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Corporate treasurers routinely execute transactions to
manage currency risk exposure arising from equity in-
vestments in foreign subsidiaries. Those transactions are
typically entered into to protect a company’s balance
sheet from the risk that fluctuations in foreign currency
exchange rates will affect, either positively or negatively,
the translated value of a company’s foreign equity invest-
ment. Those transactions are frequently referred to by tax
professionals as ‘‘Hoover hedges’’ (named for the case in
which the Tax Court concluded that they are not appro-
priately characterized as ‘‘hedging transactions’’ for U.S.
tax purposes).1 Hoover hedging does not give rise to the
typical character issues ordinarily associated with trans-

actions failing to achieve status as a hedging transaction
for tax purposes because those transactions are generally
section 988 transactions that give rise to ordinary income
or expense.2 As a result, tax considerations do not often
play a significant role in the manner is which these
transactions are structured.

The thesis of this article is that new Treas. reg. section
1.988-63 may provide a tax-efficient means of structuring
currency hedges of net equity investments in foreign
subsidiaries which, under certain circumstances, is pref-
erable to more traditional techniques for hedging such
currency risks. This article is divided into four parts. Part
I contains an overview of the economics and tax treat-
ment of typical Hoover hedges. Part II contains a descrip-
tion of the mechanics of Treas. reg. section 1.988-6. Part
III contains two comprehensive examples that analyze
the U.S. Federal income tax treatment of dual-currency
debt instruments (hereinafter sometimes referred to as
DCDs) used as Hoover hedges under Treas. reg. section
1.988-6.

I. Traditional Hoover Hedging

A. Hoover Hedging: Economics and Techniques
The currency risk associated with an equity invest-

ment in a foreign subsidiary is best explained by means
of an example:

Example 1. USCo, a domestic corporation, estab-
lishes JapanCo, a Japanese corporation with a yen
functional currency, and funds JapanCo with an
initial equity investment of $200. At the time of the
investment, $1 is worth ¥100. JapanCo immediately
converts the $200 into ¥20,000. A year later, the
Japanese yen has depreciated against the U.S. dol-
lar, so that $1 is worth ¥110. Assume that JapanCo’s
balance sheet remains unchanged during the inter-
vening year (that is, JapanCo still has ¥20,000 in
cash at the end of the year). The initial value of
USCo’s equity investment was $200. However, be-
cause of exchange rate fluctuations, after one year,
the value of that equity investment has declined to
$181.81 (that is, ¥20,000 ÷ 110).

1See Hoover Company v. Commissioner, 72 T.C. 206 (1979).
Hedges of other risks of foreign subsidiaries are also sometimes
referred to as Hoover hedges. In this article, the term refers
exclusively to hedges of currency risk with respect to a net
equity investment in a foreign corporate subsidiary.

2See section 988(a); Treas. reg. section 1.988-3. Section refer-
ences herein are to sections of the Internal Revenue Code of
1986, as amended (the code) and the Treasury regulations
promulgated thereunder.

3See T.D. 9157, 69 FR 52816-52830.
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U.S. federal income tax law generally does not treat a
decline in the translated value of a foreign corporate
subsidiary as a taxable event.4 Thus, in Example 1, USCo
is not permitted to deduct the amount by which JapanCo
has declined in value ($18.19). However, corporate trea-
surers view this exposure as an economic risk of doing
business abroad and frequently undertake corresponding
risk management transactions to limit exposure to such
currency volatility.

Treasurers commonly use one of two techniques to
manage the risk that currency fluctuations will erode the
translated value of equity investments in subsidiaries.
First, they might enter currency forward contracts to
deliver a specified number of foreign currency units in
exchange for a fixed number of functional currency units.
Second, they might borrow a specified number of foreign
currency units (or, alternately, enter into an equivalent
transaction such as a foreign currency swap).5 Treasurers
view those techniques differently because they have
fundamentally different economics: A short forward con-
tract will protect the hedging company from a decline in
the value of the hedged currency below the forward price
of the currency; borrowing a currency generally protects
the hedging company against a decline below the pre-
vailing spot exchange rate. The following example illus-
trates the economic difference inherent in hedging by
borrowing and hedging by entering into a forward
contract.

Example 2. Assume that (i) the ¥:dollar spot rate is
100:1, (ii) the five-year ¥ interest rate is 0.51 percent
per annum, (iii) the five-year dollar interest rate is
3.23 percent per annum, and (iv) the five-year
¥:dollar forward rate is approximately 87:1.6 A U.S.
taxpayer wishing to hedge five-year ¥ risk on a ¥100

net investment in a Japanese subsidiary could ei-
ther: (A) borrow ¥100 for five years and pay ¥
interest of 0.51 percent, or (B) contract to deliver
¥100 for $1.15 in five years.
Borrowing would expose the taxpayer to the risk of

loss (or the opportunity to gain) to the extent the ex-
change rate in five years differs from the current ¥:dollar
spot rate. For example, if the yen were to depreciate
against the dollar during the five-year period, repayment
of the loan could be effected more cheaply (that is, with
fewer dollars). The resulting economic gain would be
measured by reference to the difference in the exchange
rates at the beginning and end of the five-year period and
would offset depreciation (similarly measured) in the
value of the Japanese subsidiary. Similarly, if the yen
were to appreciate against the dollar during the five-year
period, repayment of the loan would be more expensive
in dollar terms, and the resulting economic loss would
offset appreciation in the value of the Japanese subsid-
iary.7 In each case, the economic gain or loss on the loan
and the investment is measured by reference to the
difference in spot exchange rates at the beginning and
end of the five-year period.

