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Outline of United States Tax
Considerations of Currency and

Interest Rate Swaps

by
Robert H. Dilwortht

and L.G. Harter*

I.
THE EVOLUTION OF SWAPS FROM PARALLEL AND

BACK-TO-BACK LOANS

Currency and interest rate swaps are financial products that allow par-
ties to transfer the risk of exchange rate and interest rate fluctuations. Swaps
evolved from the parallel and back-to-back loans that U.K. corporations used
during the 1960s and 1970s to provide dollar financing to their U.S. subsidiar-
ies while circumventing U.K. exchange controls.

A. Parallel Loans

In a typical parallel loan, a U.K. corporation lent pounds to the U.K.
subsidiary of a U.S. corporation in exchange for which the U.S. corporation
lent dollars of an equivalent value to the U.S. subsidiary of the U.K. corpora-
tion. Each loan would bear a market interest rate for the currency lent. The
pound and dollar loans would be structured as separate transactions, but the
parties often attempted to grant each other the right to offset obligations
under the two loans in the event of default under one of the loans.

B. Back-to-Back Loans

Back-to-back loans were similar to parallel loans except that, in the
back-to-back format, both loans were between the same two parties. A U.K.
corporation seeking dollar financing borrowed dollars from a U.S. party, and
the U.S. party simultaneously borrowed an equivalent amount of pounds
from the U.K. corporation for the same term. The interest rates on each loan
corresponded to the prevailing market rate in its respective currency. The
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360 INTERNATIONAL TAX & BUSINESS LAWYER

back-to-back loans allowed the U.K. corporation to obtain dollar financing
without resorting to the foreign exchange markets, in which U.K. parties
were required, under U.K. exchange controls, to pay a premium for dollars.
An example of a back-to-back loan is diagramed as Exhibit I.,

C. Commercial Problems with Parallel and Back-to-Back Loans

Both parallel and back-to-back loans suffered from two commercial dis-
advantages: it was difficult to assure the parties legally enforceable offset
rights in case of bankruptcy or insolvency, and the fact that the transactions
had to be carried on each party's balance sheet.

1. Uncertainty as to Offset Rights

If one party to a back-to-back or parallel loan became bankrupt, it was
feared that a bankrupt party, after suspending payments under its loan,
would continue to be entitled to receive payments from the counterparty
under the offsetting loan. The problem was especially acute in the case of
parallel loans because the loans were between separate sets of borrowers and
lenders. Although the parties endeavored to protect themselves by providing
each other with contractual offset rights, it was doubtful that such contrac-
tual offset rights would be respected under the bankruptcy laws of the rele-
vant jurisdictions.

2 Effect on Balance Sheet

Because the parallel and back-to-back loans were structured as borrow-
ings, they had to be shown as liabilities on the balance sheet of the borrowers,
even though each borrowing was offset by a like amount owed to the bor-
rower by the counterparty. The use of parallel and back-to-back loans there-
fore made the parties appear more heavily leveraged than they really were
and reduced their borrowing capacity.

D. Development of the Foreign Currency Swap

Sometime before 1980, parties began to realize that they could achieve
precisely the same economic result achieved by a back-to-back loan, yet avoid
the problems discussed above, simply by using a different legal description for
the relationship between the parties. What had been legally described as two
loan obligations could now be described as a series of forward exchange con-
tracts or "swaps." Instead of one party agreeing to borrow and repay dollars
and the other party agreeing to borrow and repay pounds, the parties agreed
to exchange equivalent amounts of dollhrs and pounds at the outset of the
agreement and to reexchange the initial pound and dollar amounts at the

1. For Exhibits I-V see Appendix, infra.
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CURRENCY & INTEREST RATE SWAPS

expiration of the agreement. Instead of paying each other interest on offset-
ting loans during the term of the agreement, the parties agreed to exchange
periodically dollar and pound amounts calculated to equal interest on the
dollar and pound amounts originally exchanged. Exhibit II illustrates exactly
the same cash flows as Exhibit I, but this transaction is structured as a swap
rather than as parallel loans.

1. Offset Rights Effective

Because each party's obligation to perform each exchange is contingent
on the counterparty's simultaneous performance, the uncertainty regarding
the ability of the parties to offset obligations in the event of default is avoided.

2. Off Balance Sheet Transactions

Because each party's liability to make payments under the swap agree-
ment is contingent, the liabilities do not have to appear on their balance
sheets.

II.
TYPES OF SWAPS AND RANGE OF APPLICATIONS

From its origin as an improved alternative to back-to-back loans, the
swap has developed into a flexible financial instrument with a broad range of
applications. The basic concept of parties agreeing to exchange payments
equal to the interest accrued on notional principal amounts has become an
important tool in managing liquidity and hedging a wide variety of financial
risks.

A. Foreign Currency Swaps

The basic currency swap is most often used by borrowers to reduce the
risk of exchange rate fluctuation when they borrow in currencies other than
their functional currency. In the absence of such a hedge, the actual interest
expense could be substantially greater or less than the nominal interest rate,
and the amount of foreign currency principal repaid could be worth substan-
tially more or less than the original functional currency equivalent of the
amount borrowed. A lender in a nonfunctional currency can also use a cur-
rency swap to hedge its currency exposure with respect to anticipated foreign

currency interest receipts and principal repayments. If anticipated interest

and principal cash flows are fully covered by related swaps, a borrowing or

loan in one currency can be effectively connected into a "synthetic" financial

debt or loan in another currency. Currency swaps can also be used to hedge

foreign currency liabilities or assets other than borrowings or loans.

1988]
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1. Hedge of Cost of Foreign Currency Borrowing

One of the most common uses of foreign currency swaps is to hedge the
dollar cost of foreign currency borrowings. If, for example, a U.S. corpora-
tion issues yen denominated Eurobonds, it can simultaneously enter into a
swap agreement to convert the yen proceeds into dollars and, thus, hedge the
dollar cost of making yen coupon and principal payments. For the initial
swap exchange, it agrees to deliver the yen received on the bond issuance to
the swap counterparty in exchange for the counterparty delivering a specified
number of dollars. Periodic swap exchanges are scheduled to coincide with
the coupon payment dates of the bonds. The U.S. corporation agrees to de-
liver a specified number of dollars on each periodic exchange date in ex-
change for the amount of yen required to make the coupon payment on the
bonds. The final exchange date falls on the redemption date for the bonds.
On that date the U.S. corporation pays the original dollar notional principal
amount to the counterparty in exchange for a payment from the counterparty
of the yen notional principal amount. The U.S. corporation then uses the yen
received to redeem the bonds.

a. Fixed Dollar Borrowing Cost

By combining the yen borrowing with a foreign currency swap, the U.S.
corporation will have transformed the bond issuance into the practical
equivalent of a dollar denominated obligation. The U.S. corporation receives
dollars from the yen denominated Eurobond offering coupled with a swap,
and the total dollar cost of paying the principal and interest on the
Eurobonds is fixed. The cost in dollars of borrowing is known from the out-
set. Except for the credit risk borne by the U.S. corporation with respect to
possible default by the swap counterparty (if the yen appreciates against the
dollar), for financial purposes it is exactly as if the U.S. corporation had is-
sued a dollar obligation with a principal amount equal to the dollar amount it
received on the initial swap exchange and with coupon payments equal to the
dollar amounts to be paid it on the periodic swap exchange dates. Such a
transaction may be described as a synthetic dollar borrowing by the U.S. bor-
rowing corporation.

b. Comparison with Use of Forward Contract Hedges

Foreign currency borrowings can also be hedged in some cases by using
interbank foreign currency forward contracts, but foreign currency swaps
provide a much more flexible instrument.2 A foreign currency swap can be

2. It is difficult to find counterparties willing to enter into foreign currency forward con-
tracts with delivery dates more than three or four years in the future. Even if forward contracts
are available over the entire maturity of the borrowing, there will generally be a different ex-
change rate for each payment date. For currencies bearing interest at rates lower than dollar
interest rates, the dollar cost for a fixed amount of currency will increase with the term of the
contract. For currencies bearing interest at higher rates, the dollar cost will decrease. Under a

[Vol. 6:359

4

Berkeley Journal of International Law, Vol. 6, Iss. 2 [1988], Art. 7

http://scholarship.law.berkeley.edu/bjil/vol6/iss2/7
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viewed as the economic equivalent of an integrated series of foreign currency
forward contracts in which all of the exchanges are priced as parts of a single
agreement.

2. Hedge Risk of Foreign Currency Denominated Assets or Liabilities

Currency swaps can also be used to hedge the dollar value of foreign
currency denominated assets or liabilities not specifically related to
borrowings.

a. No Need for Initial Exchange

If the parties do not need to obtain or dispose of foreign currency at the
outset of the swap, there is no need for an initial exchange of the notional
principal amounts under the swap. The swap can call only for periodic ex-
changes of interest on the notional principal amounts and the exchange of the
notional principal amounts on termination of the swap.

b. Synthetic Dollar Assets

If an investor holds a deutsche mark denominated bond, the investor can
effectively convert the bond into a dollar denominated asset by entering into a
foreign currency swap. If the investor agrees to deliver on the coupon pay-
ment dates deutsche marks equal to the coupon amounts and agrees to deliver
on the bond redemption date the deutsche mark principal amount of the
bond, all for specified dollar amounts, it will have locked in, or guaranteed
itself, a fixed dollar cash flow.

c. Hedge of Foreign Currency Denominated Cash Flows

A parent corporation can hedge the dollar value of an expected foreign
currency dividend stream from a foreign subsidiary by entering into a swap
under which it delivers foreign currency in amounts approximating the ex-
pected dividend flow in exchange for fixed dollar amounts. Similarly, a cor-
poration that issues dual currency Eurobonds, which have interest payable in
foreign currency but principal payable in dollars, may wish to hedge its inter-
est expense by entering into a swap under which it takes delivery of foreign
currency at times, and in amounts, corresponding to the bond coupon
amounts.

swap agreement, all of the exchanges can be priced as parts of a single agreement. A constant
exchange rate can, therefore, be used for the periodic exchanges, producing a level dollar interest
expense for the U.S. borrower. Forward contracts are similar to futures contracts, except that
they are entered into by the parties on a principal-to-principal basis rather than on a regulated
futures exchange.

