrual period. Thus, on Jan-
uary 1, 2006, the adjusted issue price of the
instrument is £1041 (£1020 + £51 — £30 = £1041).
For purposes of determining Z’s dollar basis
in the debt instrument, the $1022 basis is in-
creased by the £51 of accrued interest, trans-
lated, under paragraph (b)(3)(iii) of this sec-
tion, at the rate at which interest was ac-
crued for the July-December accrual period
($1.30 x £561 = $66.30). The resulting amount is
reduced by the £30 payment of interest made
during the accrual period, translated, under
paragraph (b)(3)(iii) of this section and
§1.988-2(b)(7), at the rate applicable to ac-
crued interest ($1.30 x £30 = $39). Accordingly,
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Z’s adjusted basis as of January 1, 2006, is
$1049.30 ($1022 + $66.30 — $39).

(C) Foreign currency gain or loss. Z will rec-
ognize foreign currency gain on the receipt
of each £30 payment of interest actually re-
ceived during 2005. The amount of foreign
currency gain in each case is determined,
under paragraph (b)(5)(ii) of this section, by
reference to the difference between the spot
rate on the date the £30 payment was made
and the average exchange rate for the ac-
crual period during which the interest ac-
crued. Accordingly, Z recognizes $3 of foreign
currency gain on the January-June interest
payment [£30 x ($1.20 — $1.10)], and $3 of for-
eign currency gain on the July-December in-
terest payment [£30 x ($1.40 — $1.30)]. Z recog-
nizes in 2005 a total of $6 of foreign currency
gain.

(D) Source. Z has interest income of $121.30
and a foreign currency gain of $6. Under
paragraph (b)(6) of this section and section
862(a)(1), the interest income is sourced by
reference to the residence of the payor and is
therefore from sources without the United
States. Under paragraph (b)(6) of this section
and §1.988-4, Z’s foreign currency gain of $6 is
sourced by reference to Z’s residence and is
therefore from sources within the United
States.

(iii) Treatment in 2006—(A) Determination of
accrued interest. Under paragraph (b)(2)(i) of
this section, and based on the comparable
yield, Z’s accrued interest for the January-
June accrual period is £52.05 (adjusted issue
price of £1041 x 10 percent/2). Under paragraph
(b)(3)(1) of this section, Z translates the
£52.05 at the average exchange rate for the
accrual period ($1.50 x £52.05 = $78.08). Simi-
larly, Z accrues £53.15 of interest in the July-
December accrual period [(£1041 + £52.05—£30)
x 10 percent/2], which is translated at the av-
erage exchange rate for the accrual period
($1.70 x £53.15 = $90.35). Accordingly, Z ac-
crues £105.20, or $168.43, of interest income in
2006.

(B) Effect of met negative adjustment. The
payment actually made on December 31, 2006,
is £981.00, rather than the projected £1086.20.
Under paragraph (b)(2)(ii)(B) of this section,
Z has a net negative adjustment of £105.20 on
December 31, 2006, attributable to the dif-
ference between the amount of the actual
payment and the amount of the projected
payment. Z’s accrued interest income of
£105.20 in 2006 is reduced to zero by the net
negative adjustment. Elimination of the 2006
accrued interest fully utilizes the net nega-
tive adjustment.

(C) Adjusted issue price and basis—(1) Janu-
ary-June accrual period. Under paragraphs
(b)(2)(iii) and (iv) of this section, the ad-
justed issue price of the debt instrument de-
termined in pounds and Z’s adjusted basis in
dollars in the debt instrument are increased
by the interest accrued, and decreased by the
interest payment made, in the January-June
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accrual period. Thus, on July 1, 2006, the ad-
justed issue price of the debt instrument is
£1063.05 (£1041 + £52.05 — £30 = £1063.05). For
purposes of determining Z’s dollar basis in
the debt instrument, the $1049.30 adjusted
basis is increased by the £52.05 of accrued in-
terest, translated, under paragraph (b)(3)(iii)
of this section, at the rate at which interest
was accrued for the January-June accrual
period ($1.50 x £52.05 = $78.08). The resulting
amount is reduced by the £30 payment of in-
terest made during the accrual period, trans-
lated, under paragraph (b)(3)(iii) of this sec-
tion and §1.988-2(b)(7), at the rate applicable
to accrued interest ($1.50 x £30 = $45). Accord-
ingly, Z’s adjusted basis as of July 1, 2006, is
$1082.38 ($1049.30 + $78.08 — $45).

(2) July-December accrual period. Under
paragraphs (b)(2)(iii) and (iv) of this section,
the adjusted issue price of the debt instru-
ment determined in pounds and Z’s adjusted
basis in dollars in the debt instrument are
increased by the interest accrued, and de-
creased by the interest payment made, in the
July-December accrual period. Thus, imme-
diately before maturity on December 31, 2006,
the adjusted issue price of the instrument is
£1086.20 (£1063.05 + £53.15 — £30 = £1086.20). For
purposes of determining Z’s dollar basis in
the debt instrument, the $1082.38 adjusted
basis is increased by the £53.15 of accrued in-
terest, translated, under paragraph (b)(3)(iii)
of this section, at the rate at which interest
was accrued for the July-December accrual
period ($1.70 x £563.15 = $90.36). The resulting
amount is reduced by the £30 payment of in-
terest made during the accrual period, trans-
lated, under paragraph (b)(3)(iii) of this sec-
tion and §1.988-2(b)(7), at the rate applicable
to accrued interest ($1.70 x £30 = $51). Accord-
ingly, Z’s adjusted basis on December 31,
2006, immediately prior to maturity is
$1121.74 ($1082.38 + $90.36 — $51).

