Section 1275.—O0ther Definitions
and Special Rules

26 CFR 1.1275-T: Inflation-indexel delt instru-
mens (temporary).

T.D. 8709

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1

Inflation-Indexed Debt Instruments

AGENCY: Internd Revene Servie
(IRS), Treasuy.

ACTION: Temporay and final regula-
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SUMMARY: This documenh contains
temporay regulatiors relating to the
federd- income- tax- treatmem of
inflation-indexal delt instruments in-
cluding Treasuy Inflation-Indexal Secu-
rities. The text of the temporay regula-
tions alo serves as the text of REG—
242996-96 page 18 This document
also contairs amendmers to final regu-
lations to refled the addition of the
temporay regulations The regulations
in this documen provide needé guid-
ane to holdes and issues of inflation-
indexal delt instruments.

EFFECTIVE DATE: The regulatiors are
effective Januay 6, 1997.

FOR FURTHER INFORMATION CON-
TACT: Jdfrey W. Maddrey, (202 622—
394Q or William E. Blanchard (202)
622-399 (nat toll-free numbers).

SUPPLEMENARY INFORMATION:

Backgound

The Departmen of the Treasuy pub-
lished final rules describig the terms
ard conditiors of new delt instruments
that it plars to issue The paymens on
thee- delt- instrumens- (Treasuy
Inflation-Indexa&l Securitie$ will be in-
dexel for inflation and deflation.

On Jure 14, 1996 the IRS published
final regulatiors in the Federd Register
relating to certan deli instrumens that
provide for contingem paymens (61 FR
30133) The preambe to the final regu-
lations indicates that the noncontingent
bord methal describe in § 1.1275—
4(b) might be inappropria¢ for the
Treasuy Inflation-Indexel Securities

On Octobe 15, 1996 the IRS published
Notice 96-5L (1996-2 I.R.B. 6), which
announcd the IRS's intentin to issue
temporay and propose regulatiors that
would provide guidane on the federal
income tax treatmeh of the Treasury
Inflation-Indexel Securitis and other
delt instrumens with similar terms.
This documen contairs the temporary
regulatiors describe in Notice 96-51.
Explanation of provisions

A. In general

The temporay regulatiors provide
rules for the treatmen of certan debt
instrumens that are indexed for inflation
and- deflation— including—~ Treasuy
Inflation-Indexe&l Securities The tempo-
rary regulatiors generaly requir hold-
ers ard issues of inflation-indexal debt
instrumens to accoun for intere¢ and
origind isste discoun (OID) using con-
start yield principles In addition the
temporay regulatiors generaly require
holdess ard issues of inflation-indexed
delt instrumens to accoun for inflation
and deflation by making curren adjust-
mens to their OID accruals.

B. Applicability

The temporay regulatiors apply to
inflation-indexel delt instruments In
general an inflation-indexel dek instru-
mert is a delt instrumen tha (1) is
issual for cash (2) is indexel for
inflation and deflation (as describé be-
low), and (3) is nat otherwig a contin-
gert paymet delt instrument The tem-
porary- regulatiors= do- not— apply,
howeve, to certan deli instruments,
suh as delt instrumens issua by
qualified stae tuition programs.

C. Indexing methodology

A delt instrumen is considerd in-
dexal for inflation ard deflation if the
paymens$ on the instrumen are indexed
by referene to the chang in value of a
genera price or wage index over the
tem of the instrument Specificaly, the
amoun of ead paymen on an inflation-
indexad delt instrumen mug equa the
produ¢ of (1) the amoun of the pay-
mert tha would be payabé on the
instrumen (determine as if there were
no inflation or deflation over the tem of
the instrumen} ard (2) the ratio of the
value of the referene index for the
paymet dake to the value of the refer-
ene index for the isste date.

The referene index for a del instru-
mert is the mechanim for measuring
inflation and deflation over the tem of

the instrument This mechanim associ-
ates the value of a single qualified
inflation index for a particula month
with a specifiel day of a succeeding
month For example unde the ternms of
the Treasuy Inflation-Indexa&l Securi-
ties the referene index for the first day
of a month is the value of a qualified
inflation index for the third preceding
month The referene index mud be
res¢ once a month to the curren value
of a qualified inflation index Between
rese dates the value of the reference
index is determine through straight-line
interpolation.

A qualified inflation index is a gen-
erd price or wage index that is updated
ard publishal at leas monthly by an
ageny of the United States Govern-
ment A generd price or wage index is
an index tha measure price or wage
changs in the econony as awhole An
index is not generd if it only measures
price or wage changs in a particular
segmeh of the econony. For example,
the non-seasonall adjustel U.S. City
Average All Items Consume Price In-
dex for All Urban Consumes (CPI-U),
which is publishel by the Bureas of
Laba Statistis of the Departmen of
Laba, is a qualified inflation index
becaus it measure generd price
change in the econony. By contrast,
the gasolire price componeh of the
CPIU is nat a qualified inflation index
becaus it only measure price changes
in a particula segmeh of the econony.