1988]
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B. Interest Rate Swaps

The concept of agreeing to exchange amounts equivalent to the interest
on notional principal amounts can also be applied to transactions denomi-
nated entirely in a single currency (typically dollars). A party which has a
floating rate obligation can effectively convert it into a fixed rate obligation by
entering into a swap with a party which has a fixed rate obligation and which
wants to establish a synthetic floating rate obligation. The use of such inter-
est rate swaps has grown explosively over the last five years, and their volume
now far surpasses the volume of foreign currency swaps.

1. Interest Rate Swap Mechanics

Interest rate swaps are sometimes called coupon swaps because the par-
ties agree to pay amounts corresponding to periodic interest obligations on
like principal amounts. 3 One party (the "floating rate borrower"), for exam-
ple, may have borrowed $50,000,000 from a bank at prime for a seven-year
term. The other party (the "fixed rate borrower") may have $50,000,000 in
outstanding bonds bearing interest at a yearly rate of eight percent over a
seven-year term. If the floating rate borrower agrees to pay to the fixed rate
borrower an annual amount equal to eight percent interest on $50,000,000
(i.e., $4,000,000) in exchange for the fixed rate borrower paying a sum equal
to the prime rate of interest on the same $50,000,000 notional principal
amount, the floating rate borrower will effectively convert its net liability into
a $50,000,000 borrowing at a fixed eight percent annual rate. The swap pay-
ment it will receive from the fixed rate borrower will precisely cover its inter-
est expense under its loan, and its expense will equal the swap payment to the
fixed rate borrower, the eight percent interest. Similarly, the fixed rate bor-
rower will have effectively converted its fixed rate obligation under the bonds
into a floating rate obligation. The $4,000,000 annual swap payment received
from the floating rate borrower will offset the fixed rate borrower's interest
expense on the bonds, and its expense will be its annual payment to the float-
ing rate borrower, the prime rate on $50,000,000.

a. Only Net Amount Actually Paid

Under an interest rate swap there is no need for the gross amount of each
offsetting payment to be paid. The parties generally agree that only the net
amount remaining, after the amounts due are offset, is to be paid. In the
above example, if the prime rate is seven percent for the first year of the swap,
the floating rate borrower would pay the fixed rate borrower the excess of the
fixed interest of $4,000,000 over the floating prime interest of $3,500,000
(seven percent of $50,000,000), or $500,000. If in the following year the

3. The term "coupon swap" is often used because each party to an interest rate swap can
be thought of as agreeing to pay the other's interest obligations on like amounts of debt, as if each
party had agreed to make the coupon interest payments on the other's bonds.
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prime rate rose to ten percent, the fixed rate borrower would pay $1,000,000
to the floating rate borrower (i.e., the excess of the $5,000,000 prime rate
interest payment due to the floating rate borrower under the swap over the
$4,000,000 fixed rate payment due to the fixed rate borrower). This transac-
tion is diagramed in Exhibit III.

b. No Exchanges of Notional Principal Amounts

In contrast to foreign currency swaps, there are no exchanges of notional
principal amounts under interest rate swaps, because it would be pointless for
the parties to exchange like amounts of the same currency. The notional
principal amounts are only computational devices by which the amounts ex-
changed are calculated. No credit is actually extended by either party.

2. Use of Interest Rate Swaps to Hedge Interest Rate Risk

Interest rate swaps can be used to control interest rate exposure much as
currency swaps are used to control foreign currency exposure.

a. Floating Rate Borrower Can Lock in Interest Rate

As illustrated in the above example, a floating rate borrower can lock in
its interest expense using an interest rate swap and, thus, eliminate its expo-
sure to future interest rate fluctuations. This possibility is attractive to many
borrowers that have difficulty obtaining long-term fixed rate financing but
want a fixed interest expense.

b. Swaps as an Alternative to Matching Funding

One basic method of interest rate exposure management is to match
fixed rate assets with fixed rate funding and floating rate assets with floating
rate funding. Banks that earn most of their income from floating rate loans,
for example, generally prefer to fund those loans on a floating rate basis. A
fixed-to-floating interest rate swap can enable a bank to raise funds on a fixed
rate basis (e.g., by selling fixed rate bonds) and to eliminate undesirable inter-
est rate exposure between its floating rate income-producing assets and re-
lated fixed rate liabilities by converting the fixed rate bonds into synthetic
floating rate bonds.

3. Use of Swaps as a Form of Interest Rate Arbitrage to Obtain the
Lowest Cost Financing

A corporation that has a strong credit rating and is seeking floating rate
financing can often obtain the equivalent of such financing at a lower cost by
issuing fixed rate obligations in combination with a fixed-to-floating interest
rate swap. A corporation with a comparatively lower credit rating seeking

1988]
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fixed rate financing can often obtain the equivalent of such financing by issu-
ing floating rate debt and entering into the fixed-to-floating interest rate swap
with a corporation having a comparatively stronger credit rating.

a. Comparative Advantages in Fixed and Floating Rate Markets

The above result is a function of the fact that a borrower with a strong
credit rating in the capital markets may have a greater borrowing advantage
over a lower credit borrower in the fixed rate market than in the floating rate
market. The borrower having the stronger credit rating might, for example,
be able to borrow at fixed rates for a full 100 basis points less than the lower
credit borrower, but at a comparative rate reduction of only twenty-five basis
points in the floating rate market. The lower differential for floating rate bor-
rowing may result from the fact that floating rate lending has traditionally
been dominated by banks, which are in the business of evaluating and assum-
ing credit risks. The fixed rate lending market, on the other hand, is domi-
nated by investors in bonds, who are less able to evaluate credit risk and are
willing to pay a premium for the bonds of an issuer with strong
creditworthiness.

b. Swap Enables Borrower to Borrow in Market Where It Has
Comparative Advantage

A swap enables each borrower to borrow in the market where it has the
greatest advantage over another borrower (or, in the case of the lower credit
borrower, the least disadvantage) and, by swapping obligations with that bor-
rower, to convert that obligation into the type of financing it seeks. Because
each borrower borrows where its advantage is greatest (or disadvantage is
least), the aggregate savings on the two borrowings is equal to the difference
between the stronger party's advantage in the fixed rate market and that
party's advantage in the floating rate market. This net savings can be split
between the two parties to the swap in the pricing of the swap payments.

c. Example

Assume that the stronger credit borrower can borrow in the fixed rate
market at 8.5 percent while the lower credit borrower must pay 9.5 percent.
Assume further that the stronger credit borrower can borrow in the floating
rate market at LIBOR, the London Interbank Offered Rate, while the lower
credit borrower can borrow at LIBOR + 0.25 percent. The stronger credit
borrower therefore has an advantage of one percent in the fixed rate market
and an advantage of 0.25 percent in the floating rate market. Its advantage is
therefore 0.75 percent greater in the fixed rate than in the floating rate market
(i.e., a "comparative advantage" of 0.75 percent in the fixed rate market). If
the stronger credit borrower wants floating rate financing, while the lower
credit borrower wants an equal amount of fixed rate financing, the sum of
their interest expenses, if they borrowed directly in their desired market,

[Vol. 6:359
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would be LIBOR (the stronger credit borrower's floating rate expense) plus
9.5 percent (the lower credit borrower's fixed rate expense), or LIBOR + 9.5
percent. If each borrower instead borrows in the market of its greatest ad-
vantage (or its least disadvantage) and then enters into an interest rate swap,
the sum of their interest expenses would be 8.5 percent (the stronger credit
borrower's fixed rate expenses) plus LIBOR + 0.25 percent (the lower credit
borrower's floating rate expense), or LIBOR + 8.75 percent. This represents
an aggregate interest savings of 0.75 percent. The parties can divide this sav-
ings by the pricing of the swap agreement. Exhibit IV provides an example of
such a calculation. The stronger credit borrower is, in effect, selling part of
the benefit of its credit rating advantage to the lower credit borrower. Both
parties are able to achieve the desired type of financing at a cost that neither
could achieve in the absence of the swap.

III.
UNITED STATES WITHHOLDING TAX TREATMENT OF SWAP

PAYMENTS TO FOREIGN COUNTERPARTIES

The evolution of swaps is a case of the development of sophisticated fi-
nancial instruments far outstripping the development of the tax law. Prior to
the Tax Reform Act of 1986 [hereinafter the 1986 Act], there was a complete
lack of authority on the U.S. tax treatment of swaps. Even with the changes
introduced under the 1986 Act, substantial areas of uncertainty remain. One
such area is the U.S. withholding tax treatment of swap payments to foreign
counterparties.