(D) Amount realiced. Even though Z re-
ceives £981.00 at maturity, for purposes of de-
termining the amount realized, Z is treated
under paragraph (b)(2)(v) of this section as
receiving the projected amount of the con-
tingent payment on December 31, 2006.
Therefore, Z is treated as receiving £1086.20
on December 31, 2006. Under paragraph
(b)(3)(iv) of this section, Z translates its
amount realized into dollars and computes
its gain or loss on the instrument (other
than foreign currency gain or loss) by break-
ing the amount realized into its component
parts. Accordingly, £20 of the £1086.20 (rep-
resenting the interest accrued in the Janu-
ary-June 2005 accrual period, less £30 interest
paid) is translated into dollars at the rate at
which it was accrued (£1 = $1.10), resulting in
an amount realized of $22; £21 of the £1086.20
(representing the interest accrued in the
July-December 2005 accrual period, less £30
interest paid) is translated into dollars at
the rate at which it was accrued (£1 = $1.30),
resulting in an amount realized of $27.30;
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£22.05 of the £1086.20 (representing the inter-
est accrued in the January-June 2006 accrual
period, less £30 interest paid) is translated
into dollars at the rate at which it was ac-
crued (£1 = $1.50), resulting in an amount re-
alized of $33.08; £23.15 of the £1086.20 (rep-
resenting the interest accrued in the July 1-
December 31, 2006 accrual period, less the £30
interest payment) is translated into dollars
at the rate at which it was accrued (£1 =
$1.70), resulting in an amount realized of
$39.36; and £1000 (representing principal) is
translated into dollars at the spot rate on
the date the instrument was purchased (£1 =
$1), resulting in an amount realized of $1000.
Accordingly, Z’s total amount realized is
$1121.74 ($22 + $27.30 + $33.08 + $39.36 + $1000),
the same as its basis, and Z recognizes no
gain or loss (before consideration of foreign
currency gain or loss) on retirement of the
instrument.

(E) Foreign currency gain or loss. Z recog-
nizes foreign currency gain with respect to
each £30 payment actually received during
2006. These payments, however, are treated
as payments of principal for this purpose be-
cause all 2006 accrued interest is reduced to
zero by the net negative adjustment. See
paragraph (b)(6)(iv)(A)(3) of this section. The
amount of foreign currency gain in each case
is determined, under paragraph (b)(5)(iii) of
this section, by reference to the difference
between the spot rate on the date the £30
payment is made and the spot rate on the
date the debt instrument was issued. Accord-
ingly, Z recognizes $18 of foreign currency
gain on the January-June 2006 interest pay-
ment [£30 x ($1.60 — $1.00)], and $24 of foreign
currency gain on the July-December 2006 in-
terest payment [£30 x ($1.80 — $1.00)]. Z sepa-
rately recognizes foreign currency gain with
respect to the consideration actually re-
ceived at maturity, £981.00. The amount of
such gain is determined based on the dif-
ference between the spot rate on the date the
instrument matures and the rates at which
the principal and interest were taken into
account. With respect to the portion of the
payment attributable to interest accrued in
January-June 2005 (other than the £30 pay-
ments), the foreign currency gain is $14 [£20
%X ($1.80 — $1.10)]. With respect to the portion
of the payment attributable to interest ac-
crued in July-December 2005 (other than the
£30 payments), the foreign currency gain is
$10.50 [£21 x ($1.80 — $1.30)]. With respect to
the portion of the payment attributable to
interest accrued in 2006 (other than the £30
payments), no foreign currency gain or loss
is recognized under paragraph (b)(5)(ii) of
this section because such interest was re-
duced to zero by the net negative adjust-
ment. With respect to the portion of the pay-
ment attributable to principal, the foreign
currency gain is $752 [£940 x ($1.80 — $1.00)].
Thus, Z recognizes a foreign currency gain of
$42 on receipt of the two £30 payments in
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2006, and $776.50 ($14 + $10.50 + $752) on receipt
of the payment at maturity, for a total 2006
foreign currency gain of $818.50.

(F) Source. Under paragraph (b)(6) of this
section and §1.988-4, Z’s foreign currency
gain of $818.50 is sourced by reference to Z’s
residence and is therefore from sources with-
in the United States.

Example 4. Purchase price greater than ad-
justed issue price. (i) Facts. On July 1, 2005, Z,
a calendar year U.S. resident taxpayer whose
functional currency is the U.S. dollar, pur-
chases a debt instrument with a non-cur-
rency contingency for £1405. All payments of
principal and interest with respect to the in-
strument are denominated in, or determined
by reference to, a single nonfunctional cur-
rency (the British pound). The debt instru-
ment would be subject to §1.1275-4(b) if it
were denominated in dollars. The debt in-
strument was originally issued by a foreign
corporation on December 31, 2003, for an
issue price of £1000, and matures on Decem-
ber 31, 2006. The debt instrument’s com-
parable yield, determined in British pounds
under §§1.988-2(b)(2) and 1.1275-4(b), is 10.25
percent, compounded semiannually, and the
projected payment schedule for the debt in-
strument (determined as of the issue date
under the rules of §1.1275-4(b)) provides for a
single payment at maturity of £1349.70 (con-
sisting of a noncontingent payment of £1000
and a projected payment of £349.70). At the
time of the purchase, the adjusted issue price
of the debt instrument is £1161.76, assuming
semiannual accrual periods ending on June
30 and December 31 of each year. The in-
crease in the value of the debt instrument
over its adjusted issue price is due to an in-
crease in the expected amount of the contin-
gent payment. The debt instrument is a cap-
ital asset in the hands of Z. Z does not elect
to use the spot-rate convention described in
§1.988-2(b)(2)(iii)(B). The payment actually
made on December 31, 2006, is £1400. The rel-
evant pound/dollar spot rates over the term
of the instrument are as follows:

Spot rate
Date (pounds to dollars)
July 1, 2005 ... £1.00 = $1.00
Dec. 31, 2006 . £1.00 = $2.00

Average rate

Accrual period

(pounds to dollars)

July 1-Dec. 31, 2005 ....
Jan. 1-June 30, 2006
July 1-Dec. 31, 2006

£1.00 = $1.50
£1.00 = $1.50
£1.00 = $1.50

(ii) Initial basis. Under paragraph (b)(7)(ii)
of this section, Z’s initial basis in the debt
instrument is $1405, Z’s purchase price of
£1405, translated into functional currency at
the spot rate on the date the debt instru-
ment was purchased (£1 = $1).
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(iii) Allocation of purchase price differential.
Z purchased the debt instrument for £1405
when its adjusted issue price was £1161.76.
Under paragraph (b)(7)(iii) of this section, Z
allocates the £243.24 excess of purchase price
over adjusted issue price to the contingent
payment at maturity. This allocation is rea-
sonable because the excess is due to an in-
crease in the expected amount of the contin-
gent payment and not, for example, to a de-
crease in prevailing interest rates.

(iv) Treatment in 2005—(A) Determination of
accrued interest. Under paragraph (b)(2)(i) of
this section, and based on the comparable
yield, Z accrues £59.54 of interest on the debt
instrument for the July-December 2005 ac-
crual period (issue price of £1161.76 x 10.25
percent/2). Under paragraph (b)(3)(i) of this
section, Z translates the £59.54 of interest at
the average exchange rate for the accrual pe-
riod ($1.50 x £59.54 = $89.31). Accordingly, Z
has interest income in 2005 of $89.31.

(B) Adjusted issue price and basis. Under
paragraphs (b)(2)(iii) and (iv) of this section,
the adjusted issue price of the debt instru-
ment determined in pounds and Z’s adjusted
basis in dollars in the debt instrument are
increased by the interest accrued in July-De-
cember 2005. Thus, on January 1, 2006, the ad-
justed issue price of the debt instrument is
£1221.30 (£1161.76 + £59.54). For purposes of de-
termining Z’s dollar basis in the debt instru-
ment on January 1, 2006, the $1405 basis is in-
creased by the £59.564 of accrued interest,
translated at the rate at which interest was
accrued for the July-December 2005 accrual
period. Paragraph (b)(3)(iii) of this section.
Accordingly, Z’s adjusted basis in the instru-
ment, as of January 1, 2006, is $1494.31 [$1405
+ (£59.54 x $1.50)].

(v) Treatment in 2006—(A) Determination of
accrued interest. Under paragraph (b)(2)(i) of
this section, and based on the comparable
yield, Z accrues £62.59 of interest on the debt
instrument for the January-June 2006 ac-
crual period (issue price of £1221.30 x 10.25
percent/2). Under paragraph (b)(3)(i) of this
section, Z translates the £62.59 of accrued in-
terest at the average exchange rate for the
accrual period ($1.50 x £62.59 = $93.89). Simi-
larly, Z accrues £65.80 of interest in the July-
December 2006 accrual period [(£1221.30 +
£62.59) x 10.25 percent/2], which is translated
at the average exchange rate for the accrual
period ($1.50 x £65.80 = $98.70). Accordingly, Z
accrues £128.39, or $192.59, of interest income
in 2006.

(B) Effect of positive and negative adjust-
ments—(1) Offset of positive adjustment. The
payment actually made on December 31, 2006,
is £1400, rather than the projected £1349.70.
Under paragraph (b)(2)(ii) of this section, Z
has a positive adjustment of £50.30 on Decem-
ber 31, 2006, attributable to the difference be-
tween the amount of the actual payment and
the amount of the projected payment. Under
paragraph (b)(7)(iii) of this section, however,
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Z also has a negative adjustment of £243.24,
attributable to the excess of Z’s purchase
price for the debt instrument over its ad-
justed issue price. Accordingly, Z will have a
net negative adjustment of £192.94
(£50.30 — £243.24 = £192.94) for 2006.

(2) Offset of accrued interest. Z’s accrued in-
terest income of £128.39 in 2006 is reduced to
zero by the net negative adjustment. The net
negative adjustment which reduces the cur-
rent year’s interest is not translated into
functional currency. Under paragraph
(b)(2)(ii) of this section, Z treats the remain-
ing £64.55 net negative adjustment as an or-
dinary loss to the extent of the £59.54 pre-
viously accrued interest in 2005. This £59.54
ordinary loss is attributable to interest ac-
crued but not paid in the preceding year.
Therefore, under paragraph (b)(3)(ii)(B)(2) of
this section, Z translates the loss into dol-
lars at the average rate for such year (§1 =
$1.50). Accordingly, Z has an ordinary loss of
$89.31 in 2006. The remaining £5.01 of net neg-
ative adjustment is a negative adjustment
carryforward under paragraph (b)(2)(ii) of
this section.