Conversely, a forward contract would expose the
taxpayer to risk of loss (or opportunity for gain) to the
extent the exchange rate in five years differs from the
forward rate on the funding date (¥87:$1). Thus, if the yen
was to depreciate against the dollar during the five-year
period from its original spot rate (for example, to
¥150:$1), the forward contract would result in a larger
economic gain than the borrowing, which would more
than offset the currency-related decline in the value of the
subsidiary. If the yen were to appreciate against the
dollar during the five-year period (but not above the
¥87:$1 forward rate — for example, to ¥90:$1), the for-
ward would provide some economic gain (which would
be added to the economic gain on the subsidiary). Only if
the yen were to appreciate above the forward rate during
the five-year period (for example, to ¥50:$1) would there
be an economic loss on the forward.

4Section 987 arguably operates to cause fluctuations in the
translated value of some noncorporate ‘‘qualified business
units’’ (QBUs) of a taxpayer to give rise to taxable income or
expense, but only on the remittance of property by the QBU to
its home office. At last report, section 987 was currently under-
going major revisions, with the IRS and Treasury giving serious
thought to whether this general rule should apply in all cases.
Notice 2000-20, 2000-1 C.B. 851, Doc 2000-8617, 2000 TNT 56-9.
Section 987 is beyond the scope of this article, which deals
primarily with hedges of net equity invested in corporate
subsidiaries.

5Treas. reg. section 1.988-2(e) describes the U.S. federal
income tax treatment of currency swaps, which (in oversimpli-
fied terms) is similar to the tax treatment of borrowing and
lending the currencies on which such a swap is based.

6Forward exchange rates are typically a function of spot
exchange rates and interest rate differentials in the currency
zones of the currencies involved in a forward contract. For
instance, if (i) $1 = ¥100 in the spot market, (ii) the one-year
interest rate for dollars is 5 percent, and (iii) the one-year
interest rate for ¥ is 1 percent, then $1 would be worth $1.05 after
one year while ¥100 would be worth ¥101 after one year. That
implies a one year ¥/dollar forward rate of 101 ÷ 1.05, or
96.1904. In other words, parties would agree to sell (or buy)
¥96.1904 in one year for $1. A one-year forward contract to sell
¥ for dollars at any other rate would be off-market (and would
therefore present arbitrage opportunities that would quickly
disappear in the highly-efficient ¥/dollar currency market).

7Assume that after five years, the spot rate is ¥150:$1 (that is,
the yen has depreciated). A $1 net investment in the Japanese
subsidiary would have declined to a value, in dollar terms,
equal to 66 percent of its original value. However, the loan could
similarly be repaid more cheaply (that is, for the ¥ equivalent of
$0.66), resulting in an offsetting 34 percent economic gain.
Alternatively, assume after five years, the spot rate is ¥87:$1
(that is, the yen has appreciated). The $1 net investment in the
Japanese subsidiary would have risen to a value of $1.15
(resulting in an economic gain of $0.15 when compared to the
original spot rate on the funding date). However, the loan
would be repaid for the ¥ equivalent of $1.15 (resulting in an
economic loss of $0.15).
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B. Tax Treatment of Typical Hoover Hedges
As previously noted, Hoover hedges typically are not

treated as hedging transactions for U.S. federal income
tax purposes (including, in particular, for purposes of
section 988(d), Treas. reg. section 1.988-5, section 1221,
and Treas. reg. section 1.1221-2). Accordingly, the general
U.S. federal income tax rules applicable to foreign cur-
rency borrowings and forward contracts determine the
tax consequences of entering into traditional Hoover
hedges such as those described above. Those conse-
quences are briefly described in the following two para-
graphs.
1. Foreign currency borrowing. An obligor under a
nonfunctional currency loan accrues interest or original
issue discount (OID) under general principles (that is,
either ratably, in the case of interest, or on a constant
yield basis, in the case of OID) over each relevant accrual
period.8 That interest or OID is translated into the
taxpayer’s functional currency as it accrues at either the
average exchange rate during the accrual period or, if a
taxpayer elects, at the spot rate on the last day of the
accrual period.9 Foreign currency exchange gain or loss is
recognized when interest or OID is actually paid by
comparing the spot rate on the payment date to the rate
at which accrued interest or OID was translated into the
taxpayer’s functional currency.10 No exchange gain or
loss is recognized on the principal amount of the borrow-
ing until the principal is actually paid (or the loan is
extinguished or otherwise exchanged, for example, in a
Treas. reg. section 1.1001-3 transaction). When paid, the
amount of currency gain or loss that is recognized is
computed by reference to the spot rate on the borrowing
and repayment dates.11 Currency gain or loss from inter-
est and principal is included in the borrowing entity’s
taxable income (and is not reflected as an adjustment to
the borrower’s equity investment in a subsidiary). Cur-
rency gain or loss is generally ordinary income and is
typically sourced by reference to the taxpayer’s place of
residence.12 Thus, a U.S. corporation generally treats
recognized currency gain or loss as U.S.-source gain or
loss.
2. Foreign currency forward. If a currency forward
contract relates to a currency in which futures contracts
are traded on an established futures market, the contract
generally is subject to annual mark-to-market accounting

under the provisions of section 1256.13 Gain or loss on the
settlement or exercise of a currency forward is typically
determined by comparing the value of the contract at the
settlement or exercise date to the value of the contract on
the most recent mark-to-market date (or, if no mark has
occurred, on the contract date).14 Currency gain or loss
from both periodic marking-to-market and settlement of
such a contract is usually ordinary in character, although
in some circumstances a taxpayer can elect to treat that
gain or loss as capital gain or loss.15

II. Treas. Reg. Section 1.988-6
Treas. reg. section 1.988-6 applies to foreign currency

debt instruments that call for contingent payments.16 One
such type of foreign currency debt instrument is a dual-
currency debt instrument, under which payments of
principal or interest are denominated in, or determined
by reference to, more than one currency (and which has
no non-currency-related contingencies).17 The following
two examples (each of which is analyzed in detail under
Treas. reg. section 1.988-6 in Part III of this article)
describe DCDs that have the same economic conse-
quences as the more traditional Hoover hedging tech-
niques described above.