D. Coupm bord method

The temporay regulatiors provide a
simplified methal of accountig for
qualified statel intere¢ and inflation
adjustmerg on certan inflation-indexed
delt instrumens (the coupam bond
method) To qualify for the coupa bond
method an inflation-indexel delt instru-
mert mug satisfy two conditions First,
thee mug be no more than a de
minimis differene betwea the debt
instruments isswe price and its principal
amoun for the isste date Second all
statel interes on the delt instrument
mug be qualified statel interest Be-
cau® Treasuy Inflation-Indexel Securi-
ties tha are not strippel into principal
ard interes componerg satisfy/ both of
thee conditions the coupa bornd
methal applies to thes securities.

If an inflation-indexel delt instru-
ment qualifies for the coupm bond
method the statel interes payabé on
the delt instrumetn is taken into account
unde the taxpaye’s regula methal of
accounting~ Any- increa®- in- the



inflation-adjusted principal amount isyield of the debt instrument and theG. Minimum guarantee
treated as OID for the period in whichpercentage change in the value of the
the increase occurs. Any decrease in theference index during the period. Fifth,
inflation-adjusted principal amount isthe taxpayer allocates to each day in th
taken into account under the rules fozccrual period a ratable portion of th
deflation adjustments described belowo|D for the accrual period (the daily

For example, if a taxpayer holds apgrtions).
Treasury Inflation-Indexed Security forgccryal
an entire calendar year and the taxpaygface g
uses the cash receipts and disbursemeq}ﬁder s

Certain inflation-indexed debt instru-
ments may provide for an additional
ayment at maturity (a minimum guar-
antee payment) if the total amount of
) : inflation-adjusted principal paid on the
If the daily portions for an gept instrument is less than the instru-
period are positive amountSment's stated principal amount. Under
mounts g‘ée tabken Into accouroth the coupon bond method and the
X ection 163(e an issuer angi ini .
method of accounting (cash method), thg, .| i 127; )b y holder. If th discount bond method, a minimum guar
taxpayer generally includes in income nder section y a nolder. eantee'payment IS |gn9r¢d until the pay-
; . gally portions for an accrual period arement is made. If a minimum guarantee

the interest payments received on th : . X
; . o negative amounts, these amounts afggayment is made, the payment is treated

security during the year. In addition, the ken int t under th les f int ton the date it | id

taxpayer includes in income an amountaken into account under the rules foms interest on the date it is paid.

of OID measured by subtracting thedeflation adjustments described below. In general, the temporary regulations

inflation-adjusted principal amount of Under Notice 96-51, the discountonly allow a debt instrument that is
the security at the beginning of the yeabond method would have allowed qualiindexed by reference to the CPI-U to
from the inflation-adjusted principal fied stated interest. The temporary reguProvide for a minimum guarantee pay-
amount of the security at the end of thdations, however, provide that no interesfnent. The.Treasury and the IRS”beheve
year. If the taxpayer uses an accrugbayments on an inflation-indexed deb(ghat there is only a small possibility that
method of accounting rather than thénstrument subject to the discount bond!'€ total amount of principal paid on a
cash method, the taxpayer includes imethod are qualified stated interest. Th ebt instrument indexed to the CPI-U

income the qualified stated interest thafrreasury and the IRS believe that thi%rlil,lqggalf Sgn:gﬁﬂtth?nmtsr;[irsumcefges Sittati(?sd
accrued on the debt instrument duringhange simplifies the taxation of an3 soropriate to ignbre the minimum guar-

the year and an amount of OID meajnfiation-indexed debt instrument subjec T
sured by subtracting the inflation-i5 the discount bond method. ICantee payment until it is paid.

adjusted principal amount of the security H. Principal amount for the issue date
at the beginning of the year from ther, Deflation adjustments

inflation-adjusted principal amount of For purposes of the temporary regula-
the security at the end of the year. The temporary regulations treat deflations, if an inflation-indexed debt instru-

. tion adjustments in a manner consisterment is issued with pre-issuance accrued
E. Discount bond method with the treatment of net negative ad-nterest, the principal amount of the
If an inflation-indexed debt instru- justments on contingent payment debilns_trument for the issge date includ_es an
ment does not qualify for the couponinstruments under § 1_1275_4(b)(6)(iii)_adj_ustmgnt for |n_flat|on or deflation.
bond method (for example, because it i a holder has a deflation adjustment/his adjustment is measured by the
issued at a discount), the instrument isor 4 taxable year, the deflation adjustEhange in the value of the reference
subject to the discount bond method. Inent first reduces the amount of interesitdex between the date on which inter-
general, the discount bond method regherwise includible in income with re- €St Starts to accrue (the dated date in the
guires holders and issuers to make cu spect to the debt instrument for thecase of a Treasury Inflation-Indexed

rent adjustments to their OID accruals 1Q,xable year. If the amount of the Oleﬂa_Security) and the issue date. The stated
account for inflation and deflation. t .