A. Withholding Tax on Fixed or Determinable Income

In the absence of a tax treaty, the United States imposes a thirty percent
withholding tax on the gross amount of "fixed or determinable, annual or
periodical" income paid to foreign persons to the extent that the payments
are from U.S. sources and are not effectively connected with a U.S. trade or
business.4

1. Fixed or Determinable, Annual or Periodical Income

The Internal Revenue Code [hereinafter Code] does not define "fixed or
determinable, annual or periodical income" [hereinafter FDAPI] exhaus-
tively. Interest payments are specifically included, except to the extent that
they constitute interest on portfolio debt instruments described in section
871(h) or original issue discount on obligations having initial maturities of
183 days or less. FDAPI is defined more fully in Treasury Regulations which
state that "[t]he term 'fixed or determinable annual or periodical' income is
merely descriptive of the character of a class of income." Income is "fixed"

4. I.R.C. §§ 871(a)(l)(A), 881(a)(1), 1441(a), 1442(a) (1986).
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when it "is to be paid in amounts definitely predetermined." Income is "de-
terminable" "whenever there is a basis of calculation by which the amount to
be paid may be ascertained." "Periodical" is defined as "from time to time,
whether or not at regular intervals." 5

a. High Gross Income Component

There is some authority to the effect that payments will be considered
FDAPI only if they ordinarily are comprised of a high proportion of net
income (that is, they do not normally have associated expenses that would
reduce gross income to a relatively small amount of net income). On this
basis, payments of insurance premiums were ruled not to constitute FDAPI
subject to withholding. 6

b. Gains from Sale of Property Are Not FDAPI

Treasury Regulations specifically provide that gains from the sale of
property do not constitute FDAPI.7

c. Gambling Winnings Constitute FDAPI

The Court of Claims has held specifically that gambling winnings of a
foreign person in the United States constitute FDAPI. Furthermore, the
amount won on each bet was held to be a separate item of FDAPI subject to
withholding tax on the gross amount won. Winnings could not be offset by
losses from other bets for purposes of calculating the withholding tax.8

2. From US. Sources

Payments of FDAPI are subject to U.S. withholding tax only if they
constitute U.S. source income. In determining the source of swap income,
taxpayers and the Internal Revenue Service [hereinafter Service] have had to
rely on analogies to the source rules for other types of income.

a. Interest

Interest generally has its source at the residence of the obligor.9 An ex-
ception is made for payments by U.S. corporations that earn more than
eighty percent of their gross income abroad. 10

5. Treas. Reg. § 1.1441-2(a)(1)-(2) (1984).
6. See Rev. Rul. 80-222, 1980-2 C.B. 211.
7. Treas. Reg. § 1.1441-2(a)(3) (1984).
8. Barba v. United States, 2 C1. Ct. 674 (1983).
9. I.R.C. § 861(a)(1) (1986).

10. See id. § 861(a)(1)(A).
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b. Service fees

Service fees have their source in the jurisdiction where the service is ren-
dered. "1 Under this rule, loan commitment fees have a source in the jurisdic-
tion of the bank providing the loan commitment. 12 Similarly, the fees for
negotiating a letter of credit are sourced where the letter of credit is
negotiated. 1

3

c. Insurance Income

The income from the insurance of risks is sourced at the situs of the risk
insured.' 4 It appears that the same rule applies to gambling winnings.

d. Winnings From Solving Puzzles

The winnings from a puzzle solving contest are treated as having their
source in the jurisdiction where the winner engaged in the puzzle solving
activities, rather than the jurisdiction from which the prize is paid. 15

e. Foreign Currency Gains

Under amendments made by the 1986 Act, the source of foreign cur-
rency gain or loss is the residence of the party on whose books the financial
asset or liability giving rise to the gain or loss is reflected. 16 Thus, the same
transaction can give rise to gain or loss with a source in different jurisdictions
for different taxpayers.

B. Application to U.S. Dollar Denominated Interest Rate Swaps

In Treasury Notice 87-417 and Revenue Ruling 87-5, i8 the Service ad-
dressed the U.S. withholding tax treatment of basic dollar denominated inter-
est rate swaps.

1. Characterization as Fixed or Determinable, Annual or Periodical
Income

In Treasury Notice 87-4, the Service specifically reserved judgment on
the issue of whether swap payments constitute FDAPI. It states, "[n]othing
in this notice should be read as foreclosing the Internal Revenue Service from
asserting in any case that swap income is properly characterized as FDAPI

11. See id. §§ 861(a)(3), 862(a)(3).
12. See Priv. Ltr. Rul. 78-08-038 (Nov. 25, 1977).
13. Bank of America v. United States, 680 F.2d 142 (1982).
14. I.R.C. §§ 861(a)(7), 862(a)(7) (1986).
15. Rev. Rul. 66-291, 1966-2 C.B. 279.
16. See I.R.C. § 988(a)(3) (1986).
17. I.R.S. Notice 87-4, 1987-3 I.R.B. 7.
18. Rev. Rul. 87-5, 1987-3 I.R.B. 6.
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370 INTERNATIONAL TAX & BUSINESS LAWYER

income."' 19 Although there is no authority directly on point, the Service
would be able to take the position that swap income constitutes FDAPI by
analogy to the treatment of gambling and other similar types of income.

2. Source of Swap Income

The Service announced in Treasury Notice 87-4 that income from dollar
denominated interest rate swaps will be sourced at the residence of the recipi-
ent of the swap income. In cases where the income is effectively connected
with a U.S. trade or business of a foreign recipient, however, the income will
be treated as U.S. source income to the recipient. These source rules apply
only to income from dollar denominated interest rate swaps received on or
after December 24, 1986. A taxpayer may elect to apply these rules to all, but
not part, of its swap income received prior to December 24, 1986.

3. No U.S. Withholding Tax on Basic Payments Under Simple US.
Dollar Denominated Interest Rate Swap

Under Treasury Notice 87-4 there should be no U.S. withholding tax on
the basic payments to a foreign counterparty under a simple U.S. dollar de-
nominated interest rate swap. If the payments are not effectively connected
with a U.S. trade or business of the foreign counterparty, the counterparty's
income will be foreign source income not subject to the U.S. withholding tax.
If the payments are effectively connected with a U.S. trade or business, the
income will be subject to U.S. income tax on net income under section 882,
but will not be subject to withholding tax on the gross payments under sec-
tion 1442.

4. Remaining Areas of Withholding Tax Exposure With Respect to
Dollar Denominated Interest Rate Swaps

Although Treasury Notice 87-4 resolves most of the withholding tax is-
sues with respect to simple U.S. dollar denominated interest rate swaps, a
number of areas of potential withholding tax exposure remain.

a. Form 4224

Treasury Notice 87-4 does not purport to modify the regulations under
sections 1441 and 1442 that require a U.S. payor of FDAPI to withhold un-
less it has received an effective Form 4224 signed by the recipient. If the U.S.
counterparty has not received a Form 4224, but has reason to suppose that
the swap is connected with a U.S. trade or business of a foreign counterparty,
Treasury Regulation 1.1441-4 appears to continue to require withholding.

19. Notice 87-4, 1987-3 I.R.B. 7. The withholding tax issue was not raised in this case
because the foreign party was exempted from it under a tax treaty. See infra note 32 and accom-
panying text.
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The foreign counterparty would then have to claim a refund of withheld
tax. 20

b. Payments of Default Interest, Facility Fees, Etc.

Although the basic periodic payments under a dollar denominated inter-
est rate swap should be free of withholding, other types of payments under
the swap agreement may receive different tax treatment; therefore, they have
to be analyzed separately. If, for example, the swap agreement calls for de-
fault interest on late payments, any payments of default interest would pre-
sumably be subject to the general withholding tax provisions for interest.
Payments of facility fees and the like also have to be analyzed separately for
potential withholding tax exposure.

c. Swaps With Uneven Payment Schedules

Treasury Notice 87-4 appears to deal only with simple interest rate
swaps under which neither party effectively extends credit to the other. Its
general rule probably does not apply to a swap under which a foreign party
effectively lends funds to a U.S. counterparty and is compensated for the use
of the funds. For example, a U.S. party that has a fixed interest debt that
must be amortized by level payments over five years may wish to convert it
into a floating rate debt with the principal payable only at the end of five
years. The U.S. party can achieve this objective by entering into a swap with
a foreign counterparty that has a five-year "bullet" maturity floating rate debt
for a like principal amount which the foreign counterparty wants to convert
into the economic equivalent of a fixed rate self-amortizing debt. The foreign
party makes large net payments to the U.S. party during the first four years,
because its payments include the amortization of the "notional" principal
amount. The U.S. party, in effect, repays this amount with interest in the last
swap exchange. Because such a swap actually involves the extension of credit
and payment for the use of money, the Service could treat a portion of the
final payment as a payment of interest subject to withholding tax.

C Application to Foreign Currency Swaps

Treasury Notice 87-4 does not address the withholding tax treatment of
foreign currency swaps. In evaluating the withholding tax exposure with re-
spect to foreign currency swaps, taxpayers can rely only on the foreign cur-
rency provisions added to the Code by the 1986 Act and on certain
preexisting decisions.

20. Treas. Reg. § 1.1441-4 (1984).
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372 INTERNATIONAL TAX & BUSINESS LAWYER

I. Regulations to be Issued under Section 988

The foreign currency provisions of the 1986 Act do not directly address
the U.S. withholding tax treatment of foreign currency swaps. The Confer-
ence Committee Report states, "[t]he conference agreement contemplates
that the Secretary will address the appropriate treatment of payments made
to a counter-party under a swap transaction for purposes of withholding
under sections 871 and 881.,,21 It should be noted that the Report gives no
hint of what the "appropriate treatment" of swap payments might be.