(C) Adjusted issue price and basis—(1) Janu-
ary-June accrual period. Under paragraph
(b)(2)(iii) of this section, the adjusted issue
price of the debt instrument on July 1, 2006,
is £1283.89 (£1221.30 + £62.59 = £1283.89). Under
paragraphs (b)(2)(iv) and (b)(3)(iii) of this sec-
tion, Z’s adjusted basis as of July 1, 2006, is
$1588.20 ($1494.31 + $93.89).

(2) July-December accrual period. Based on
the projected payment schedule, the adjusted
issue price of the debt instrument imme-
diately before the payment at maturity is
£1349.70 (£1283.89 + £65.80 accrued interest for
July-December). Z’s adjusted basis in dol-
lars, based only on the noncontingent pay-
ments and the projected amount of the con-
tingent payments to be received, is $1686.90
($1588.20 plus $98.70 of accrued interest for
July-December).

(3) Adjustment to basis upon contingent pay-
ment. Under paragraph (b)(7)(iii) of this sec-
tion, Z’s adjusted basis in the debt instru-
ment is reduced at maturity by £243.24, the
excess of Z’s purchase price for the debt in-
strument over its adjusted issue price. For
this purpose, the adjustment is translated
into functional currency at the spot rate on
the date the instrument was acquired (£1 =
$1). Accordingly, Z’s adjusted basis in the
debt instrument at maturity is $1443.66
($1686.90 — $243.24).

(D) Amount realiced. Even though Z re-
ceives £1400 at maturity, for purposes of de-
termining the amount realized, Z is treated
under paragraph (b)(2)(v) of this section as
receiving the projected amount of the con-
tingent payment on December 31, 2006, re-
duced by the amount of Z’s negative adjust-
ment carryforward of £5.01. Therefore, Z is
treated as receiving £1344.69 (£1349.70—£5.01)
on December 31, 2006. Under paragraph
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(b)(3)(iv) of this section, Z translates its
amount realized into dollars and computes
its gain or loss on the instrument (other
than foreign currency gain or loss) by break-
ing the amount realized into its component
parts. Accordingly, £569.54 of the £1344.69 (rep-
resenting the interest accrued in 2005) is
translated at the rate at which it was ac-
crued (£1 = $1.50), resulting in an amount re-
alized of $89.31; £62.59 of the £1344.69 (rep-
resenting the interest accrued in January-
June 2006) is translated into dollars at the
rate at which it was accrued (£1 = $1.50), re-
sulting in an amount realized of $93.89; £65.80
of the £1344.69 (representing the interest ac-
crued in July-December 2006) is translated
into dollars at the rate at which it was ac-
crued (£1 = $1.50), resulting in an amount re-
alized of $98.70; and £1156.76 of the £1344.69
(representing a return of principal) is trans-
lated into dollars at the spot rate on the
date the instrument was purchased (£1 = $1),
resulting in an amount realized of $1156.76.
Z’s amount realized is $1438.66 ($89.31 + $93.89
+ $98.70 + $1156.76), and Z recognizes a capital
loss (before consideration of foreign currency
gain or loss) of $6 on retirement of the in-
strument ($1438.66 — $1443.66 = —$5).

(E) Foreign currency gain or loss. Z recog-
nizes foreign currency gain under section 988
on the instrument with respect to the entire
consideration actually received at maturity,
£1400. While foreign currency gain or loss or-
dinarily would not have arisen with respect
to £50.30 of the £1400, which was initially
treated as a positive adjustment in 2006, the
larger negative adjustment in 2006 reduced
this positive adjustment to zero. Accord-
ingly, foreign currency gain or loss is recog-
nized with respect to the entire £1400. Under
paragraph (b)(5)(ii) of this section, however,
no foreign currency gain or loss is recognized
with respect to unpaid accrued interest re-
duced to zero by the net negative adjustment
resulting in 2006, and no foreign currency
gain or loss is recognized with respect to un-
paid accrued interest from 2005, also reduced
to zero by the ordinary loss. Therefore, the
entire £1400 is treated as a return of principal
for the purpose of determining foreign cur-
rency gain or loss, and Z recognizes a total
foreign currency gain on December 31, 2001,
of $1400 [£1400 x ($2.00— $1.00)].

(F) Source. Z has an ordinary loss of $89.31,
a capital loss of $5, and a foreign currency
gain of $1400. Under paragraph (b)(6) of this
section and §1.1275-4(b)(9)(iv), the $89.31 ordi-
nary loss generally reduces Z’s foreign
source passive income under section 904(d)
and the regulations thereunder. Under para-
graph (b)(6) of this section and §1.865-1(b)(2),
the $5 capital loss is sourced by reference to
how interest income on the instrument
would have been sourced. Therefore, the $5
capital loss generally reduces Z’s foreign
source passive income under section 904(d)
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and the regulations thereunder. Under para-
graph (b)(6) of this section and §1.988-4, Z’s
foreign currency gain of $1400 is sourced by
reference to Z’s residence and is therefore
from sources within the United States.