Under the discount bond method, Jion adjustment exceeds the interest ottﬁ

taxpayer determines the amount of oigrwise includible in income for the adjusted for inflation or deflation be-
allocable to an accrual period by using®*@ble year, the holder treats the excesgeen the date on which interest starts
steps similar to those provided inaS @n ordinary loss in the taxable yean, accrue and the issue date. Therefore,
§ 1.1272-1(b)(1). First, the taxpayer delfowever, the amount treated as an ordine stated principal amount of the debt
termines the yield to maturity of thenary loss is limited to the amount byinstrument is the same regardless of
debt instrument as if there were nowhich the holder’s total interest inclu-whether interest accrues on the instru-
inflation or deflation over the term of Sions on the debt instrument in priorment from the issue date or from an
the instrument. Second, the taxpayet@xable years exceed the total amourdarlier date. The stated principal amount
determines the length of the accruaireated by the holder as an ordinary losef a Treasury Inflation-Indexed Security
periods to be used to allocate OID ovepn the debt instrument in prior taxableis the par amount of the security, as
the term of the debt instrument, pro-years. If the deflation adjustment ex-defined in the final rules published by
vided no accrual period is longer thanceeds the interest otherwise includible ithe Treasury Department describing the
one month. Third, the taxpayer deterincome by the holder with respect to thderms and conditions of Treasury
mines the percentage change in thdebt instrument for the taxable year andnflation-Indexed Securities.

value of the reference index during thehe amount treated as an ordinary loss When there is a difference between
accrual period by comparing the valudor the taxable year, the excess is cathe stated principal amount of an
at the beginning of the period to theried forward to offset interest income oninflation-indexed debt instrument and its
value at the end of the period. Fourththe debt instrument in subsequent taxprincipal amount for the issue date, the
the taxpayer determines the OID alable years. Similar rules apply to deterinstrument’s principal amount for the
locable to the accrual period by using anine an issuer’s interest deductions anisue date generally is used for purposes
formula that takes into account both théncome for the debt instrument. of applying the rules in the temporary

rincipal amount of a debt instrument
nder the regulations, however, is not



regulations to the instrument. For ex-Revenue Code, these temporary regulgd3) Qualified inflation index.

ample, the debt instrument’s principaltions will be submitted to the Chief (4) Inflation-adjusted principal amount.
amount for the issue date is used t@ounsel for Advocacy of the Small(5) Minimum guarantee payment.
determine whether the instrument qualiBusiness Administration for comment on(d) Coupon bond method.

fies for the coupon bond method. Theheir impact on small business. (1) In general.
temporary regulations require the use of . . (2) Applicability.
a debt instrument’s stated principalPrafting Information (3) Qualified stated interest.

(4) Inflation adjustments.

amount rather than its principal amount |q principal author of the regula-
(5) Example.

for the issue date to measure the amoupt s is Jeffrey W. Maddrey, Office of
of a minimum guarantee payment. Assistant Chief Colunsel (Finé\ncial Insti-(€) Discount bond method.

I. Strips tutions and Products). However, othekl) In general.

_ ~ personnel from the IRS and Treasunf2) No qualified stated interest.
Treasury Inflation-Indexed Securitiespepartment participated in their devel{(3) OID-

are eligible for the Department of thegpment. (4) Example.

Treasury’s Separate Trading of Regis- e x e e (f) Special rules.

tered Interest and Principal of Securities (1) Deflation adjustments.
(STRIPS) program. Under this programAdoption of Amendments to the Regulal?) Adjusted basis.

the interest and principal components ofions (3) Subsequent holders.

a Treasury Inflation-Indexed Security i ~ (4) Minimum guarantee.
may be transferred as separate instru- Accordingly, 26 CFR part 1 is (5) Temporary unavailability of a quali-
ments (stripped bonds and coupons). IgMended as follows: fied inflation index.
general, section 1286 treats the holder (g) Reopenings.

a stripped bond (or coupon) as if thg!)art 1—INCOME TAXES (h) Effective date.

holder purchased a newly issued debt Paragraph 1. The authority citation for oo ox

instrument that has OID. The temporanpart 1 is amended by adding two entries Par. 3. Section 1.1275-4 is amended
regulations provide that the holder of ain numerical order to read as follows:by—

component of a Treasury Inflation- Authority: 26 U.S.C. 7805 * * * 1. Removing the word “or” from the
Indexed Security that is stripped undeSection 1.1275-7T also issued under 26nd of paragraph (a)(2)(vi);
the Treasury STRIPS program must us&).S.C. 1275(d). * * * 2. Redesignating paragraph (a)(2)(vii)
the discount bond method to account foSection 1.1286-2T also issued under 28s paragraph (a)(2)(viii); and
the OID on the component. U.S.C. 1286(f). * * * 3. Adding a new paragraph
3. Informat , Par. 2. Section 1.1271-0 is amende®)(2)(vii).