2. Characterization as Fixed or Determinable, Annual
or Periodical Income

Currency swap payments could fall within the literal definition of
"other" FDAPI in Treasury regulations, because the amounts are payable
"from time to time" and "there is a basis of calculation by which the amount
to be paid may be ascertained."'22 It can be argued that only a portion of each
gross payment under a foreign currency swap constitutes net income and
that, like insurance premiums, the payments are, therefore, not of the type
intended to be subject to withholding tax. One can also argue that payments
under a currency swap represent purchases and sales of foreign currency and
should, therefore, be exempted from classification as FDAPI, under the ex-
ception for payments received from the sale of property.2 3 Neither of these
arguments, however, appear sufficient to prevent the Service from using its
regulatory authority to classify currency swap payments as FDAPI, if it
chooses to do so. It should again be noted that, in Treasury Notice 87-4, the
Treasury specifically preserved its option to treat interest rate swap payments
as FDAPI, and the same reservation can arguably be extended to currency
swap payments.2 4

3. Source of Currency Swap Income

It is clear that Congress intended to include foreign currency swaps
within the definition of "section 988 transactions" for purposes of section
988.25 The foreign currency gain or loss with respect to such transactions
will generally have its source at the tax residence of the person realizing the
gain or loss. 2 6 Therefore, the portion of a foreign counterparty's gain or loss
on a foreign currency swap payment attributable to a movement in exchange
rates will generally constitute foreign source income not subject to U.S. with-
holding tax. It should be noted, however, that not all of the gain or loss on a

21. H.R. CONE. REP. No. 841, 99th Cong., 2d Sess. 668 (vol. II) (1986).
22. Treas. Reg. § 1.1441-2(a)(1)-(2) (1984).
23. See id. § 1.1441-2(b).
24. See supra note 19 and accompanying text.
25. See H.R. CONF. REP. No. 841, 99th Cong., 2d Sess. 663 (vol. II) (1986) and S. REP.

No. 313, 99th Cong., 2d Sess. 460 (1986).
26. I.R.C. § 988(a)(3) (1986).
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currency swap payment is necessarily attributable to exchange rate move-

ments. Because currency swaps are priced as a series of integrated transac-

tions rather than on a payment-by-payment basis, the annual exchanges

under the swap usually do not correspond to the market prices for forward

contracts for those amounts on those exchange dates. As a result, individual

exchanges under a currency swap usually produce gains and losses even in the

absence of exchange rate movement. With respect to the portion of gain on

foreign currency swap payments attributable to exchange rate movements,

there is some risk of withholding tax based on the Treasury's regulatory au-

thority to provide "appropriate" treatment of swap payments.2 7 The legisla-

tive history of section 988 also states that the Treasury may issue regulations
providing special source rules for fully hedged transactions. The committee

reports suggest that income from the foreign currency swap that is part of a

fully hedged transaction would be sourced "consistently" with the income,
gain or loss on the item being hedged. 28 It, therefore, appears that the with-

holding tax treatment of payments to foreign counterparties under currency

swaps could conceivably depend on the counterparty's motivation for enter-

ing into the swap. Pending issuance of regulations, however, the source of a

cross currency swap should be at the tax residence of the recipient and, thus,

should not be subject to withholding tax if the recipient has its residence

outside the United States.

D. Elimination of Remaining Withholding Tax Risk
Through Choice of Counterparty

The Treasury appears to be attempting to find a rationale for exempting

payments under both currency and interest rate swaps from U.S. withholding

tax. Nevertheless, the technical basis for such an exemption under the pres-

ent Code and authorities remains somewhat uncertain for all but simple dol-
lar denominated interest rate swaps. Until regulations are issued clarifying

the issues, the conservative approach for parties entering into swaps (other

than simple dollar interest rate swaps) is to structure the transactions so that

there will be no withholding even if the payments constitute U.S. source
FDAPI. Potential withholding tax liability can be avoided completely by en-

tering into a swap with one of three types of counterparties.

1. United States Persons

Because withholding tax under sections 871, 881, 1441, and 1442 applies

only to payments to foreign persons, swap agreements between two U.S. cor-

porations involve no withholding tax risk. A U.S. corporation can, therefore,

safely enter into swap arrangements with U.S. banks, including the foreign

27. See H.R. CONF. REP. No. 841, 99th Cong., 2d Sess. 668 (vol. II) (1986).
28. Id.
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374 INTERNATIONAL TAX & BUSINESS LAWYER

subsidiaries of U.S. banks. It should be noted, however, that U.S. withhold-
ing tax may apply to swap payments to a foreign subsidiary of a U.S. bank
because the foreign subsidiary is a foreign corporation.2 9

2. U.S. Branches of Foreign Banks or Corporations

Withholding tax is not applicable to payments to foreign persons if the
payments are effectively connected with a U.S. trade or business of the foreign
person. 30 A U.S. corporation can, therefore, safely enter into swaps with U.S.
branches of foreign banks or corporations, if the counterparty agrees to re-
port the swap income as effectively connected with its U.S. trade or business.
To establish a withholding tax exemption based on the income being effec-
tively connected with a U.S. trade or business, the U.S. payor should obtain
from the foreign counterparty a properly executed Internal Revenue Service
Form 4224. 31

3. Treaty Benefitted Counterparty

In Revenue Ruling 87-5, the Service ruled that payments to a Nether-
lands bank under a simple U.S. dollar denominated interest rate swap quali-
fied for exemption from U.S. withholding tax under the industrial and
commercial profits provisions of the United States-Netherlands income tax

32treaty. Although the ruling dealt with an interest rate swap, it is difficult to
formulate any rationale for reaching a different result in the case of a cur-
rency swap with a bank counterparty. In the case of a non-bank
counterparty, however, obtaining a withholding tax exemption for swap pay-
ments is troublesome under most of the U.S. income tax treaties, because it is
not clear that swap income falls within one of the specified categories of
treaty benefitted income. The closest categories appear to be "interest," "in-
dustrial and commercial profits," and "capital gains."

a. Interest

Payments of interest are exempted from source country withholding tax
under the treaties with several major countries, including France, Germany,
the Netherlands, and the United Kingdom.3 3 Tax treaties with Japan and
Switzerland, in contrast, provide only a reduced rate of withholding tax and

29. I.R.C. §§ 881(a), 1442(a) (1986).
30. See id. §§ 882(a)(1), 1442(b).
31. Treas. Reg. § 1.1441-6 (1984).
32. Rev. Rul. 87-5, 1987-3 I.R.B. 6; Convention with Respect to Taxes on Income and

Certain Other Taxes, April 28, 1948, United States-Netherlands, art. 111, 62 Stat. 1757, T.I.A.S.
No. 1855.

33. See, e.g., Convention for the Avoidance of Double Taxation on Income and Capital
Gains, Dec. 31, 1975, United States-United Kingdom, art. 11, 31 U.S.T. 5668, T.I.A.S. No. 9682;
Convention with Respect to Taxes on Income and Property, July 28, 1967, United States-France,
art. 10, 19 U.S.T. 5280, T.I.A.S. No. 6518, amended by Protocol Respecting Taxes on Income
and Property, Nov. 24, 1978, United States-France, para. 5, 30 U.S.T. 5109, T.I.A.S. No. 9500;
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not complete exemption (ten percent in the case of Japan and five percent in
the case of Switzerland).3 4 For most swaps it would, in any event, be difficult
to characterize swap payments as interest because no credit is actually ex-
tended from one party to the other, even though the swap payments are cal-
culated by analogy to the computation of interest on a notional principal
amount.

35

b. Business Profits or Industrial and Commercial Profits

Most U.S. tax treaties exempt foreign corporations resident in a treaty
jurisdiction from withholding tax on U.S. source industrial or commercial
profits not effectively connected with a U.S. permanent establishment of the
foreign corporation. The Senate Finance Committee Report on the 1986 Act
specifically states that there is an unsettled question of law as to "whether an
exemption from withholding is available under an income tax treaty to which
the United States is a party on the ground that swap payments constitute...
industrial and commercial profits.",36 As discussed above, the 1986 Act does
not directly resolve the issue, but instead authorizes the Treasury to issue
regulations on the withholding tax treatment of swaps. 37 Even if swap pay-
ments can generally constitute "commercial profits," there is a further com-
plication because several treaties provide that interest and capital gains
cannot qualify as industrial or commercial profits unless effectively connected
with a U.S. permanent establishment. 38 Although unlikely, it is possible that
a comparable limitation of FDAPI can be implied under the French or other
treaties, to the effect that only profits of that class that are effectively con-
nected with a U.S. permanent establishment will constitute industrial and
commercial profits. Pending issuance of withholding regulations for swap
payments, the parties to a swap should not plan transactions with non-bank
counterparties on the assumption that swap payments constitute industrial or
commercial profits for purposes of exemption under standard U.S. tax
treaties.

Convention for the Avoidance of Double Taxation, July 22, 1954, United States-Federal Repub-

lic of Germany, art. VII, 5 U.S.T. 2768, T.I.A.S. No. 3133; United States-Netherlands Conven-

tion, supra note 32, art. III.

34. Convention for the Avoidance of Double Taxation of Income, May 24, 195 1, United

States-Switzerland, art. VII, 2 U.S.T. 1751, T.I.A.S. No. 2316; Convention for the Avoidance of

Double Taxation of Income, March 8, 1971, United States-Japan, art. 13, 23 U.S.T. 967, T.I.A.S.