Example 5. Sale of an instrument with a nega-
tive adjustment carryforward. (i) Facts. On De-
cember 31, 2003, Z, a calendar year U.S. resi-
dent taxpayer whose functional currency is
the U.S. dollar, purchases at original issue a
debt instrument with non-currency contin-
gencies for £1000. All payments of principal
and interest with respect to the instrument
are denominated in, or determined by ref-
erence to, a single nonfunctional currency
(the British pound). The debt instrument
would be subject to §1.1275-4(b) if it were de-
nominated in dollars. The debt instrument’s
comparable yield, determined in British
poundsunder §§1.988-2(b)(2) and 1.1275-4(b), is
10 percent, compounded annually, and the
projected payment schedule for the debt in-
strument provides for payments of £310 on
December 31, 2005 (consisting of a noncontin-
gent payment of £560 and a projected amount
of £260) and £990 on December 31, 2006 (con-
sisting of a noncontingent payment of £940
and a projected amount of £50). The debt in-
strument is a capital asset in the hands of Z.
Z does not elect to use the spot-rate conven-
tion described in §1.988-2(b)(2)(iii)(B). The
payment actually made on December 31, 2005,
is £560. On December 30, 2006, Z sells the debt
instrument for £940. The relevant pound/dol-
lar spot rates over the term of the instru-
ment are as follows:

Spot rate
Date (pounds to dollars)
Dec. 31, 2003 £1.00 = $1.00
Dec. 31, 2005 . £1.00 = $2.00
Dec. 30, 2006 £1.00 = $2.00

Average rate

Accrual period (pounds to dollars)

Jan. 1-Dec. 31, 2004 .... £1.00 = $2.00
Jan. 1-Dec. 31, 2005 £1.00 = $2.00
Jan. 1-Dec. 31, 2006 .... £1.00 = $2.00

(ii) Treatment in 2004—(A) Determination of
accrued interest. Under paragraph (b)(2)(i) of
this section, and based on the comparable
yield, Z accrues £100 of interest on the debt
instrument for 2004 (issue price of £1000 x 10
percent). Under paragraph (b)(3)(i) of this
section, Z translates the £100 at the average
exchange rate for the accrual period ($2.00 x
£100 = $200). Accordingly, Z has interest in-
come in 2004 of $200.

(B) Adjusted issue price and basis. Under
paragraphs (b)(2)(iii) and (iv) of this section,
the adjusted issue price of the debt instru-
ment determined in pounds and Z’s adjusted
basis in dollars in the debt instrument are
increased by the interest accrued in 2004.
Thus, on January 1, 2005, the adjusted issue
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price of the debt instrument is £1100. For
purposes of determining Z’s dollar basis in
the debt instrument, the $1000 basis ($1.00 x
£1000 original cost basis) is increased by the
£100 of accrued interest, translated at the
rate at which interest was accrued for 2004.
See paragraph (b)(3)(iii) of this section. Ac-
cordingly, Z’s adjusted basis in the debt in-
strument as of January 1, 2005, is $1200 ($1000
+ $200).

(iii) Treatment in 2005—(A) Determination of
accrued interest. Under paragraph (b)(2)(i) of
this section, and based on the comparable
yield, Z’s accrued interest for 2005 is £110 (ad-
justed issue price of £1100 x 10 percent).
Under paragraph (b)(3)(i) of this section, the
£110 of accrued interest is translated at the
average exchange rate for the accrual period
($2.00 x £110 = $220).

(B) Effect of met negative adjustment. The
payment actually made on December 31, 2005,
is £50, rather than the projected £310. Under
paragraph (b)(2)(ii) of this section, Z has a
net negative adjustment of £260 on December
31, 2005, attributable to the difference be-
tween the amount of the actual payment and
the amount of the projected payment. Z’s ac-
crued interest income of £110 in 2005 is re-
duced to zero by the net negative adjust-
ment. Under paragraph (b)(3)(ii)(B)(I) of this
section, the net negative adjustment which
reduces the current year’s interest is not
translated into functional currency. Under
paragraph (b)(2)(ii) of this section, Z treats
the remaining £150 net negative adjustment
as an ordinary loss to the extent of the £100
previously accrued interest in 2004. This £100
ordinary loss is attributable to interest ac-
crued but not paid in the preceding year.
Therefore, under paragraph (b)(3)(ii)(B)(2) of
this section, Z translates the loss into dol-
lars at the average rate for such year (£1 =
$2.00). Accordingly, Z has an ordinary loss of
$200 in 2005. The remaining £50 of net nega-
tive adjustment is a negative adjustment
carryforward under paragraph (b)(2)(ii) of
this section.

(C) Adjusted issue price and basis. Based on
the projected payment schedule, the adjusted
issue price of the debt instrument on Janu-
ary 1, 2006 is £900, i.e., the adjusted issue
price of the debt instrument on January 1,
2005 (£1100), increased by the interest accrued
in 2005 (£110), and decreased by the projected
amount of the December 31, 2005, payment
(£310). See paragraph (b)(2)(iii) of this sec-
tion. Z’s adjusted basis on January 1, 2006 is
Z’s adjusted basis on January 1, 2005 ($1200),
increased by the functional currency amount
of interest accrued in 2005 ($220), and de-
creased by the amount of the payments made
in 2005, based solely on the projected pay-
ment schedule, (£310). The amount of the pro-
jected payment is first attributable to the
interest accrued in 2005 (£110), and then to
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the interest accrued in 2004 (£100), and the re-
maining amount to principal (£100). The in-
terest component of the projected payment
is translated into functional currency at the
rates at which it was accrued, and the prin-
cipal component of the projected payment is
translated into functional currency at the
spot rate on the date the instrument was
issued. See paragraph (b)(3)(iii) of this sec-
tion. Accordingly, Z’s adjusted basis in the
debt instrument, following the increase of
adjusted basis for interest accrued in 2005
(81200 + $220 = $1420), is decreased by $520
($220 + $200 + $100 = $520). Z’s adjusted basis
on January 1, 2006 is therefore, $900.