- Information reporting by— The addition reads as follows:

The temporary regulations do not pro- 1. Revising the second sentence of .
vide any new information reporting paragraph (a); § 1.1275-4 Contingent payment debt

rules for inflation-indexed debt instru- 2. Revising the introductory text of NStruments.

ments. The OID and any qualified statedparagraph (b); and (@) ***

interest on an inflation-indexed debt 3. Adding entries for § 1.1275-7T in () * * «

instrument should be reported on Fornparagraph (b). (vii) An inflation-indexed debt instru-
1099-0ID. The IRS plans to issue guid- The revisions and additions read agnent (as defined in § 1.1275-7T); or
ance for the reporting of OID on Trea-follows: © o x x x

sury Inflation-Indexed Securities that are Par. 4. Section 1.1275—7T is added to

stripped under the STRIPS program?eclti\}gzg_tg_ %ré?'e“ﬁ:( ICSOS#teen?ISSC()um; el cad as follows:

K. Effective date (a) * * * Taxpayers, however, may 8 1.1275-7T Inflation-indexed debt in-
The temporary regulations apply to anrely on these sections (as contained igtruments (temporary).

inflation-indexed debt instrument issue26 CFR part 1 revised April 1, 1996) for ; ; i ;

on or after January 6, 1997. debt instruments issued after Decemberm(a) ?vemevx;. ;— h|s| section ?rowtdest

21, 1992, and before April 4, 1994 es for e ederal income fax treat

Special Anal ! ! ! ” ment of an inflation-indexed debt instru-
pecial Analyses (b) Table of contents This section < |f a debt instrument is an
It has been determined that this Treal—éztslclazp;'lonle?h parar?riipigs?Scc;r]rtalned "fhflation-indexed debt instrument, one of

sury decision is not a significant regula- ’ —L through L. e two methods will apply to the instru-

tory action as defined in EO 12866. ooroor o ment: the coupon bond method (as de-

Therefore, a regulatory assessment is ngt L . scribed in paragraph (d) of this section)

required. It also has been determinegtrl'nl]ﬂ?_?tT Inflation-indexed debt in-" e giscount bond method (as de-

that section 553(b) of the Administrative>Uments (temporary). scribed in paragraph (e) of this section).

Procedure Act (5 U.S.C. chapter 5) doe%a) Over_wevx_/._ Both methods determine the amount of
not apply to these regulations and, be(P) Applicability. OID that is taken into account each year
cause the regulations do not impose &b) In general. by a holder or an issuer of an inflation-
collection of information on small enti- (2) Exceptions. indexed debt instrument.

ties, the Regulatory Flexibility Act (5 (¢) Definitions. (b) Applicability—(1) In general Ex-

U.S.C. chapter 6) does not apply. Pursutl) Inflation-indexed debt instrument.cept as provided in paragraph (b)(2) of
ant to section 7805(f) of the Internal(2) Reference index. this section, this section applies to an



inflation-indexed debt instrument as de- (2) Reference indexThe reference in- enue Bulletin (see § 601.601(d)(2)(ii) of
fined in paragraph (c)(1) of this section.dex is an index used to measure inflathis chapter). See paragraph (f)(4) of
For example, this section applies taion and deflation over the term of athis section for the treatment of a mini-
Treasury Inflation-Indexed Securities.debt instrument. To qualify as a refer-mum guarantee payment.

(2) Exceptions This section does not ence index, an index must satisfy the (d) Coupon bond methed(1) In
apply to an inflation-indexed debt in-following conditions: _ . general This paragraph (d) describes
strument that is also— (i) The value of the index is resetthe method (coupon bond method) to be

(i) A debt instrument (other than aonce a month to a current value of aused to account for qualified stated
tax-exempt obligation) described in secsingle qualified inflation index (as de-interest and inflation adjustments (OID)
tion 1272(a)(2) (for example, U.S. sav-fined in paragraph (c)(3) of this section).on an inflation-indexed debt instrument
ings bonds, certain loans between natu=or this purpose, a value of a qualifieddescribed in paragraph (d)(2) of this
ral persons, and short-term taxablénflation index is current if the value hassection.
obligations); or been updated and published within the (2) Applicability. The coupon bond

(i) A debt instrument subject to sec-Preceding six month period. method applies to an inflation-indexed
tion 529 (certain debt instruments issued (i) The reset occurs on the same daylebt instrument that satisfies the follow-
by qualified state tuition programs).of each month (the reset date). ing conditions:

(c) Definitions The following defini- (i) The value of the index for any (i) Issued at parThe debt instrument
tions apply for purposes of this sectiondate between reset dates is determingd issued at par. A debt instrument is

(1) Inflation-indexed debt instrument through str.a'lght.-lme 'lnte_rpolatlon. . !ssged at par if the Q|ff¢rence between
An inflation-indexed debt instrument is (3)_ Quallfle_d mfla}tlon index A qL!ah- its issue price anql principal amount for
a debt instrument that satisfies the folfied |nf!at|on |ndex_|s a general price orthf-:_ issue date is Ies_s than the de
lowing conditions: wage index that is updated and pubm|n|m|§ amount. For this purpose, t_he