No. 7365.

35. See Deputy v. Dupont, 308 U.S. 488, 497-98 (1940); S. REP. No. 313, 99th Cong., 2d
Sess. 442 (1986).

36. S. REP. No. 313, 99th Cong., 2d Sess. 441-42 (1986).

37. See supra Part III.C. 1.

38. See, e.g., United States-France Convention, supra note 33, art. 6, para. 5, 19 U.S.T. at

5290-91.
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c. Capital Gains

In some cases it may be possible to argue that the payments under a
swap constitute capital gains income for treaty purposes and should be ex-
empt from withholding under the capital gains provision of the relevant tax
treaty. As discussed above, there remains a considerable risk that the peri-
odic payments under a swap will be treated as FDAPI rather than capital
gains. In the case of a swap that is, for the foreign counterparty, an ordinary
income hedge, the capital gains position is difficult to defend.

d. Residual Clause Under UK and French Treaties

Both the U.K. and the French tax treaties contain residual clauses that
provide that income of a type not otherwise covered by the treaties is taxable
only by the recipient's country of residence. 39 Therefore, if a swap payment
to a U.K. or French counterparty fails to qualify, for purposes of the treaty,
as interest, industrial or commercial profits, or capital gains, the payment will
still be free of U.S. withholding tax under the residual clause. U.S. corpora-
tions can, therefore, enter into swaps with U.K. and French counterparties
with assurance that the swap payments will be free of withholding tax. It is
important to note that U.K. and French branches of foreign banks organized
in other foreign countries are not entitled to the benefits of the U.K. or
French tax treaties. It is a surprisingly common mistake to assume that pay-
ments to a London branch of a bank organized outside the United Kingdom
are entitled to the benefits of the United States-United Kingdom income tax
treaty.

g°

e. Claiming Treaty Benefits - Form 1001

If a U.S. party relies on a tax treaty for exemption from withholding on
swap payments, it should obtain from the counterparty a duly executed Inter-
nal Revenue Service Form 1001 prior to making any swap payments.4 1

4. Summary

Given the remaining uncertainties discussed above, a prudent U.S. cor-
poration can avoid withholding tax exposure by entering into swaps only with
the following types of counterparties: (i) U.S. persons; (ii) U.S. branches of
foreign banks or corporations, if the foreign counterparty reports its income
from the swap as effectively connected with a U.S. trade or business;
(iii) foreign banks entitled to the withholding tax exemption under the com-
mercial and industrial profits clause of an applicable tax treaty; and
(iv) enterprises entitled to the benefit of the U.K. or French tax treaties.

39. See, e.g., id. art. 22, para. 1, 19 U.S.T. at 5307; United States-United Kingdom Conven-
tion, supra note 33, art. 22, para. 1, 31 U.S.T. at 5685, T.I.A.S. No. 9682 at 18.

40. Rev. Rul. 72-378, 1972-2 C.B. 662.
41. I.R.S. Notice 87-11, 1987-5 I.R.B. 6.

[Vol. 6:359

18

Berkeley Journal of International Law, Vol. 6, Iss. 2 [1988], Art. 7

http://scholarship.law.berkeley.edu/bjil/vol6/iss2/7



CURRENCY & INTEREST RATE SWAPS

IV.
UNITED STATES INCOME TAX TREATMENT OF SWAPS

The U.S. income tax treatment of swaps becomes an issue whenever one
of the parties to the swap is a U.S. person, a foreign person with a U.S. trade
or business, or a foreign person otherwise subject to U.S. income taxation.
The relevant issues are the amount, timing, character, and source of the gain
or loss under a swap. These issues should be analyzed in accordance with the
fundamental premise that a swap is an exchange: one party purchases the
right to receive a defined stream of payments by agreeing to make a different
stream of periodic payments to the counterparty. Each party's assumption of
the obligation to make a defined set of payments should provide it with a tax
basis which can apply against the stream of payments it receives in return.
Because foreign currency swaps are transactions in foreign currency, one
must analyze their income tax treatment in light of the foreign currency pro-
visions of new subpart J., discussed below. Where a currency or interest rate
swap is entered into as a hedge, its income tax treatment must also be ana-
lyzed in light of existing case law relating to hedging transactions.

A. Income Tax Treatment of Foreign Currency Swaps

Under the provisions of new subpart J, added to the Code as part of the
1986 Act, currency swaps are divided into three categories. First, currency
swaps not constituting hedges are addressed by the general rules contained in
Code section 988(a)-(c). The other two categories - those swaps that are
both fully hedged and fully integrated and those that are hedging transactions
not entered into as part of a fully integrated financial package [hereinafter
other hedging transactions] - are described and initially addressed in section
988(d). The Treasury has issued a "notice" prescribing narrow safe-harbor
rules for fully integrated transactions on which taxpayers can rely, pending
issuance of more comprehensive regulations.4 2

1. Currency Swaps Not Constituting Hedges

Currency swaps not constituting section 988 hedging transactions are
governed by the general provisions of section 988.

a. Currency Swaps as Section 988 Transactions

It is clear that Congress intended to include all currency swaps within
the definition of section 988 transactions. Section 988 transactions are de-
fined to include, among other things, "entering into or acquiring any forward
contract, futures contract, option, or similar financial instrument if such in-
strument is not marked-to-market.., under section 1256." 4 3 Most taxpayers
take the position that currency swaps are not subject to the marked to market

42. Treas. Reg. § 1.1441-4(a)(2) (1985).
43. I.R.C. § 988(c)(1)(B) (1986).
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rules of section 1256. 44 Both the Conference Committee Report and the Sen-
ate Committee Report use foreign currency swaps as an example of a "similar
financial instrument.",

4 5

b. Gain or Loss Treated as Ordinary Unless Otherwise Elected

Section 988(a)(l)(A) generally provides that foreign currency gain or
loss will be treated as ordinary gain or loss. Section 988(a)(2) further pro-
vides that the Treasury may issue regulations treating this gain or loss as
interest income or expense. The Code also sets forth a special rule that, if a
foreign currency forward, futures, or option contract is not part of a "strad-
dle" within the meaning of section 1092(c), 46 the holder may elect to treat the
gain or loss on the contract as capital gain or loss.47

c. Amount of Foreign Currency Gain or Loss

The amount of foreign currency gain or loss on a currency swap or other
section 988 transaction is defined to equal the amount of gain or loss recog-
nized on the transaction, to the extent such gain or loss does not exceed the
gain or loss realized as a result of changes in the exchange rates between the
date the agreements are entered into and the dates payments are made.4 s

This rule is difficult to apply in the case of currency swaps, because the ex-
change under the swap may not trigger the recognition of the gain and even if
gain or loss is recognized, the gain or loss on a given exchange may be attrib-
utable to factors other than exchange rate movements.

(i) Swap Exchange Not Necessarily a Recognition Event.
Under present law, it appears that a dollar functional currency taxpayer

who, under a swap exchange, takes delivery of foreign currency in exchange
for a dollar payment is treated as purchasing the foreign currency. No gain
or loss is realized on the purchase, and the taxpayer acquires a dollar cost
basis in the foreign currency. Gain or loss is recognized only when the tax-
payer disposes of the currency in a subsequent transaction. Although section
1256(c) provides that the receipt of the currency under a section 1256 con-
tract is an event of recognition, currency swaps are generally not considered
section 1256 contracts.4 9 There is no analogous provision for deliveries under
contracts other than section 1256 contracts, and the Code provides for the
carryover of the taxpayer's basis and holding period under the contract to the

44. See infra Part IV.A.5.
45. See H.R. CONF. REP. No. 841, 99th Cong., 2d Sess. 663 (vol. II) (1986) and S. REP.

No. 313, 99th Cong., 2d Sess. 460 (1986).
46. Straddles are defined as offsetting positions in actively traded personal property. A

taxpayer therefore cannot elect capital gains treatment for a foreign currency forward futures or
option contract that hedges the value of actively traded property, including foreign currency and
foreign currency denominated financial instruments.

47. I.R.C. § 988(a)(1)(B) (1986).
48. Id. § 988(b)(1).
49. See infra Part IV.A.5.
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property received under the contract. 50 The taxpayer takes a cost basis in the
property received, which generally equals the purchase price under the con-
tract. Similarly, a dollar functional currency taxpayer who delivers foreign
currency in exchange for dollars under a currency swap should probably be
viewed under current law as selling the foreign currency. The amount of gain
or loss recognized will equal the difference between the taxpayer's dollar basis
in the currency delivered and the dollars received. This gain or loss need
have no relation to the movement of exchange rates during the term of the
swap.

(ii) Gain or Loss Can Be Attributable to Factors Other Than Exchange
Rate Fluctuations.