Example 3: USCo has invested $100 in a Brazilian
subsidiary and wishes to enter into a 10-year for-
ward contract to sell Brazilian reals (BRL) to man-
age its corresponding currency risk. Prevailing in-
terest rates in the dollar and real economic zones
imply a 10-year forward rate of BRL4.73:$1. USCo
separately wishes to borrow $100 for 10 years to
fund unrelated U.S. operations. USCo decides to
combine the foregoing transactions into a single
dual-currency debt instrument pursuant to which it
borrows $100 for 10 years, agrees to pay dollars
interest, and agrees to repay BRL473 at maturity.

Example 4: USCo makes a $50 investment in a
Japanese subsidiary. At the time of the investment,
$50 is equal to ¥5,000 (that is, the spot rate is
¥100:$1). USCo wishes to borrow ¥5,000 under a
10-year, interest-bearing debt instrument as a hedge
of its ¥ exposure and is willing to pay ¥ interest at
the prevailing 10-year rate of 1.6 percent per an-
num. USCo separately wishes to borrow an addi-
tional $50 to fund unrelated U.S. operations, and is
willing to pay the prevailing dollar 10-year borrow-
ing rate of 4.29 percent per annum for 10 years
under that instrument. USCo decides to combine
the foregoing transactions into a single DCD by
borrowing $100 and agreeing to pay (i) dollar
interest at an annual rate of 4.29 percent on $50, (ii)

8Treas. reg. section 1.988-2(b)(2)(ii)(A).
9Treas. reg. section 1.988-2(b)(2)(ii)(C); Treas. reg. section

1.988-2(b)(2)(iii)(B).
10Treas. reg. section 1.988-2(b)(4); Treas. reg. section 1.988-

2(b)(7); Treas. reg. section 1.988-2(b)(9), Ex. 10.
11Treas. reg. section 1.988-2(b)(6).
12Section 988(a)(1)(A); section 988(a)(3); Treas. reg. section

1.988-3(a); Treas. reg. section 1.988-4(a).

13Section 1256(a); section 1256(c)(2); section 1256(g)(2).
14Section 1256(a); section 1256(c)(1); Treas. reg. section 1.988-

2(d)(4).
15Section 988(a)(1).
16While not the focal point of this article, it is worth noting

that Treas. reg. section 1.988-6 does not apply to debt with cash
flows denominated in a hyperinflationary currency. Treas. reg.
section 1.988-6(a)(2).

17Treas. reg. section 1.988-6(a)(1)(ii).
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the projected dollar-equivalent of annual ¥ interest
at a rate of 1.6 percent on ¥5,000, and (iii) principal
of $50 and ¥5,000 at maturity.
The foregoing Examples 3 and 4 beg the question of

whether Treas. reg. section 1.988-6 creates an incentive to
structure new (or restructure existing) funding and
Hoover hedging arrangements as dual-currency debt
instruments. This question is discussed at length in Part
III below. Some background on the mechanics of Treas.
reg. section 1.988-6 is required to analyze this question.
Accordingly, the balance of this Part contains a summary
description of the manner in which Treas. reg. section
1.988-6 applies to dual-currency debt instruments.

As noted above, a dual-currency debt instrument is
treated as a contingent payment debt instrument.18 The
issuing taxpayer must generally treat the instrument as
an OID instrument and accrue OID at the instrument’s
‘‘comparable yield’’ in the instrument’s ‘‘denomination
currency.’’19 The ‘‘denomination currency’’ of a DCD is
the currency in which cash flows have a present value
that exceeds 50 percent of the total present value of all
cash flows under the instrument.20 The comparable yield
of the instrument is the interest rate, determined in the
denomination currency, at which the taxpayer could
borrow funds under similar (noncontingent) terms and
conditions.21

The issuer of a DCD must treat all payments in
currencies other than the denomination currency as con-
tingent payments, and must project the amount of such
payments (in the denomination currency) as of the issue
date of the instrument.22 The issuing taxpayer must
estimate the amount of projected payments in the de-
nomination currency so that projected contingent and
noncontingent payments under the instrument give rise
to the instrument’s comparable yield.23 As in the case of
other contingent payment debt instruments (CPDIs),
when a contingent payment is actually made, the tax-
payer must compare the amount of that payment to the
estimated amount, determined as of the issue date.24 If
the actual contingent payment exceeds the projected
payment, the excess is treated as additional interest
expense.25 If the actual contingent payment is less than
the projected payment, the shortfall is first offset against
current OID accruals, then constitutes ordinary income to
the extent of all prior OID accruals. Any additional
shortfall is carried forward and offset against OID in
future tax years.26

Before illustrating the mathematics of tax accounting
for dual-currency debt instruments (see Part III), a few

notes should be made about the foreign currency tax
consequences of this sort of instrument. First, no currency
exchange gain or loss is recognized if the denomination
currency of a DCD is the taxpayer’s functional currency.
In that case, all nonfunctional currency payments are
treated as noncurrency contingencies and the normal
CPDI accounting rules of Treas. reg. section 1.1275-4
apply.27 When those payments are made at the instru-
ment’s maturity, there is a potential timing mismatch
(that is, because OID accrues at the relevant comparable
yield but corresponding expected adjustments are not
made until actual payments are made). When the de-
nomination currency is a nonfunctional currency, how-
ever, accrued interest and OID under the DCD must be
translated into the taxpayer’s functional currency, and
currency exchange gain or loss must be computed (both
regarding interest or OID as well as regarding princi-
pal).28 As in the case of a functional currency CPDI, that
currency gain or loss is typically recognized when pay-
ments are actually made, which may give rise to timing
mismatches when payment is made under the instru-
ment in a period after OID has accrued.