: : lished at least monthly by an agency ofle minimis amount is determined using

(i) Issued for cashThe debt instru- . o

o the United States Government (for exthe principles of § 1.1273-1(d).
ment is issued for U.S. dollars and all : . . X -
. mple, the non-seasonally adjusted U.S. (i) All stated interest is qualified
payments on the instrument are denomi' . ; :
- City Average All ltems Consumer Pricestated interestAll stated interest on the
nated in U.S. dollars. . : o .

i) Indexed for inflation and defla- Index for All Urban Consumers (CPI-debt instrument is qualified stated inter-
t'ofq Excent for a minimum aranteeU)’ which is published by the Bureau ofest. For purposes of this paragraph (d),
Ia o eil(t (gs derf'ne q '.n' gra ?: h (O abor Statistics of the Department ofstated interest is qualified stated interest
gf ythis section) Ieacr|1 pa mgentp on the abor). if the interest is unconditionally payable
debt instrum i ind )E)éllf - inflation (4) Inflation-adjusted principal in cash, or is constructively received
aﬁd dei‘slatl'JoneA Sa meente's '(r)1de e?j (f)oramount For any date, the inflation- under section 451, at least annually at a
flation alnd .deflgt'%n " tr:e Iamox At of adjusted principal amount of ansingle fixed rate. Stated interest is pay-
![h ' ment i : I tl u inflation-indexed debt instrument is anable at a single fixed rate if the amount

€ payhe S equah 0— | amount equal to— of each interest payment is determined

(A) The amount that would be pay- jy The outstanding principal amountby multiplying the inflation adjusted
able if there were no inflation or defla- o¢ e gept instrument (determined as iprincipal amount for the payment date
tion overl Fhﬁ term of the debt instru-there were no inflation or deflation overby the single fixed rate.
ment, multiplied by _ the term of the instrument), multiplied (3) Qualified stated interest Under
~ (B) A ratio, the numerator of which |, the coupon bond method, qualified
is the value of the reference index for “(jj) A ratio, the numerator of which is stated interest is taken into account
the date of the payment and the denomine value of the reference index for theunder the taxpayer’s regular method of
nator of which is the value of the gate and the denominator of which isaccounting. The amount of accrued but
reference index for the issue date. the value of the reference index for theunpaid qualified stated interest as of any

(i) No other contingenciesNo pay- issue date. date is determined by using the prin-
ment on the debt instrument is subject (5) Minimum guarantee paymentn ciples of § 1.446-3(e)(2)(ii) (relating to
to a contingency other than the inflationgeneral, a minimum guarantee paymeniotional principal contracts). For ex-
contingency or the contingencies deis an additional payment made at matuample, if the interval between interest
scribed in this paragraph (c)(1)(iii). Arity on a debt instrument if the total payment dates spans two taxable years,
debt instrument may provide for— amount of inflation-adjusted principala taxpayer using an accrual method of

(A) A minimum  guarantee paymentpaid on the instrument is less than theccounting determines the amount of
as defined in paragraph (c)(5) of thisinstrument’s stated principal amountaccrued qualified stated interest for the
section; or The amount of the additional paymenfirst taxable year by reference to the

(B) Payments under one or more aliust be no more than the excess, if anynflation-adjusted principal amount at
ternate payment schedules if the payef the debt instrument’s stated principakthe end of the first taxable year.
ments under each payment schedule aeanount over the total amount of (4) Inflation adjustments-(i) Current
indexed for inflation and deflation and ainflation-adjusted principal paid on theaccrual Under the coupon bond
payment schedule for the debt instruinstrument. An additional payment is notmethod, an inflation adjustment is taken
ment can be determined undem minimum guarantee payment unlesmsto account for each taxable year in
§ 1.1272-1(c). (For purposes of thighe qualified inflation index used towhich the debt instrument is outstand-
section, the rules of § 1.1272-1(c) araletermine the reference index is eitheing.
applied to the debt instrument by assumthe CPI-U or an index designated for (ii) Amount of inflation adjustment
ing that no inflation or deflation will this purpose by the Commissioner in thé=or any relevant period (such as the
occur over the term of the instrument.)Federal Register or the Internal Rev- taxable year or the portion of the tax-



able year during which a taxpayer holdgae Reference index value Mined under the rules of § 1.1272—

an inflation-indexed debt instrument),5.oper 15 1997 100 1(b)(1)(ii). However, no accrual period

the amount of the inflation adjustment iSjanuary 1, 1998 101 can be longer than 1 month.

equal to— April 15, 1998 103 ) i )
q _ _ _ October 15, 1908 105 (iii) Step three._ Determine the per
(A) The sum of the inflation-adjusted j,nary 1, 1999 99 centage change in the reference index

principal amount at the end of the during the accrual periodThe percent-

period and the principal payments made (v) Treatment of X in 1997X does not receive gge change in the reference index during