Currency swaps are almost never designed so that each individual ex-
change under the swap is expected to be an exchange of equivalent values.
The periodic payments are usually determined by reference to the interest
rates for the currencies paid. The differences between these interest rates re-
flect the market's expectation as to future exchange rate movements. In a
typical U.S. dollar-Swiss franc swap, for example, notional Swiss franc and
U.S. dollar principal amounts have an equivalent value at the prevailing ex-
change rate for the date of the closing. Periodic payments are determined by
reference to the market interest rate for the respective currencies. The Swiss
franc periodic payments equal market interest on the Swiss franc notional
principal amount, and the dollar periodic payments equal market interest on
the dollar notional principal amount. Because the Swiss franc is presently
stronger than the dollar, the market interest rate for Swiss francs will be
lower than the rate for dollars. The Swiss francs paid in an early periodic
payment under the swap will, therefore, likely be worth considerably less
than the dollars received. The party making the Swiss franc payments under
the swap will likely have a significant economic profit on the early swap ex-
changes, and this profit is a result of exchange rate fluctuations that have
taken place since the inception of the swap. The parties expect this profit to
be eliminated by a loss to the Swiss franc payor on the exchange of notional
principal amounts on the swap termination date. Because the Swiss franc is
the stronger currency, it is expected to appreciate against the dollar over the
term of the swap, and the dollar notional principal amount received by the
Swiss franc payor is not expected to be worth as much as the Swiss franc
notional principal amount paid at the then prevailing exchange rate.
Although the two payment streams under a swap are of equal present value,
the individual swap exchanges are not intended to be of equivalent values.
Therefore, if gain or loss is measured on an exchange-by-exchange basis, a
portion of the gains or losses incurred will be the result of the way the trans-
action is priced rather than movements in exchange rates.

50. I.R.C. § 1223(8) (1986).
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(iii) Proposed Technical Correction.

Section 112(t) of the pending technical correction bill5 addresses some,
but not all, of these discrepancies. It would provide that the entire amount of
gain or loss under any future, option, forward or swap contract that is a sec-
tion 988 transaction is to be characterized as foreign currency gain or loss
regardless of whether it is attributable to exchange rate fluctuations. In addi-
tion, making or receiving delivery of currency pursuant to such a contract
would constitute a recognition event. A party receiving currency under a
swap would, therefore, recognize gain or loss on the delivery and adjust its
basis in the currency to reflect the gain or loss. The proposed technical cor-
rections do not address the fact that swaps are priced as a whole, rather than
on an exchange-by-exchange basis, and that the exchanges will not reflect
market prices if they are viewed separately.

d. Source of Gain or Loss

The source of gain or loss on a currency swap that is not a section 988
hedging transaction will be the residence of the party realizing the gain or
loss. 52

e. Timing of Recognition of Gain or Loss

As discussed above, most currency swaps are not structured so that
equivalent values are exchanged at every exchange date. The weak currency
payor expects to have economic losses on the early exchanges, which losses
are offset by gains on the final exchange. The strong currency payor expects
to have economic gains on the early exchanges to offset his expected loss on
the final exchange, due to depreciation in the value of the weak currency
notional principal amount. Neither party can know whether it has an overall
profit or loss from the swap until the final exchange of notional principal
amounts. For this reason it makes little sense to measure gain or loss on an
exchange-by-exchange basis by simply converting gross payments at spot ex-
change rates. One alternative would be to treat the swap as an open transac-
tion and defer reporting the gains and losses on the individual exchanges until
the year of the final exchange, when the offsetting gains and losses could be
netted. Given the long terms of many swaps, such an "open transaction"
treatment could be cumbersome and might be vigorously opposed by the Ser-
vice or by taxpayers. A more sensible rule for the timing of gain recognition
would be to calculate the expected exchange rate for each exchange date im-
plicit in the interest rates used to price the swap and to recognize gain or loss
on each exchange to the extent that the spot rate differed from the implicit
expected rate.

51. H.R. 2636, 100th Cong., 1st Sess. (1987).
52. I.R.C. § 988(a)(3)(A) (1986).
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2. Fully Integrated Synthetic Dollar Transactions

If the currency swap is part of a fully integrated transaction designed to
lock in a cash flow that will not vary with exchange rates, the entire inte-
grated package will be treated as a single transaction for tax purposes and
taxed according to its substance.5 3 The swap, therefore, will not be viewed as
a separate transaction giving rise to separate gains or losses. Although regu-
lations will be required to define the precise scope of this category of fully
integrated transactions, the most obvious examples are fully hedged foreign
currency borrowings and synthetic dollar assets.

a. Fully Hedged Foreign Currency Borrowings

If a U.S. corporation borrows foreign currency and simultaneously en-
ters into a foreign currency swap to dispose of the foreign currency and to
lock in the future dollar cost of its principal and interest payments for the
foreign currency borrowing, then, for U.S. tax purposes, the entire transac-
tion should be treated as a synthetic dollar borrowing.

(i) Transaction Reported in Dollars
The borrower should treat the dollars received on the initial swap ex-

change as the amount borrowed. It should report the dollar amount paid
under the swap (to obtain the foreign currency used to make its interest pay-
ments on the foreign currency borrowing) as its interest expense. The dollar
amount paid on the final swap exchange for the foreign currency notional
principal amount should be treated as the cost of repaying the debt. These
rules appear to apply whether or not the currency acquired under the swap is
the currency actually used to make the interest and principal payments.

(ii) Original Issue Discount Provisions Apply to Recharacterize
Payments

Once the borrowing and swap are integrated into a dollar denominated
transaction for tax purposes, the original issue discount rules can apply to
that transaction for purposes of calculating the accrual of interest. Under
Temporary Treasury Regulation section 1.1273-1(b), the entire series of dol-
lar payment obligations will be treated as a non-self-amortizing installment
obligation for purposes of the original issue discount provisions. 54 The issue
price of the synthetic dollar obligation will be the dollar amount received by
the borrower under the initial swap exchange, and the redemption price will
be the sum of the dollar payments to be made by it under the swap. The
internal rate of return (or constant yield) of the dollar cash flows is calculated
first; the amount of interest deductible under section 163(e) during each ac-
crual period is determined by multiplying the constant yield so determined by

53. Id. § 988(d)(1).
54. Temp. Treas. Reg. § 1.1273-1(b)(2) (1987).
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382 INTERNATIONAL TAX & BUSINESS LAWYER

the principal amount outstanding during the relevant accrual period. 55 Ex-
hibit V illustrates the application of these provisions to a synthetic dollar

borrowing.

b. Synthetic Dollar Securities

A similar integration rule should apply to swaps that are part of a fully

integrated set of transactions creating a synthetic dollar asset. An example is

the acquisition of a foreign currency denominated bond by a U.S. person who

simultaneously enters into a currency swap to exchange the foreign currency

denominated interest and principal payments from the bond for a locked-in
dollar cash flow. The combination of the foreign currency denominated bond
and currency swap should be treated as if it were a single dollar denominated
instrument, and the U.S. person should report the dollar cash flows under the

swap agreement as its receipts from the investment.

c. Synthetic Nonfunctional Currency Assets and Obligations

Just as swaps and other hedging techniques can convert foreign currency
transactions into synthetic dollar transactions, dollar transactions can be con-
verted into synthetic foreign currency transactions. A U.S. corporation that

needs yen financing, for example, can borrow dollars and enter into a yen-for-

dollar currency swap. Similarly, the holder of a dollar denominated debt ob-
ligation can transform it into the equivalent of a deutsche mark denominated

obligation by agreeing to deliver the dollar interest and principal payments
under a currency swap in exchange for specified deutsche mark amounts. A

taxpayer should be able to treat either type of transaction as a fully integrated

synthetic foreign currency transaction under section 988(d)(1).

d. Requirements Under Notice 87-11 For Fully Integrated Treatment

In order to allow taxpayers to rely on the provisions of section 988(d)(1)

dealing with fully integrated hedging transactions pending the issuance of
regulations, the Treasury issued Notice 87-11,56 providing certain safe

harbors. If a "qualifying transaction" (i.e., the underlying transaction which
the taxpayer wants to hedge) and the corresponding "qualified hedging trans-

action" (i.e., the hedging transaction) meet the requirements of Notice 87-11,
the taxpayer may integrate the transactions for U.S. tax purposes.

(i) Perfect Symmetry Between Hedge and Underlying Transaction

Required

To expedite the release of the Notice, the Treasury avoided addressing a

number of technical issues by dealing only with transactions where the hedge

is perfectly symmetrical with the transaction being hedged. For guidance on

55. I.R.C. § 163(c) (1986); Treas. Reg. § 1.1272-1(b), 1.1272-1(e)(2)(ii) (1986).
56. I.R.S. Notice 87-11, 1987-4 I.R.B. 6.
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the treatment of hedging transactions where the symmetry is less than per-
fect, one must await future regulations. To qualify for the safe harbor provi-
sions of Notice 87-11, (a) the hedge must be entered into and priced as the
underlying transaction, (b) both the underlying transaction and the hedge
must be entered into by the same corporation (members of an affiliated group
filing a consolidated tax return are not treated as a single corporation for this
purpose), (c) the entire amount of the underlying transaction, including both
principal and interest, must be hedged, (d) both the underlying transaction
and the hedge must have the same maturity date, and (e) neither the underly-
ing transaction nor the hedge may be terminated prior to maturity. The safe
harbor provisions of Notice 87-11 do not apply to: transactions involving re-
lated parties, transactions involving debt instruments with principal and in-
terest denominated in more than one currency, and synthetic obligations or
assets in highly inflationary currencies. 57

(ii) Identification Requirements
To be entitled to treat an underlying transaction and hedge as a fully

integrated hedging transaction under Notice 87-11, the party entering into
the transactions must identify them as such on its books and records. Before
midnight on the date the transactions are entered into, the taxpayer must
record the following in a separate "Qualified Hedging Account": (a) a de-
scription of the underlying transaction, including the interest rate and the
date on which the interest rate was set; (b) a description of all elements of the
hedge, including the exchange rates and the date on which the exchange rates
were fixed; and (c) a summary of the cash flows resulting from the combina-
tion of the underlying transaction and the hedging transaction.58 In addition,
the taxpayer's records must contain independent verification that the under-
lying transaction and the hedge were priced on the same day. Such verifica-
tion would normally be in the form of written confirmations, received from
the counterparty, or a written contract signed and dated by the parties. The
taxpayer has the burden of proof to demonstrate that the interest rate on the
underlying transaction and the exchange rate on the hedge were fixed on the
same date.