In computing currency gain or loss in respect of a
DCD, Treas. reg. section 1.988-6 requires that accrued
interest and OID be translated into the taxpayer’s func-
tional currency at either the average exchange rate for the
accrual period or at the relevant spot rate if the taxpayer
makes a spot rate election under Treas. reg. section
1.988-2(b)(2)(iii)(B).29 Net positive adjustments (that is,
when the actual amount paid, computed in the denomi-
nation currency, exceeds the amount projected to paid)
are treated as additional interest and are translated into
functional currency at the spot rate on the last day of the
tax year in which taken into account.30 Net negative
adjustments that are carried back to prior years are
translated into functional currency at the rate used to
accrue OID during those prior years.31 Any remaining
amount of that negative adjustment is then carried for-
ward and used to reduce OID in subsequent years.32 Any
net negative adjustment carryforward remaining at ma-
turity (or at settlement, if earlier) is translated at the spot
rate on the issue date.33

When the denomination currency is a nonfunctional
currency, exchange gain or loss is computed as follows.
First, currency gain or loss is recognized in respect of
accrued OID by reference to the difference between the
spot rate on the date the OID is actually paid and the rate
at which the OID was translated into the taxpayer’s
functional currency.34 Currency gain or loss is recognized
by the issuer in respect of the principal amount of the
debt by reference to the difference between the spot rate
on the date the debt is issued and the spot rate on the18Treas. reg. section 1.988-6(a)(1).

19Treas. reg. section 1.988-6(b)(1); Treas. reg. section 1.988-
6(b)(2)(i).

20Treas. reg. section 1.988-6(d)(2).
21Treas. reg. section 1.988-6(b)(2)(i).
22Treas. reg. section 1.988-6(d)(4).
23Treas. reg. section 1.988-6(b)(2)(i); Treas. reg. section 1.1275-

4(b)(4)(ii)(C).
24Treas. reg. section 1.1275-4(b)(3)(iv); Treas. reg. section

1.1275-4(b)(6).
25Treas. reg. section 1.988-6(b)(2)(i).
26Treas. reg. section 1.988-6(b)(2)(iv).

27Treas. reg. section 1.988-6(d)(4).
28Treas. reg. section 1.988-6(b)(5).
29Treas. reg. section 1.988-6(b)(3)(i).
30Treas. reg. section 1.988-6(b)(3)(ii)(A).
31Treas. reg. section 1.988-6(b)(3)(ii)(B)(2).
32Treas. reg. section 1.988-6(b)(3)(ii)(B)(4).
33Treas. reg. section 1.988-6(b)(3)(ii)(B)(4).
34Treas. reg. section 1.988-6(b)(5)(ii).
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date on which the principal is paid.35 Currency gain or
loss under a DCD is sourced under Treas. reg. section
1.988-4 principles (that is, generally, by reference to the
taxpayer’s residence).36 Finally, for the purpose of apply-
ing the foregoing rules, a payment ordering rule treats
any payment on a dual-currency debt instrument as (i) a
payment of any net positive adjustment, then (ii) a
payment of accrued interest or OID, as reduced by net
negative adjustments, and finally, (iii) a payment of
principal.37

One other important note bears mention before re-
viewing examples of the application of the rules to DCDs.
A specific antiabuse rule may apply when a taxpayer
‘‘hedges’’ some or all cash flows under a dual-currency
debt instrument.38 When that rule applies, the IRS has the
authority to depart from the normal dual-currency debt
instrument accounting principles described above. How-
ever, a Hoover hedge should not be treated as a ‘‘hedge’’
for that purpose: First, owning stock of a subsidiary
corporation does nothing to hedge cash flows under a
DCD (the IRS has long accepted the principle that stock
ownership does not constitute a hedging transaction).39

Second, T.D. 9157, supra note 3, explains that that anti-
abuse rule was borne of commentary that questioned
whether taxpayers could end-run normal OID account-
ing rules by holding and hedging non-OID debt.40 That

policy concern is completely inapplicable in the context
of a Hoover hedge, in which a debt instrument (but not
any specific cash flow) is ‘‘naturally hedged’’ by an
offsetting long equity position in a nonfunctional cur-
rency subsidiary.

As noted in note 40, a more general antiabuse rule
might also apply when a principal purpose of structuring
a debt instrument is unreasonable in light of the purposes
of section 163(e), sections 1271 through 1275, or any
related section of the code.41 Whether a result is unrea-
sonable is determined based on all facts and circum-
stances and is determined by taking into account (i)
whether the treatment of the debt instrument is expected
to have a substantial effect on the issuer’s or holder’s U.S.
tax liability or (ii) whether, in the case of a CPDI, the
claimed tax result is obtainable without the application of
Treas. reg. section 1.1275-4 and any related provisions.
Despite the breadth of that rule, it is very hard to see how
an unhedged dual-currency debt instrument could be
subject to those antiabuse rules. While it is true that such
an instrument could be atomized into a ‘‘straight’’ foreign
currency debt instrument and corresponding derivative
contract, the whole rubric of the dual-currency debt

35Treas. reg. section 1.988-6(b)(5)(iii).
36Treas. reg. section 1.988-6(b)(6).
37Treas. reg. section 1.988-6(b)(5)(iv).
38Treas. reg. section 1.988-2(b)(18).
39See, e.g., Treas. reg. section 1.1221-2(d)(5).
40T.D. 9157, supra note 3, states the following in this regard