; ; ; any payments of interest on the debt instrument i'fh rual ri i | to—
durmg the perlod, minus 1997. Therefore, X has no qualified stated interest € accrual pe od is equal to

(B) The inflation-adjusted principal income for 1997. X, however, must take into (A) The ratio of the value of the
amount at the beginning of the periodaccount the inflation adjustment for 1997. Thereference index at the end of the period
L . . inflation-adjusted principal amount for January 1,to the value of the reference index at the
(iii) Positive inflation adjustmentsA 495 %5101 000 ($100,000 x 101/100). Thereheginning of the period,
positive inflation adjustment is OID. fore, the inflation adjustment for 1997 is $1,000, B) Mi
(iv) Negative inflation adjustment#\ the inflation-adjusted principal amount for January ( ) Minus one. .
negative inflation adjustment is a defla-l: 1998 ($101,000) minus the principal amount for (iv) Step four: Determine the OID
. - . . the issue date ($100,000). X includes the $1,00@llocable to each accrual periodThe
count under the rules of paragraph (f)(1) .. . . X peric
£ thi . (vi) Treatment of X in 1998In 1998, X determined by using the following for-
of this section. receives two payments of interest: On April 15, 1.
(5) Example The following example lgg?,oé rece(i)v?%a pa()j/ment gf $i,575 ($10§é%00x o ' oo X
illustr h n nd method: 103/100 x .05/2), and on October 15, 1998, X OID,) = AlP¢, x [r + infe, + (r x inf,)] in
léigri;ees (it) Eagt:ug: Otztc;bgr 15et 1237 X receives a payment of $2,625 ($100,000 x 105/100 which,

- - x .05/2). Therefore, X's qualified stated interest , _ \; ; ;
purchases at original issue, for $100,000, a dekf ome for 1998 is $5.200 ($2.575 + $2.625). X r = yield of the debt instrument as determined

; ie ; ; under paragraph (e)(3)(i) of this section (ad-
instrument that is indexed for inflation and defla- 51c" st take into account the inflation adjust- usted f?)r thge Igngt(h )(gf )t(h)e accrual poriod): (
tion. The debt instrument matures on October 15, tor 1998. The inflation-adjusted principal _ .

1999, has a stated prmmpal amount of $100,000amount for January 1, 1999, is $99,000 ($100,000 |nff(n) = pe(czntagfe chan‘g(cej in the vadlue of_ th((je
and has a stated interest rate of 5 percen, 99/100). Therefore, the inflation adjustment for reference index for period (n) as determine

compounded semiannually. The debt instrumenfggg” is negative $2,000, the inflation-adjusted UMGe" Paragraph (€)(3)(ii) of this section; and

provides that the prir_lcipal amount is irjdexed toprincipal amount for January 1, 1999 ($99,000) AlP, = adjusted issue price at the beginning of
the CPI-U. Interest is payable on April 15 andminus the inflation-adjusted principal amount for period (n).

October 15 of each year. The amount of eactyanuary 1, 1998 ($101,000). Because the amount

interest payment is determined by multiplying theof the inflation adjustment is negative, it is a (V) Step five: Determine the daily
inflation-adjusted principal amount for each inter-deflation adjustment. Under paragraph (f)(1)(i) ofportions of OID The daily portions of
est payment date by the stated interest ratehis section, X uses this $2,000 deflation adjust-o|D are determined and taken into
adjusted for the length of the accrual period. Thement to reduce the interest otherwise includible in

debt instrument provides for a single payment ofncome by X with respect to the debt instrumentaccount_ under the rU|eS O_f § 1.1272-
the inflation-adjusted principal amount at maturity.in 1998. Therefore, X includes $3,200 in incomel(D)(1)(iv). If the daily portions deter-
In addition, the debt instrument provides for anfor 1998, the qualified stated interest income formined under this paragraph (e)(3)(v) are
additional payment at maturity equal to the excesst998 (35,200) minus the deflation adjustmenegative amounts, however, these

if any, of $100,000 over the inflation-adjusted ($2,000). amounts (deflation adjustments) are

principal amount at mawrity. X uses the cash (e) Discount bond methee(1) In taken into account under the rules for
receipts and dlsbursements method of accountlngenera] This paragraph (e) describes th%eflation adiustments described in para-
and the calendar year as its taxable year. J p

(i) Indexing methodologyThe debt instrument method (discount bond method) to ngraph (A)(1) of this section.