(D) Foreign currency gain or loss. Z will rec-
ognize foreign currency gain on the receipt
of the £50 payment actually received on De-
cember 31, 2005. Based on paragraph (b)(5)(iv)
of this section, the £50 payment is attrib-
utable to principal since the accrued unpaid
interest was completely eliminated by the
net negative adjustment. The amount of for-
eign currency gain is determined, under
paragraph (b)(5)(iii) of this section, by ref-
erence to the difference between the spot
rate on the date the £50 payment was made
and the spot rate on the date the debt instru-
ment was issued. Accordingly, Z recognizes
$50 of foreign currency gain on the £50 pay-
ment. [($2.00—$1.00) x £560 =$50]. Under para-
graph (b)(6) of this section and §1.988-4, Z’s
foreign currency gain of $50 is sourced by ref-
erence to Z’s residence and is therefore from
sources within the United States.

(iv) Treatment in 2006—(A) Determination of
accrued interest. Under paragraph (b)(2)(i) of
this section, and based on the comparable
yield, Z accrues £90 of interest on the debt
instrument for 2006 (adjusted issue price of
£900 x 10 percent). Under paragraph (b)(3)(i) of
this section, Z translates the £90 at the aver-
age exchange rate for the accrual period
($2.00 x £90 = $180). Accordingly, prior to tak-
ing into account the 2005 negative adjust-
ment carryforward, Z has interest income in
2006 of $180.

(B) Effect of net negative adjustment. The £50
negative adjustment carryforward from 2005
is a negative adjustment for 2006. Since there
are no other positive or negative adjust-
ments, there is a £50 negative adjustment in
2006 which reduces Z’s accrued interest in-
come by £50. Accordingly, after giving effect
to the £50 negative adjustment carryforward,
Z will accrue $80 of interest income.
[(£90—£50) x $2.00 = $80]

(C) Adjusted issue price. Under paragraph
(b)(2)(iii) of this section, the adjusted issue
price of the debt instrument determined in
pounds is increased by the interest accrued
in 2006 (prior to taking into account the neg-
ative adjustment carryforward). Thus, on
December 30, 2006, the adjusted issue price of
the debt instrument is £990.

(D) Adjusted basis. For purposes of deter-
mining Z’s dollar basis in the debt instru-
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ment, Z’s $900 adjusted basis on January 1,
2006, is increased by the accrued interest,
translated at the rate at which interest was
accrued for 2006. See paragraph (b)(3)(iii)(A)
of this section. Note, however, that under
paragraph (b)(3)(iii)(B) of this section the
amount of accrued interest which is reduced
as a result of the negative adjustment
carryforward, i.e., £60, is treated for purposes
of this section as principal, and is translated
at the spot rate on the date the instrument
was issued, i.e., £1.00 =$1.00. Accordingly, Z’s
adjusted basis in the debt instrument as of
December 30, 2006, is $1030 ($900 + $50 + $80).

(E) Amount realized. Z’s amount realized in
denomination currency is £940, i.e., the
amount of pounds Z received on the sale of
the debt instrument. TUnder paragraph
(0)(3)([Av)(B)(1) of this section, Z’s amount re-
alized is first translated by reference to the
principal component of basis (including the
amount which is treated as principal under
paragraph (b)(3)(iii)(B) of this section) and
then the remaining amount realized, if any,
is translated by reference to the accrued un-
paid interest component of adjusted basis.
Thus, £900 of Z’s amount realized is trans-
lated by reference to the principal compo-
nent of adjusted basis. The remaining £40 of
Z’s amount realized is treated as principal
under paragraph (b)(3)(iii)(B) of this section,
and is also translated by reference to the
principal component of adjusted basis. Ac-
cordingly, Z’s amount realized in functional
currency is $940. (No part of Z’s amount real-
ized is attributable to the interest accrued
on the debt instrument.) Z realizes a loss of
$90 on the sale of the debt instrument ($1030
basis—$940 amount realized). Under para-
graph (b)(4) of this section and §1.1275-4(b)(8),
$80 of the loss is characterized as ordinary
loss, and the remaining $10 of loss is charac-
terized as capital loss. Under §§1.988-6(b)(6)
and 1.1275-4(b)(9)(iv) the $80 ordinary loss is
treated as a deduction that is definitely re-
lated to the interest income accrued on the
debt instrument. Similarly, under §§1.988-
6(b)(6) and 1.865-1(b)(2) the $10 capital loss is
also allocated to the interest income from
the debt instrument.

(F) Foreign currency gain or loss. Z recog-
nizes foreign currency gain with respect to
the £940 he received on the sale of the debt
instrument. Under paragraph (b)(5)(iv) of
this section, the £940 Z received is attrib-
utable to principal (and the amount which is
treated as principal under paragraph
(b)(3)(iii)(B) of this section). Thus, Z recog-
nizes foreign currency gain on December 31,
2006, of $940. [($2.00—$1.00) x £940]. Under
paragraph (b)(6) of this section and §1.988-4,
Z’s foreign currency gain of $940 is sourced
by reference to Z’s residence and is therefore
from sources within the United States.

(d) Multicurrency debt instruments—(1)
In general. Except as provided in this
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paragraph (d), a multicurrency debt in-
strument described in paragraph
(a)(1)(ii) or (iii) of this section shall be
treated as an instrument described in
paragraph (a)(1)(i) of this section and
shall be accounted for under the rules
of paragraph (b) of this section. Be-
cause payments on an instrument de-
scribed in paragraph (a)(1)(ii) or (iii) of
this section are denominated in, or de-
termined by reference to, more than
one currency, the issuer and holder or
holders of the instrument are required
to determine the denomination cur-
rency of the instrument under para-
graph (d)(2) of this section before ap-
plying the rules of paragraph (b) of this
section.