(in response to comments received from the New York State Bar
Association): ‘‘[t]he comment letter expresses concern that it
may be possible to structure arrangements to avoid the original
issue discount (OID) rules using a multicurrency debt instru-
ment that has a nonfunctional currency as the predominant
currency and partial hedges of that instrument. That is, it may
be possible to closely replicate the economic attributes of a
dollar denominated instrument with OID through a combina-
tion of a multicurrency instrument without OID and a partial
hedge of that instrument. The comment letter suggests that
section 1.988-5(a) would not apply in that case, because the

hedge would not be a complete hedge of all payments. Treasury
and the IRS believe that an antiabuse rule is appropriate to
prevent the potential abuse described above. Accordingly, an
antiabuse rule applicable to debt instruments subject to section
988 is included in section 1.988-2(b)(18). This antiabuse rule is
patterned after the antiabuse rule contained in section 1.1275-
2(g) and permits the commissioner to apply or depart from the
applicable regulations as necessary or appropriate to achieve a
reasonable result. No inference is intended as to how the
commissioner may apply the antiabuse rule contained in section
1.1275-2(g) to nonfunctional currency denominated debt instru-
ments. In addition, Treasury and the IRS believe that section
1.988-2(f) may be applied in the situation described. Further-
more, Treasury and the IRS note that under section 1.988-
5(a)(8)(iii) the commissioner can integrate a foreign currency
denominated debt instrument with a partial hedge of that
instrument.’’ See also New York State Bar Association Tax
Section, Report on Proposed Regulations section 1.988-6 (Report
No. 1053), Doc 2004-3612, 2004 TNT 35-61.

41Treas. reg. section 1.1275-2(g).

Table 1
Period Starting AIP OID Payment Ending AIP Tax Benefit PV

1 100.00 4.29 0.00 104.29 1.50 1.47
2 104.29 4.47 0.00 108.76 1.57 1.49
3 108.76 4.67 0.00 113.43 1.63 1.50
4 113.43 4.87 0.00 118.30 1.70 1.50
5 118.30 5.07 0.00 123.37 1.78 1.49
6 123.37 5.29 0.00 128.66 1.85 1.49
7 128.66 5.52 0.00 134.18 1.93 1.49
8 134.18 5.76 0.00 139.94 2.01 1.47
9 139.94 6.00 0.00 145.94 2.10 1.46
10 145.94 6.26 (152.20) — 2.19 1.44
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instrument rules eschews bifurcation of instruments for
an approach that is more in tune with traditional contin-
gent payment debt instrument accounting principles.42

III. Examples of Hoover Hedging With DCDs
This part sets forth two comprehensive examples of

the manner in which Treas. reg. section 1.988-6 applies to
transactions that are economically equivalent to borrow-
ings coupled with more traditional Hoover hedges. (The
examples are expanded variations of Examples 3 and 4,
above.) In each of the following examples, the issuing
taxpayer is assumed to have a U.S. tax rate of 35 percent.

Example 5. USCo has made a $100 investment in a
Brazilian subsidiary at a time when the BRL:dollar
spot rate is BRL2.92:$1 (that is, the Brazilian sub-
sidiary could immediately convert $100 into
BRL292). Assume that the prevailing 10-year BRL-
denominated interest rate is 9.41 percent and that
the prevailing 10 year dollar interest rate is 4.29
percent. Those rates imply a 10-year BRL:dollar
forward rate of BRL4.73:$1. USCo wants to hedge
its BRL equity investment by entering into a for-
ward contract to deliver BRL for dollars. Assume

that USCo separately requires a loan of $100 to fund
unrelated operations. USCo decides to combine its
desired borrowing and hedging activities into a
single dual-currency debt instrument under which
it borrows $100, and agrees to pay (i) 4.29 percent
dollar interest on zero-coupon basis (that is, all
interest is payable at maturity), and (ii) principal of
BRL473 at maturity.
If USCo had executed the dollar loan and BRL forward

contract separately, and if (for the sake of simplicity) one
assumes that the BRL:dollar spot rate in 10 years equals
the forward rate in the original forward contract, then the
total present value of expected tax benefits equals $14.80.
The forward contract, using the simplifying assumption,
would generate no taxable gain or loss on maturity. The
dollar debt instrument would generate tax deductions
with a present value of $14.80, as illustrated in Table 1, p.
953.43

In contrast, the present value of the tax deductions
from entering into the DCD is $18.30 (again, assuming for
simplicity that the spot rate at maturity equals the
forward rate at inception). Under the DCD, the issuer
would expect the cash flows illustrated in Table 2, above.

Under Treas. reg. section 1.988-6(d)(2), the ‘‘denomina-
tion currency’’ of the DCD would be BRL, because the
present value of BRL473 paid in 10 years, translated into
dollars at the spot rate, is $65.90, which exceeds the present
value, as of the issue date, of the present value of $52.20

42Note that prior proposed regulations would have required
bifurcation of a foreign currency debt instrument with contin-
gencies; this approach was expressly rejected by the Treasury in
finalizing Treas. reg. section 1.988-6. See (prior) prop. reg. section
1.988-1(a)(3)-(5).

43In Table 1, and all other tables, ‘‘AIP’’ means ‘‘adjusted
issue price.’’ A ‘‘PV’’ means ‘‘present value.’’ In each of the
tables in this part, PV is computed using the prevailing relevant
interest rate (that is, the 10-year rate in this example) in the
relevant currency as the applicable discount rate.

Table 2

Period Payment Currency
PV in Relevant

Currency PV in Dollars
0 -100.00 dollars 0.00 0.00
1 0.00 dollars 0.00 0.00
2 0.00 dollars 0.00 0.00
3 0.00 dollars 0.00 0.00
4 0.00 dollars 0.00 0.00
5 0.00 dollars 0.00 0.00
6 0.00 dollars 0.00 0.00
7 0.00 dollars 0.00 0.00
8 0.00 dollars 0.00 0.00
9 0.00 dollars 0.00 0.00
10 52.20 dollars 34.30 34.30
10 473.00 BRL 192.44 65.90
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(the dollar-denominated cash flows of the instrument).
Accordingly, the DCD is treated as if it were a BRL-
denominated debt instrument with non-currency-related
contingent payments.44 OID would accrue under the in-
strument at the prevailing BRL-denominated comparable
yield of 9.41 percent. BRL-denominated OID accruals on a
hypothetical BRL-denominated OID instrument would be
as set forth in Table 3.45