provides that the inflation-adjusted principalUS€d to account for OID on an inflation-~ 4 gxample The following example illustrates

amount for any day is determined by muItipIyinglnde?(ed debt instrument that does note discount bond method:

the principal amount of the instrument for thequalify for the coupon bond method. Example.(i) Facts On November 15, 1997, X

issue date by a ratio, the numerator of which is 2) N e . h t original i for $91.403 -
_ o qualified stated interestUn- Purchases at original issue, for $91,403, a zero

the value of the reference index for the day the (2) q coupon debt instrument that is indexed for infla-

inflation-adjusted principal amount is to be deter-der the discount bond method, no intergo "\ " teniation. The principal amount of the

mined and the denominator of which is the valueest on an inflation-indexed debt instru-gept instrument for the issue date is $100,000. The
of the reference index for the issue date. The valugnent is qualified stated interest. debt instrument provides for a single payment on

of the reference index for the first day of a month . November 15, 2000. The amount of the payment
is the value of the CPI-U for the third preceding (3) OID. Under the discount bond will be determined by multiplying $100,000 by a

month. The value of the reference index for an)methOdg the. amount of OID th_at ACCrU€Saction, the numerator of which is the CPI-U for
day other than the first day of a month ison an inflation-indexed debt instrumentseptember 2000, and the denominator of which is

determined based on a straight-line interpolatiofs determined as follows: the CPI-U for September 1997. The debt instru-
between the value of the reference index for the ment also provides that in no event will the

first day of the month and the value of the () Step one: Determin? the debt in'payment on November 15, 2000, be less than
reference index for the first day of the next month.strument’s yield to maturity The yield $100,000. X uses the cash receipts and disburse-

(iii) Inflation-indexed debt instrument subject toof the debt instrument is determinedments method of accounting and the calendar year
the coupon bond methodUnder paragraph (c)(1) under the rules of § 1.1272-1(b)(1)(i).as its taxable year.

F)f this section, Fhe debt instrument is an infla_tion-ln CalCUlating the yleld under those rules (i) Inflation-indexed debt instrumentlUnder
indexed debt instrument. Because there is n

; - paragraph (c)(1) of this section, the instrument is
difference between the debt instrument's iSSUgor purposes of this paragraph (e)(3)(l)gn i?]fIaF:iorf-iL(dz)axed debt instrument. The debt

price ($100,000) and its principal amount for thethe payment schedule of the debt instrugsiyments principal amount for the issue date
issue date ($100,000) and because all stateshent is determined as if there were n@$100,000) exceeds its issue price ($91,403) by
interest is qualified stated interest, the coupoinfiation or deflation over the term of $8,597, which is more than the de minimis amount
bond method applies to the instrument. the instrument for the debt instrument ($750). Therefore, the

(iv) Reference index value8ssume the follow- . ) . coupon bond method does not apply to the debt
ing table lists the relevant reference index values (i) Step two: Determine the accrualinstrument. As a result, the discount bond method
for 1997 through 1999: periods The accrual periods are deterapplies to the debt instrument.



(iii) Yield and accrual period.Assume X holder as an ordinary loss on the debinflation-indexed debt instrument by ref-
chooses monthly accrual periods ending on thg,stryment in prior taxable years. If theerence to the adjusted issue price of the
15th day of each month. The yield of the debtd flati diust t ds the int hst t the date the hold
instrument is determined as if there were nd®€ a'O,n a_Jus men gxcge s the Interes s_rumen (_)ﬂ € date the holaer ac-
inflation or deflation over the term of the instru- Otherwise includible in income by thequires the instrument. A holder deter-
ment. Therefore, based on the issue price oholder with respect to the debt instru-mines the amount of bond premium on
$91,403 and an assumed payment at maturity ghent for the taxable year and the amouran inflation-indexed debt instrument by
ﬁi?coéggoc’otr:zoﬁféi dogqghn‘ihglebt instrument i 3yeated as an ordinary loss for the taxablassuming that the amount payable at

o e . year, this excess is carried forward tamaturity on the instrument is equal to

(iv) Percentage change in reference indés- d h . h isehe | s inflati di d .
sume that the CPI-U for September 1997 is 16di€duce the amount of interest ot erwis¢he instrument’s inflation-adjusted prin-
for October 1997 is 161.2; and for Novemberincludible in income by the holder with cipal amount for the day the holder
1997 is 161.7. The value of the reference indexespect to the debt instrument for subseacquires the instrument. Any premium

gleS\fmgef t15x b19917é9i$ 1S§0v_|th|e ‘:ﬁ'“e fl’f th(?quent taxable years. or market discount is taken into account
— or september . Slmiarly, the value o - . . Ho.
the reference index for December 15, 1997, is (i) Issuer A deflation adjustment re- OVer the remaining term of the debt

161.2, and for January 15, 1998, is 161.7. Theluces the interest otherwise deductibléiStrument as if there were no further
percentage change in the reference index fromyy the issuer with respect to the debinflation or deflation. See section 171
November 15, 1997, to December 15, 1997, inf jnstryment for the taxable year. Forfor additional rules relating to the amor-

i the reference ndex rom besember 15, 1907, (PUTPOSES of this paragraph (f(1)(i), in-tization of bond premium and sections
January 15, 1998, (igf is 0.0031 (161.7/161.2  terest includes OID and qualified stated.276 through 1278 for additional rules

1). interest. If the amount of the deflationrelating to market discount.