(2) Determination of denomination cur-
rency—((i) In general. The denomination
currency of an instrument described in
paragraph (a)(1)(ii) or (iii) of this sec-
tion shall be the predominant currency
of the instrument. Except as otherwise
provided in paragraph (d)(2)(ii) of this
section, the predominant currency of
the instrument shall be the currency
with the greatest value determined by
comparing the functional currency
value of the noncontingent and pro-
jected payments denominated in, or de-
termined by reference to, each cur-
rency on the issue date, discounted to
present value (in each relevant cur-
rency), and translated (if necessary)
into functional currency at the spot
rate on the issue date. For this pur-
pose, the applicable discount rate may
be determined using any method, con-
sistently applied, that reasonably re-
flects the instrument’s economic sub-
stance. If a taxpayer does not deter-
mine a discount rate using such a
method, the Commissioner may choose
a method for determining the discount
rate that does reflect the instrument’s
economic substance. The predominant
currency is determined as of the issue
date and does not change based on sub-
sequent events (e.g., changes in value
of one or more currencies).

(i1) Difference in discount rate of great-
er than 10 percentage points. This §1.988—
6(d)(2)(ii) applies if no currency has a
value determined under paragraph
(d)(2)(1) of this section that is greater
than 50% of the total value of all pay-
ments. In such a case, if the difference
between the discount rate in the de-
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nomination currency otherwise deter-
mined under (d)(2)(i) of this section and
the discount rate determined under
paragraph (d)(2)(i) of this section with
respect to any other currency in which
payments are made (or determined by
reference to) pursuant to the instru-
ment is greater than 10 percentage
points, then the Commaissioner may de-

termine the predominant currency
under any reasonable method.
(38) Issuer/holder consistency. The

issuer determines the denomination
currency under the rules of paragraph
(d)(2) of this section and provides this
information to the holders of the in-
strument in a manner consistent with
the issuer disclosure rules of §1.1275—
2(e). If the issuer does not determine
the denomination currency of the in-
strument, or if the issuer’s determina-
tion is unreasonable, the holder of the
instrument must determine the de-
nomination currency under the rules of
paragraph (d)(2) of this section. A hold-
er that determines the denomination
currency itself must explicitly disclose
this fact on a statement attached to
the holder’s timely filed federal income
tax return for the taxable year that in-
cludes the acquisition date of the in-
strument.

(4) Treatment of payments in currencies
other than the denomination currency.
For purposes of applying the rules of
paragraph (b) of this section to debt in-
struments described in paragraph
(a)(1)(ii) or (iii) of this section, pay-
ments not denominated in (or deter-
mined by reference to) the denomina-
tion currency shall be treated as non-
currency-related contingent payments.
Accordingly, if the denomination cur-
rency of the instrument is determined
to be the taxpayer’s functional cur-
rency, the instrument shall be ac-
counted for under §1.1275-4(b) rather
than under this section.

(e) Instruments issued for nonpublicly
traded property—(1) Applicability. This
paragraph (e) applies to debt instru-
ments issued for nonpublicly traded
property that would be described in
paragraph (a)(1)(i), (ii), or (iii) of this
section, but for the fact that such in-
struments are described in §1.1275-
4(c)(1) rather than §1.1275-4(b)(1). For
example, this paragraph (e) generally
applies to a contingent payment debt
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instrument denominated in a nonfunc-
tional currency that is issued for non-
publicly traded property. Generally the
rules of §1.1275-4(c) apply except as set
forth by the rules of this paragraph (e).

(2) Separation into components. An in-
strument described in this paragraph
(e) is not accounted for using the non-
contingent bond method of §1.1275-4(b)
and paragraph (b) of this section. Rath-
er, the instrument is separated into its
component payments. Each noncontin-
gent payment or group of noncontin-
gent payments which is denominated
in a single currency shall be considered
a single component treated as a sepa-
rate debt instrument denominated in
the currency of the payment or group
of payments. Each contingent payment
shall be treated separately as provided
in paragraph (e)(4) of this section.

(3) Treatment of components consisting
of one or more noncontingent payments in
the same currency. The issue price of
each component treated as a separate
debt instrument which consists of one
or more noncontingent payments is the
sum of the present values of the non-
contingent payments contained in the
separate instrument. The present value
of any noncontingent payment shall be
determined under §1.1274-2(c)(2), and
the test rate shall be determined under
§1.1274-4 with respect to the currency
in which each separate instrument is
considered denominated. No interest
payments on the separate debt instru-
ment are qualified stated interest pay-
ments (within the meaning of §1.1273-
1(c)) and the de minimis rules of section
1273(a)(3) and §1.1273-1(d) do not apply
to the separate debt instrument. Inter-
est income or expense is translated,
and exchange gain or loss is recognized
on the separate debt instrument as pro-
vided in §1.988-2(b)(2), if the instrument
is denominated in a nonfunctional cur-
rency.

(4) Treatment of components consisting
of contingent payments—(1) General rule.
A component consisting of a contin-
gent payment shall generally be treat-
ed in the manner provided in §1.1275—
4(c)(4). However, except as provided in
paragraph (e)(4)(ii) of this section, the
test rate shall be determined by ref-
erence to the U.S. dollar unless the dol-
lar does not reasonably reflect the eco-
nomic substance of the contingent

§1.988-6

component. In such case, the test rate
shall be determined by reference to the
currency which most reasonably re-
flects the economic substance of the
contingent component. Any amount re-
ceived in nonfunctional currency from
a component consisting of a contingent
payment shall be translated into func-
tional currency at the spot rate on the
date of receipt. Except in the case
when the payment becomes fixed more
than six months before the payment is
due, no foreign currency gain or loss
shall be recognized on a contingent
payment component.