If, as assumed above, the spot rate on the instrument’s
maturity date equals the forward rate at inception
(BRL4.73:$1), there would be no CPDI-related adjust-
ments to accruals because (i) the $52.20 payment (con-
verted into BRL at the then-spot rate of BRL4.73:$1 to
arrive at a ‘‘projected payment’’ of BRL246.91), plus (ii) a
BRL473 ‘‘principal’’ payment, would exactly equal the
final adjusted issue price of the instrument.46 The OID
accruals depicted in the previous table are translated into
the taxpayer’s functional currency at either the average
exchange rate for the accrual period or at the relevant spot
rate if the taxpayer makes a spot rate election under Treas.
reg. section 1.988-2(b)(2)(iii)(B).47 Translated amounts un-
der instrument are illustrated in Table 4, p. 956 (using the
projected forward rates for the relevant period as an as-
sumed translation rate for simplification purposes).48

In this scenario, the present value of the aggregate tax
deductions from entering into the dual-currency debt
instrument is $32.99. Of course, part of that value would
be offset by foreign currency gain on accrued OID on

payment of that accrued amount.49 In this example, that
can be estimated to be an amount with a present value of
approximately $5.93 based on implied forward rates,
derived using the forward arbitrage model described
above (see supra note 6), and the prevailing 4.29 percent
dollar interest rate as a discount rate.50 It could also be
offset by foreign currency gain recognized by the issuer
on repayment of its (deemed) BRL-denominated debt at

44See Treas. reg. section 1.988-6(d)(1) and (4); Treas. reg.
section 1.988-6(a)(1)(i); Treas. reg. section 1.988-6(b). In this
example, the $52.20 payment at maturity is treated as a non-
currency-related contingent payment.

45All amounts in Table 3 are BRL-denominated.
46If, however, at maturity the BRL is weaker than the forward

rate (for example, BRL6:$1), then the instrument would have a
higher yield and there would be a ‘‘positive adjustment.’’
Alternatively, a BRL that is stronger than the forward rate at
maturity (for example, BRL4:$1) would result in a ‘‘negative
adjustment,’’ with the consequences described above in Part II.
See Treas. reg. section 1.988-6(b)(2)(ii).

47Treas. reg. section 1.988-6(b)(3)(i).
48All amounts in Table 4 are dollar-denominated.

49As described herein, currency gain or loss is recognized in
respect of accrued OID by reference to the difference between
the spot rate on the date the OID is actually paid (the date of
maturity in this example) and the rate at which the OID was
translated into the taxpayer’s functional currency (shown in the
prior table). See Treas. reg. section 1.988-6(b)(5)(ii).

50Under the payment ordering rule of Treas. reg. section
1.988-6(b)(5)(iv), the amount of currency gain or loss is deter-
mined by comparing the translated amount of each OID accrual
(at the rate used to compute each annual deduction) and the
amount of each such accrual at the spot rate on the payment
date. Thus, in this example, the BRL27.56 accrual in Period 1
translated at a rate of BRL2.92:$1 would give rise to a current
deduction of $9.99 during Period 1. On payment, however,
BRL27.56 would be worth $5.83 (at a rate of BRL4.73:$1). Thus,
currency gain would be recognized with respect to the Period 1
interest accrual. Currency gain, computed using this method for
Periods 2 through 10, would be as follows:

Period Accrual FX Gain
2 30.16 3.76
3 32.99 3.51
4 36.10 3.43
5 39.49 3.26
6 43.21 2.92
7 47.28 2.44
8 51.73 1.80
9 56.59 0.99

10 61.92 0.00

Of course, all that gain would be recognized in Period 10,
when the payment is ultimately made. The aggregate amount of
that gain is $25.78. The tax cost of that amount is $9.02. The
present value of that amount, determined at the prevailing
dollar interest rate of 4.29 percent, is $5.93.

Table 3
Period Starting AIP OID Ending AIP (End)

1 292.90 27.56 320.46
2 320.46 30.16 350.62
3 350.62 32.99 383.61
4 383.61 36.10 419.71
5 419.71 39.49 459.20
6 459.20 43.21 502.41
7 502.41 47.28 549.69
8 549.69 51.73 601.42
9 601.42 56.59 658.01
10 658.01 61.92 719.93
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an exchange rate of BRL4.73:$1. In the foregoing example,
the amount of that currency gain would be [BRL292 ÷
2.92] minus [BRL292 ÷ 4.73], or $38.08. At a 35 percent tax
rate, the tax cost of that currency gain would be $13.33,
which in present value terms (again, using the prevailing
dollar borrowing rate of 4.29 percent as of the issue date
as a discount rate) would be approximately $8.76. Thus,
the net benefit of issuing a dual-currency debt instrument
in this example would be $32.99 (the amount of trans-
lated OID deductions, in present value terms), less $5.93,
less $8.76, or $18.30, which compares favorably to enter-
ing into a straight dollar borrowing and BRL/dollar
forward contract. That result arises even though the
pretax economics of the two transactions are substan-
tially similar, because the issuer of a dual-currency debt
instrument benefits from the time value of current
BRL-denominated deductions on dollar-denominated fi-
nancing.

Table 5 above contrasts, in present value terms, the
relative tax consequences of (i) entering into a dollar/
BRL dual-currency debt instrument on terms similar to
those in the example above, and (ii) entering into a
traditional dollar-denominated borrowing plus a BRL/

dollar forward contract over a range of exchange rates.51

The table illustrates the proposition that, while a dual-
currency debt instrument might be disadvantageous in

51Rate fluctuations described in Table 5 are expressed in
percentage terms and illustrate a shift of the relevant magnitude
in rates during each year of the term of the instrument.