(v) Treatment of X in 1997For the accrual adjustment exceeds the interest other- (4) Minimum guarantee Under both
period ending on December 15, 1997, r is .0023yise deductible by the issuer with re-the coupon bond method and the dis-
(.03/12), inf, is .0075, and the product of r and gnact to the debt instrument for thecount bond method, a minimum guaran-
inf, is .00001875. Under paragraph (€)(3) of thIStaxable year, the excess is treated ase payment is ignored until the pay-
section, the amount of OID allocable to the - . ’ g . . .
accrual period ending on December 15, 1997, i@rdinary income by the issuer for thement is made. If there is a minimum
$916. This amount is determined by multiplyingtaxable year. However, the amounguarantee payment, the payment is
the issue price of the debt instrument ($91,403) byreated as ordinary income is limited totreated as interest on the date it is paid.

.01001875 (the sum of r, infand the product of r ; ; ) . -
and inf). The adjusted issue price of the debt.the amount by which the issuer’s total (5) Temporary unavailability of a

instrument on December 15, 1997, is $92,31dnterest deductions on the debt instrugualified inflation index Notwithstand-
($91,403 + $916). For the accrual period endingnent in prior taxable years exceed theng any other rule of this section, an
on January 15, 1998, r is .0025 (.03/12),,in$ total amount treated by the issuer agflation-indexed debt instrument may

031, and the ’;"zd)“(gt) Off rthe.‘”d é”if 00000775 ordinary income on the debt instrumenprovide for a substitute value of the
nder paragraph (e)(3) of this section, the amou : ; g e )
of OID allocable to the accrual period ending or?itn prior taxable years. If the deflation qualified inflation index if and when the

January 15, 1998, is $518. This amount is deter@djustment exceeds the interest othepublication of the value of the qualified
mined by multiplying the adjusted issue price ofwise deductible by the issuer with re-inflation index is temporarily delayed.
the debt instrument ($92,319) by .00560775 (thspect to the debt instrument for therhe substitute value may be determined
sum of r, ing, and the product of r and igf taxable year and the amount treated 85y the issuer under any reasonable
R e e e S8 Erdnary ncome fo the t@icble Yearmetnod. For cxampie i the CPI-U i
' ’ his excess is carried forward to reduc%Ot reported for a particular month, the

amount ($518/30 days x 15 days) is allocable t . . .
1997. Therefore, X includes $1,175 of OID inthe interest otherwise deductible by th ebt instrument may provide that a
ubstitute value may be determined by

income for 1997 ($916 + $259). issuer with respect to the debt instru-
(f) Special rulesThe following rules ment for subsequent taxable years. If,.ooqing the last reported value by the

apply to an inflation-indexed debt in-there is any excess remaining upon thg, o0 ‘monthly percentage increase in

strument: retirement of the debt instrument, the, qualified inflation index over the

(1) Deflation adjustmenis-(i) Holder, ISSUer takes the excess amount int ..o qing twelve months. The use of a
A deflation adjustment reduces theAccount as ordmary.lncome. substitute value does not result in a
amount of interest otherwise includible in  (2) Adjusted basis A holder’s ad- (gissuance of the debt instrument.
income by a holder with respect to thdusted basis in an |nflat|on_-|ndexed debt (g) Reopenings For purposes of
debt instrument for the taxable year. Fofnstrument is ~determined —underg 171575 5yoy" 4 reopening of Trea-
purposes of this paragraph (f)(1)(i), inter8 1.1272-1(g). However, a holder's ad " fation-indexed Securities is a
est includes OID, qualified stated interJusted basis in the debt instrument is, iifed reopening if—

est, and market discount. If the amounglecreased by the amount of any defla- L
of the deflation adjustment exceeds théion adjustment the holder takes into (1) The terms of the securities issued

interest otherwise includible in incomeaccount to reduce the amount of intered! the reopening are the same as the
by the holder with respect to the debotherwise includible in income or treats!®'™MS of the original securities; and
instrument for the taxable year, the exas an ordinary loss with respect to the (2) The reopening occurs not more
cess is treated as an ordinary loss by th@strument during the taxable year. Théhan one year after the original securi-
holder for the taxable year. However, thedecrease occurs when the deflation adies were first issued to the public.
amount treated as an ordinary loss igIstment is taken into account under (h) Effective date This section ap-
limited to the amount by which the paragraph (f)(1) of this section. plies to an inflation-indexed debt instru-
holder’s total interest inclusions on the (3) Subsequent holderé holder de- ment issued on or after January 6, 1997.
debt instrument in prior taxable yearstermines the amount of acquisition pre- Par. 5. Section 1.1286-2T is added to
exceed the total amount treated by thenium or market discount on anread as follows:



§ 1.1286-2T Stripped inflation-indexec
debt instruments (temporary).

Stripped inflation-indexed debt instru-
ments If a Treasury Inflation-Indexed
Security is stripped under the Depart
ment of the Treasury’s Separate Tradin
of Registered Interest and Principal o
Securities (STRIPS) program, the hold
ers of the principal and coupon compo
nents must use the discount bon
method (as described in § 1.1275
7T(e)) to account for the original issue
discount on the components.
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