(iii) Failure to Properly Designate Not Necessarily Fatal
If a taxpayer does not designate a transaction as a hedging transaction,

the Service is not bound by that failure and may treat the transaction, at the
time of audit, as a fully integrated transaction.59

(iv) Advantages of Designation
The major benefits of designating a swap as a hedging transaction are

that the loss deferral rule under section 1092 for straddles and the marked-to-
market rules of section 1256 do not apply to designated foreign currency
hedges.

57. Id.
58. Id.
59. Id.
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384 INTERNATIONAL TAX & BUSINESS LAWYER

3. Other Hedging Transactions

Section 988(d)(1) contemplates treatment as integrated transactions of
"section 988 hedging transactions" but only "to the extent provided in the
regulations." Section 988(d)(2) broadly defines section 988 hedging transac-
tions to include any transaction entered into primarily to reduce the risk of
foreign currency fluctuations with respect to property held or to be held or
obligations incurred or to be incurred. The Conference Committee Report
states that regulations are expected to be issued on the treatment of another
type of hedging transaction, one that is not part of a fully integrated financial
transaction. 6° An example of such a transaction is a U.S. corporation enter-
ing into a foreign currency swap to hedge the dollar value of its future sales
income. The Conference Committee Report states that the regulations could
treat the underlying transactions and the hedge as separate transactions in
which offsetting gains and losses would be separately reported. 6 1 Any such
regulations could then provide rules for the characterization and source of
the gain or loss on the swap in a manner consistent with the treatment of the
income being hedged. The regulations will need to address the distinction(s)
between "fully integrated" hedging transactions and "other" hedging transac-
tions and should also discuss the treatment of both types.

4. Treatment of Termination Payments

Most swaps have termination clauses that provide for a payment from
one party to the other in the event the swap is terminated prior to its matur-
ity. This payment is designed to preserve the benefit of the bargain in the case
of an early termination by marking the swap to market and having the party
with the unrealized loss pay that amount to its counterparty, who has an
equal and offsetting unrealized gain. An equitable way to calculate the
amount of the termination payment is to compare the present values of the
two payment streams under the swap using the spot exchange rate on the
termination date. Each payment stream is discounted using the then prevail-
ing market interest rate for the currency and maturity involved. The amount
of the termination payment equals any difference between the two present
values of the two payment streams when compared at the spot exchange rate.

a. Terminations of Non-Hedge Currency Swaps

It appears that Congress intended that the gain or loss on termination of
a currency swap would generally be treated as ordinary section 988 income
unless the taxpayer had elected to treat the swap as a capital transaction
under section 988(a)(2).62 The Code language does not achieve this result,
however, because foreign currency is not excepted from the definition of a

60. H.R. CONF. REP. No. 841, 99th Cong., 2d Sess. 666 (vol. II) (1986).
61. Id.
62. See supra note 45 and accompanying text.
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capital asset in section 1221. A swap appears to be a right with respect to
personal property that would constitute a capital asset within the meaning of
section 1234(a). It, therefore, appears that section 1234(a) treats the gain or
loss on the termination of a swap that is not part of a hedge as a capital gain
or loss. Section 112(t) of the pending technical corrections bill provides that
any gain or loss from a transaction described in section 988(c)(1)(B)(iii),
which includes currency swaps, will be treated as ordinary foreign currency
gain or loss. This proposed amendment appears broad enough to include
gains or losses on termination payments and hence would align the Code pro-
visions with Congressional intent.

b. Termination of a Swap that is a Fully Integrated Hedge

There is no direct authority on the treatment of the termination of a fully
integrated hedge, and Notice 87-11 specifically reserves judgment on the is-
sue.6 3 Where the swap is terminated simultaneously with the transaction be-
ing hedged, one approach would be to treat the termination on an integrated
basis according to its substance. Assume, for example, that a taxpayer enters
into a synthetic dollar borrowing by borrowing foreign currency then swap-
ping it for dollars. If the swap is terminated and the loan repaid simultane-
ously, one might report any termination payment required under the swap as
a deductible retirement premium on the early redemption of the synthetic
dollar debt.64 Any payment received on termination of the swap might be
treated as a reduction in the redemption price of the synthetic dollar debt
instrument, giving rise to discharge of indebtedness income.

c. Termination of Other "Broken" Hedges

The treatment of terminations is even less clear when the hedge and the
underlying transaction are not terminated simultaneously. The issue should
be resolved in future regulations. One approach such regulations could take
would be to treat the integrated transaction as if both halves of the transac-
tion had been terminated simultaneously by marking to market the half that
remains in place. This treatment is analogous to the provisions in the mixed
straddle regulation that treat the creation of an identified mixed straddle as a
recognition event with respect to any preexisting positions that become part
of the straddle. 6

' This principle could, for example, be extended to the early
repayment of a fully hedged foreign currency borrowing. If the foreign cur-
rency borrowing were repaid before maturity but the swap were left in place,
one might mark the swap to market and treat the resulting gain or loss as a

63. I.R.S. Notice 87-11, 1987-4 I.R.B. 6.
64. See, e.g., Treas. Reg. § 1.163-4(c) (1973).
65. See, e.g., Temp. Treas. Reg. § 1.1092(b)-3T(b)(6) (1985).
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386 INTERNATIONAL TAX & BUSINESS LAWYER

reduction in the redemption price of the synthetic dollar security or as a de-
ductible retirement premium, respectively. The gain or loss would create pos-
itive or negative basis in the swap which would then be recovered over its
remaining life.

5. Currency Swaps as Section 1256 Contracts

Section 1256 provides a marked-to-market regime for exchange traded
futures contracts, certain exchange traded option contracts, and certain de-
fined "foreign currency contracts" not entered into on an exchange. At the
end of each taxable year, the unrealized gain or loss on exchange traded fu-
tures contracts and off-exchange "foreign currency contracts" is recognized
for tax purposes, and the holder's basis is adjusted accordingly. Such gains
and losses are treated as sixty percent long term and forty percent short term
capital gains or losses and not as ordinary income items.

a. Definition of Section 1256 Foreign Currency Contract

Section 1256(g)(2) defines a foreign currency contract as "a contract -
(i) which requires delivery of, or the settlement of which depends on the value
of, a foreign currency which is a currency in which positions are also traded
through regulated futures contracts, (ii) which is traded in the interbank mar-
ket, and (iii) which is entered into at arm's length at a price determined by
reference to the price in the interbank market." 66 The intent of section
1256(g)(2) is to tax foreign currency forward contracts on the same basis as
exchange traded futures contracts where both futures and forward contracts
are traded for the currency.6 7 Futures contracts are currently traded for the
Japanese yen, Canadian dollar, British pound, German mark, Swiss franc,
Dutch guilder, and the European Currency Unit (ECU). Proposals to list a
futures contract for the Australian dollar are also currently pending.

b. Currency Swaps Probably not Section 1256 Foreign Currency Contracts

Currency swaps are clearly contracts that require delivery of a foreign
currency or the settlement of which depends on the value of a foreign cur-
rency. Therefore, a currency swap calling for delivery of one of the curren-
cies for which futures contracts are traded would constitute a swap if
"entered into at arm's length at a price determined by reference to the price in
the interbank market." Most taxpayers have taken the position that swaps do
not satisfy this last requirement because they are priced differently than in-
terbank forward contracts. As discussed above, the exchanges constituting a
swap are generally priced as a whole, and the individual exchanges, therefore,

66. I.R.C. § 1256(g)(2)(A)(iii) (1986).
67. H. REP. No. 986, 97th Cong., 2d Sess. 15, reprinted in 1982 U.S. CODE CONG. &

ADMIN. NEWS 4203.
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do not correspond to the market prices for simple forward contracts for deliv-
ery on the exchange dates. Most taxpayers have taken the position that this
distinction in pricing mechanics is sufficient to prevent currency swaps from
being included in the definition of foreign currency contracts in section 1256.
This argument has lost much of its strength, however, since the terms of cur-
rency swaps have become more standardized and the possibility of a separate
interbank market for foreign currency swaps approaches.

B. Income Tax Treatment of Interest Rate Swaps

There is no direct authority on the income tax treatment of payments
and receipts under interest rate swaps. Although the principles of section 988
do not apply to interest rate swaps because such swaps do not involve foreign
currency, one would expect that interest rate swaps will be treated in a man-
ner consistent with the treatment of currency swaps. Until the treatment of
interest rate swaps is clarified in future regulations and rulings, they must be
analyzed under the general principles of tax law and by analogy to the treat-
ment of similar financial instruments.