Table 4

Period
Assumed Translation

Rate
Translated OID

(in dollars) Tax Value PV
1 2.90 9.49 3.32 3.25
2 2.98 10.13 3.55 3.37
3 3.15 10.48 3.67 3.37
4 3.26 11.06 3.87 3.41
5 3.40 11.61 4.06 3.42
6 3.58 12.06 4.22 3.40
7 3.80 12.44 4.35 3.35
8 4.06 12.74 4.46 3.26
9 4.37 12.96 4.54 3.15
10 4.73 13.09 4.58 3.01

Table 5

% Change
BRL/Dollar at

Settlement

Value of Tax Results
Under Dual-

Currency Debt

Value of Tax Results
Under Forward +

Straight Debt
Net Benefit of Dual-

Currency Debt
-50% 2.365 47.19 29.04 18.15
-40% 2.838 37.65 24.29 13.35
-30% 3.311 30.80 20.90 9.90
-20% 3.784 25.62 18.36 7.26
-10% 4.257 21.56 16.38 5.17
0% 4.73 18.30 14.80 3.50
10% 5.203 15.64 13.51 2.13
20% 5.676 13.42 12.43 0.99
30% 6.149 11.54 11.52 0.03
40% 6.622 9.93 10.73 -0.80
50% 7.095 8.54 10.06 -1.52

Table 6
Years ¥/Dollar

1 97.83
2 95.36
3 92.61
4 89.92
5 87.14
6 84.92
7 82.80
8 80.78
9 78.85

10 77.00
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some cases, those cases are likely the exception and not
the rule. As in the example above, this table assumes a
spot exchange rate of BRL2.92:$1 on the issue date.

At first blush, one might think that this result is
objectionable — after all, why should a taxpayer be
allowed to profit from accelerated tax deductions simply
by changing the form of its transaction? On further
review, however, that objection is flawed, for two impor-
tant reasons.52 First, in strong currencies (for example, the
Japanese yen), exactly the opposite result would be
achieved. That is, a taxpayer issuing a DCD on the terms
described above would trade OID deductions computed
at a rate below prevailing dollar-denominated interest

rates for an anticipated future currency loss. Second, even
in weak currencies like the Brazilian real, market cur-
rency rates might fluctuate in a manner that makes a
DCD disadvantageous vis-à-vis a more traditional dollar
borrowing coupled with a foreign currency forward
contract. That result could apply if the weak currency, for
example, the Brazilian real, were to drop in value so
precipitously that the present value of accelerated OID
deductions would actually be lower than foreign cur-
rency gain at maturity (that is, because that gain would
be computed, in the context of a dual-currency debt
instrument, by comparing the spot rate at maturity to the
spot rate at issuance, as opposed to by reference to the
forward rate at issuance). Admittedly, such precipitous
drops in currency values are rare. As such, if corporate
treasurers and tax departments can agree as to the
expected commercial and tax-risk profiles of a dual-
currency debt instrument, and if the nontax-accounting
treatment of such an instrument is acceptable to the
issuer, it might be worthwhile to issue a dual-currency

52An additional counterargument (although not one based in
the policies of Treas. reg. section 1.988-6) is that this result is
broadly consistent with the manner in which the positive and
negative adjustment provisions of the CPDI regulations gener-
ally function.

Table 7

Period Payment Currency
Functional Currency Cash

Flow
0 -100.00 dollar -100.00
1 2.96 dollar 2.96
2 2.98 dollar 2.98
3 3.01 dollar 3.01
4 3.03 dollar 3.03
5 3.06 dollar 3.06
6 3.09 dollar 3.09
7 3.11 dollar 3.11
8 3.14 dollar 3.14
9 3.16 dollar 3.16
10 3.18 dollar 3.18
10 50.00 dollar 50.00
10 5000.00 ¥ n/a

Table 8

Period Starting AIP OID (FC)
Projected

Payment (FC)
Actual

Payment (FC)
Actual

Payment (LC)

Actual
Payment

(Translated)
1 100.00 4.29 2.96 2.96
2 101.33 4.35 2.98 2.98
3 102.69 4.41 3.01 3.01
4 104.09 4.47 3.04 3.04
5 105.52 4.53 3.06 3.06
6 106.98 4.59 3.09 3.09
7 108.48 4.65 3.11 3.11
8 110.03 4.72 3.14 3.14
9 111.61 4.79 3.16 3.16
10 113.24 4.86 3.18 3.18
10 114.91 114.91a 50.00 5000.00 64.93

aAs required by Treas. reg. section 1.1275-4(b)(4)(ii)(A), this amount is computed by adding $50 and the projected dollar equivalent
of ¥5,000, determined using the applicable forward rate.
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debt instrument as a preferred method of Hoover hedg-
ing a weak currency equity investment.

Example 6. USCo wants to make a $50 investment
in a Japanese subsidiary. At the time of the invest-
ment, the prevailing ¥:dollar spot rate is ¥100:$1,
and thus $50 is worth ¥5,000. USCo wishes to
borrow ¥5,000 under a 10-year, interest-bearing
debt instrument as a hedge of its ¥ exposure and
agree to pay ¥ interest at a rate of 1.60 percent per
annum. USCo could separately borrow $50 to fund
unrelated operations at 4.29 percent per annum for
10 years. USCo decides to combine the foregoing
transactions into a single dual-currency debt instru-
ment by borrowing $100, paying dollar interest on
$50 at an annual rate of 4.29 percent, the projected
dollar-equivalent of ¥ interest at an annual rate of
1.60 percent on ¥5,000, and principal of $50 and
¥5,000 at maturity. Assume that prevailing market
forward rates are as indicated in Table 6, p. 956.
Those forward rates indicate that anticipated cash

flows under the dual-currency debt instrument will be as
illustrated in Table 7, p. 957.

The current period payments (2.96 in period one, 2.98
in period two, and so forth) are the sum of 4.29 percent
interest on a $50 instrument plus the dollar-equivalent
amount (converted into dollars using the projected for-
ward rates set forth above) of 1.60 percent interest on a
¥5,000 borrowing. In this example, the present value of
dollar cash flows will necessarily exceed 50 percent of all
cash flows under the instrument (that is, because at the
issue date, $50 is worth ¥5,000, and all interest payments
are denominated in dollars). Accordingly, the denomina-
tion currency of this instrument should be the U.S. dollar.