(ii) Certain delayed contingent pay-
ments—(A) Separate debt instrument re-
lating to the fized component. The rules
of §1.1275-4(c)(4)(iii) shall apply to a
contingent component the payment of
which becomes fixed more than 6
months before the payment is due. For
this purpose, the denomination cur-
rency of the separate debt instrument
relating to the fixed payment shall be
the currency in which payment is to be
made and the test rate for such sepa-
rate debt instrument shall be deter-
mined in the currency of that instru-
ment. If the separate debt instrument
relating to the fixed payment is de-
nominated in nonfunctional currency,
the rules of §1.988-2(b)(2) shall apply to
that instrument for the period begin-
ning on the date the payment is fixed
and ending on the payment date.

(B) Contingent component. With re-
spect to the contingent component, the
issue price considered to have been
paid by the issuer to the holder under
§1.1275-4(c)(4)(iii)(A) shall be trans-
lated, if necessary, into the functional
currency of the issuer or holder at the
spot rate on the date the payment be-
comes fixed.

(b) Basis different from adjusted issue
price. The rules of §1.1275-4(c)(5) shall
apply to an instrument subject to this
paragraph (e).

(6) Treatment of a holder on sale, ex-
change, or retirement. The rules of
§1.1275-4(c)(6) shall apply to an instru-
ment subject to this paragraph (e).

(f) Rules for nonfunctional currency taxr
erempt obligations described in §1.1275—
4(d)—1) In general. Except as provided
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in paragraph (f)(2) of this section, sec-
tion 1.988-6 shall not apply to a debt in-
strument the interest on which is ex-
cluded from gross income under section
103(a).

(2) Operative rules. [Reserved].

(g) Effective date. This section shall
apply to debt instruments issued on or
after October 29, 2004.

[T.D. 9157, 69 FR 52819, Aug. 30, 2004]

§1.989(a)-1 Definition of a qualified
business unit.

(a) Applicability—(1) In general. This
section provides rules relating to the
definition of the term ‘‘qualified busi-
ness unit” (QBU) within the meaning
of section 989.

(2) Effective date. These rules shall
apply to taxable years beginning after
December 31, 1986. However, any person
may apply on a consistent basis
§1.989(a)-1T (c) of the Temporary In-
come Tax Regulations in lieu of
§1.989(a)-1 (c) to all taxable years be-
ginning after December 31, 1986, and on
or before February 5, 1990. For the text
of the temporary regulation, see 53 FR
20612 (June 8, 1988).

(b) Definition of a qualified business
unit—(1) In general. A QBU is any sepa-
rate and clearly identified unit of a
trade or business of a taxpayer pro-
vided that separate books and records
are maintained.

(2) Application of the QBU definition—
(i) Persons. A corporation is QBU. An
individual is not a QBU. A partnership,
trust, or estate is a QBU of a partner or
beneficiary.

(i1) Activities. Activities of a corpora-
tion, partnership, trust, estate, or indi-
vidual qualify as a QBU if—

(A) The activities constitute a trade
or business; and

(B) A separate set of books and
records is maintained with respect to
the activities.

(3) Special rule. Any activity (wher-
ever conducted and regardless of its
frequency) that produces income or
loss that is, or is treated as, effectively
connected with the conduct of a trade
or business within the United States
shall be treated as a separate QBU, pro-
vided the books and records require-
ment of paragraph (d)(2) of this section
is satisfied.

26 CFR Ch. | (4-1-10 Edition)

(c) Trade or business. The determina-
tion as to whether activities constitute
a trade or business is ultimately de-
pendent upon an examination of all the
facts and circumstances. Generally, a
trade or business for purposes of sec-
tion 989(a) is a specific unified group of
activities that constitutes (or could
constitute) an independent economic
enterprise carried on for profit, the ex-
penses related to which are deductible
under section 162 or 212 (other than
that part of section 212 dealing with ex-
penses incurred in connection with
taxes). To constitute a trade or busi-
ness, a group of activities must ordi-
narily include every operation which
forms a part of, or a step in, a process
by which an enterprise may earn in-
come or profit. Such group of activities
must ordinarily include the collection
of income and the payment of expenses.
It is not necessary that the activities
carried out by a QBU constitute a dif-
ferent trade or business from those car-
ried out by other QBUs of the taxpayer.
A vertical, functional, or geographic
division of the same trade or business
may be a trade or business for this pur-
pose provided that the activities other-
wise qualify as trade or business under
this paragraph (c). However, activities
that are merely ancillary to a trade or
business will not constitute a trade or
business under this paragraph (c). Ac-
tivities of an individual as an employee
are not considered by themselves to
constitute a trade or business under
this paragraph (c).

(d) Separate books and records—(1)
General rule. Except as provided in
paragraph (d)(2) of this section, a sepa-
rate set of books and records shall in-
clude books of original entry and ledg-
er accounts, both general and sub-
sidiary, or similar records. For exam-
ple, in the case of a taxpayer using the
cash receipts and disbursements meth-
od of accounting, the books of original
entry include a cash receipts and dis-
bursements journal where each receipt
and each disbursement is recorded.
Similarly, in the case of a taxpayer
using an accrual method of accounting,
the books of original entry include a
journal to record sales (accounts re-
ceivable) and a journal to record ex-
penses incurred (accounts payable). In
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