1. Interest Rate Swaps Entered into as Hedges

The vast majority of interest rate swaps are entered into as hedges of
future interest income or expense. Many are entered into simultaneously
with a borrowing or lending transaction in order to produce an integrated
transaction with a determinable series of cash flows. Others are entered into
as hedges of the net interest rate exposure of a taxpayer, rather than as hedges
of a single specific transaction.

a. Treatment of Periodic Swap Exchanges

Unless terminated prior to maturity, the typical interest rate swap will
consist entirely of the periodic "exchanges," in which one party pays to the
counterparty a sum equal to the notional principal amount multiplied by the
specified fixed rate in exchange for the counterparty paying a sum equal to
the notional principal amount multiplied by the specified floating rate. In-
stead of payment on a gross basis, the offsetting amounts are generally netted
and only the difference is paid. Under the principles of Corn Products Refin-
ing Corp. v. Commissioner,68 if the swap is a hedge of interest income or ex-
pense, these net payments or receipts should represent ordinary expense or
income in the years paid or received. Most taxpayers entering interest rate
swaps probably report the net payments under the swaps as direct adjust-
ments to their interest income or expense in the year received or paid. Even a
swap entered into to convert a fixed rate debt obligation into a floating rate

68. 350 U.S. 46 (1955) (futures contracts entered into as an integral part of taxpayers busi-
ness as a hedge against a price increase in needed raw material, rather than as speculative trans-
action, result in ordinary, not capital, gain or loss).
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obligation, which would not be a hedge in the normal sense of the word,
might reasonably be treated as a transaction giving rise to ordinary gain or
loss under an integration theory. The economic substance of the combination
of the fixed rate debt and the fixed-to-floating swap is a floating rate debt, and
the net periodic cash flow from the combined transactions could reasonably
be treated as interest expense.

The recent Supreme Court decision in Arkansas Best Corp. v. Commis-
sioner6 9 raises issues as to whether taxpayers will continue to be able to rely
on the Corn Products doctrine. The Supreme Court stated in Arkansas Best
that the gain or loss on the sale or exchange of property will always be capital
in nature unless the property falls within one of the enumerated exceptions
under section 1221. The court explained that the corn futures contracts in
the Corn Products case were property, but that because they were hedges of
the taxpayer's inventory, they were assimilated into the specific exception
from capital asset status provided for inventory. Assuming that an interest
rate swap, like a futures contract, is a financial instrument that is itself prop-
erty, one might read Arkansas Best as requiring interest rate swap gains or
losses to be treated as capital gains or losses where the swap hedges income or
expense rather than inventory. One might take the position that gains and
losses on periodic exchanges are nevertheless ordinary on the basis that mak-
ing or receiving a periodic payment is not a sale or exchange of an interest in
the swap. This position would be supported by analogy to the Tax Court
ruling in National Standard v. Commissioner70 that the repayment of princi-
pal of a foreign currency debt was not a sale or exchange of currency by the
debtor. While a lack of sale or exchange might prevent periodic interest rate
payments from giving rise to capital gains or losses even if the swap consti-
tutes a capital asset, this reasoning becomes more tenuous in the case of a
termination payment and inapplicable in the case of a sale of one's interest in
a swap.

2. Interest Rate Swaps Not Constituting Hedges

While most parties enter into interest rate swaps as hedges, swaps are
also entered into by dealers making markets in swaps and by parties seeking
to speculate on interest rate movements. There is no reported direct author-
ity on the treatment of such swaps.

a. Character

In the case of a bank or dealer making a market in swaps in the ordinary
course of its business, net periodic payments made or received under the
swaps would presumably constitute ordinary loss or income. In the case of a
swap entered into as a speculation on interest rate movements, it is arguable

69. 108 S. Ct. 971 (1988).
70. 80 T.C. 551 (1983), aff'd, 749 F.2d 369 (6th Cir. 1984).
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that the swap should be viewed as analogous to a series of financial futures
contracts, giving rise to capital gain or loss on each exchange. The periodic
receipt of swap payments in exchange for the specified counter-payment
could be viewed as a sale or exchange. If the contractual right to receive each
periodic payment were not found to be a capital asset or the net periodic
payment were not found to constitute a sale or exchange of that asset, any
gain or loss would presumably be treated as ordinary, analogous to gambling
income.

b. Timing and Amount

In the case of a simple interest rate swap not constituting a hedge, it
would appear reasonable to treat the entire net payment constituting the dif-
ference between the "exchanged" fixed and floating payments as income or
loss in the year of each exchange. The potential distortion of income from
reporting the exchanges in this manner is much smaller than in the case of a
currency swap, where the notational principal amounts exchanged on the ter-
mination date of the swap are of an order of magnitude larger than the peri-
odic exchanges. In unusual cases, where the exchanges are not related solely
to interest income or expense, the transaction could be characterized as creat-
ing, for each party, a tax basis in its entitlement to future receipts that is equal
to the fair market value, at the time the contract was formed, of the party's
offsetting payment obligation. Unless the open transaction doctrine were to
be applied, one would allocate this basis among the periodic exchanges, and
recognize gain or loss on each exchange to the extent that the amount re-
ceived differed from the basis allocated to the exchange. The method by
which basis is allocated would depend on how the exchanges are structured.

c. Source

Treasury Notice 87-4 provides that the source of income from a simple
U.S. dollar interest rate swap is generally the residence of the recipient.71

3. Treatment of Termination Payments

Like currency swaps, many interest rate swaps contain termination
clauses designed to preserve the economic benefits of the contract if either
party terminates the swap prior to its scheduled termination date. A com-
mon form of termination clause provides that, in the event of an early termi-
nation, the net present value of each payment stream under the swap is to be
determined using the corresponding market interest rate prevailing on the
termination date. The difference between these net present values is then paid
by the party obligated to make the more valuable payment stream to the
party obligated to make the less valuable payment stream. To date, there is

71. See supra Part III.B.3.
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no reported ruling, regulation, or other authority on the proper treatment of
such a contractual payment by either the payor or the recipient.

a. Termination of an Interest Rate Swap Entered Into as a Hedge

In the case of an interest rate swap entered into as an integrated hedge,
however, a taxpayer might reasonably rely on an integration approach to
treat the termination according to its economic substance. Assume, for ex-
ample, that a taxpayer entered into a floating rate borrowing and an inte-
grated floating-to-fixed interest rate swap to create a synthetic fixed rate debt.
If the borrowing and the swap are simultaneously terminated prior to matur-
ity, any net termination payment under the swap might be treated as a retire-
ment premium with respect to the synthetic fixed rate debt, which is
deductible under Treasury Regulation section 1.163-4(c). Any swap termina-
tion payment received might be treated as income from the partial discharge
of the synthetic fixed rate debt. Even in cases where such an integration ap-
proach is not applicable, a party paying a swap termination payment could
reasonably deduct the payment as an ordinary and necessary business expense
by analogy to decided cases dealing with payments for release from burden-
some business contracts.7 2

b. Termination of a Swap Not Constituting a Hedge

Termination payments made or received by a dealer or bank making a
market in swaps in the ordinary course of its business presumably constitute
ordinary loss or income. The treatment of termination payments made or
received by a party entering into an interest rate swap as a speculative invest-
ment is less clear. If such a party makes a termination payment to its
counterparty, the termination arguably does not constitute a sale or ex-
change, even if the party's rights under the agreement constitute a capital
asset. It does not appear that section 1234(a) treats the termination as a sale
or exchange because the swap agreement is not a section 1256 contract.73

Also, it is arguably not a "right or obligation with respect to personal prop-
erty" because it only contemplates the delivery of money. Similarly, the ter-
mination payment would not be treated as a sale or exchange to the recipient
under section 1271(a)(1) because the swap does not constitute a debt obliga-
tion. In the absence of such a sale or exchange, any gain or loss on the termi-
nation would be ordinary.

c. Contrast - Sale of Rights of Assumption Transactions

If, instead of terminating the swap, a party entering into the swap as a
speculative investment sold its rights under the swap or paid a third party to

72. See, e.g., Pressed Steel Car Co. v. Commissioner, 20 T.C. 198 (1953).
73. See supra Part IV.B.4.
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assume its obligation under the swap, the disposition of the swap would con-
stitute a sale or exchange, and the party could reasonably report the resulting
gain or loss as capital. A third party assuming the obligations of an initial
party under the swap in exchange for a lump-sum payment runs some risk of
having the entire amount of the payment treated as income in the year re-
ceived on the basis that the offsetting payment obligation would be too con-
tingent to afford a basis to reduce the amount of taxable gain. Even in such a
case, however, current inclusion might be avoided by treating the assumption
transaction as analogous to a short sale by the assuming party and by defer-
ring the recognition of the amount received on the assumption until the net
cost of performing the assumed obligations under the swap is known.74

4. Interest Rate Swaps Are Not Section 1256 Contracts

There is some risk that currency swaps constitute section 1256 contracts,
which must be marked to market at the end of the taxable year. However,
there is no such risk with respect to interest rate swaps. Interest rate swaps
are clearly not exchange traded options or futures contracts. The only re-
maining class of section 1256 contracts consists of foreign currency contracts
traded in the interbank market. Although there is some risk that currency
swaps might constitute such foreign currency contracts, interest rate swaps
denominated solely in U.S. dollars clearly do not constitute such contracts.

74. It is interesting to note that interest rate swaps have been marketed as an income accel-
eration device. These swaps are structured so that the party wishing to accelerate income re-
ceives the present value of the fixed payment stream at the outset but makes the floating rate
payments over the term of the swap agreement. Alternatively, the party wishing to accelerate
income will sell its right to receive fixed rate swap payments to a third party for cash. Both
structures assume that the gross annual cash flows under the swap should be treated as income to
the recipient and that the party with the right to receive fixed rate payments under an interest
rate swap does not have a basis in that right equal to the fair market value of its obligation to
make floating rate payments.
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