The OID schedule results are shown in Table 8, p. 957
(note: ‘‘FC’’ means ‘‘functional currency’’ and ‘‘LC’’
means ‘‘local currency; other abbreviations are the same
as above).

The results are summarized in Table 10.
The present value of OID deductions under this

instrument is $13.08.
Compare that to the tax consequences of entering into

‘‘straight’’ $50 and ¥5,000 borrowings. A dollar borrow-
ing would give rise to the results in Table 11, p. 959.

A ‘‘straight’’ ¥5,000 borrowing on the terms described
above would give rise to the results shown in Table 12, p.
959.

It would also be expected to give rise to (i) de minimis
periodic foreign currency gain or loss (attributable to
current ¥-denominated interest payments) and (ii) a
$14.93 currency loss on payment of the principal at
maturity. At a 35 percent tax rate, that loss would be
worth roughly $5.23 but, because it would not be recog-
nized until maturity, it would have a present value of
roughly $3.43.

To summarize, in present value terms, traditional
dollar and ¥ borrowings would be expected to give rise to
$8.82 of benefit from deductions and $3.43 of benefit from
future anticipated currency loss, for a total tax benefit of
$12.25. That result is inferior to the expected result
(described above) of a dual-currency debt instrument
issued under substantially similar economic assump-
tions.53 As in Example 5, the tax benefit of this transaction
arises primarily from the time value of deducting OID at
dollar-denominated interest rates on the ¥ portion of the
dual-currency debt instrument. Not surprisingly, the
relative tax consequences of (i) the dual-currency debt,

(Text continued on p. 960.)

53Note that the dual-currency debt instrument described in
this example pays dollar-denominated interest on referenced
¥-denominated accruals, computed at the expected ¥/dollar
forward rate for the relevant payment period. As such, the
dual-currency debt instrument modeled in this example has
slightly different economic terms than would traditional dollar
and ¥ borrowings.

Table 9

Period
Total Actual

Payment

Functional
Currency Ending

AIP

CPDI
Adjustment +/-

(FC)
OID Tax Benefit

(Cost) PV
1 2.96 101.33 0.00 1.50 1.47
2 2.98 102.69 0.00 1.52 1.45
3 3.01 104.09 0.00 1.54 1.41
4 3.04 105.52 0.00 1.56 1.38
5 3.06 106.98 0.00 1.58 1.33
6 3.09 108.48 0.00 1.61 1.29
7 3.11 110.03 0.00 1.63 1.25
8 3.14 111.61 0.00 1.65 1.21
9 3.16 113.24 0.00 1.68 1.16
10 3.18 114.91 0.00 1.70 1.12
10 114.93 0.00 0.02 0.01 0.00

Table 10
Total OID 45.64
Total CPDI Adjustmenta 0.02
Total Deduction (Gross) 45.66
Principal Paid 114.93
Principal and Interest Paid 160.59
aThis adjustment reflects rounding arising from noncon-
stant compounding of OID.
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Table 11
Period Payment Tax Benefit (Cost) PV

1 2.15 0.75 0.73
2 2.15 0.75 0.71
3 2.15 0.75 0.69
4 2.15 0.75 0.66
5 2.15 0.75 0.63
6 2.15 0.75 0.60
7 2.15 0.75 0.58
8 2.15 0.75 0.55
9 2.15 0.75 0.52
10 2.15 0.75 0.49
10 50

Table 12

Period Payment

Projected LC
Value of
Interest

Actual
Translated

Interest
Tax Benefit

(Cost) PV Total PV
1 80 0.82 0.82 0.29 0.28 1.01
2 80 0.84 0.84 0.29 0.28 0.99
3 80 0.86 0.86 0.30 0.28 0.97
4 80 0.89 0.89 0.31 0.27 0.94
5 80 0.92 0.92 0.32 0.27 0.90
6 80 0.94 0.94 0.33 0.27 0.87
7 80 0.97 0.97 0.34 0.26 0.84
8 80 0.99 0.99 0.35 0.25 0.80
9 80 1.02 1.02 0.36 0.25 0.77
10 80 1.04 1.04 0.36 0.24 0.73
10 5000

Table 13

% Change

¥/Dollar Spot
Rate at

Maturity

Dual-
Currency

Debt

OID on
Traditional
Borrowing

FX Gain/Loss
on Traditional

Borrowing

Traditional
Borrowing:

Total Benefit

Net Benefit of
Dual-

Currency
Debt

-50% 38.5 28.01 11.47 18.37 29.83 -1.82
-40% 46.2 23.03 10.59 13.39 23.97 -0.94
-30% 53.9 19.48 9.96 9.83 19.79 -0.31
-20% 61.6 16.81 9.48 7.17 16.65 0.16
-10% 69.3 14.74 9.12 5.09 14.21 0.53
0% 77 13.08 8.82 3.43 12.26 0.82
10% 84.7 11.72 8.58 2.08 10.66 1.07
20% 92.4 10.59 8.38 0.95 9.33 1.27
30% 100.1 9.63 8.21 -0.01 8.20 1.44
40% 107.8 8.81 8.07 -0.83 7.23 1.58
50% 115.5 8.10 7.94 -1.54 6.40 1.71
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and (ii) the traditional borrowings described above vary
significantly with currency fluctuations. Table 13, p. 959,
summarizes the value of tax deductions (and the cost of
corresponding inclusions) of (i) the dual-currency debt
instrument, and (ii) OID and currency-related amountson
traditional borrowings over a range of possible currency
exchange rates at maturity of the relevant instru-
ment(s).54

From this, we can make a few generalizations. First,
because the benefit of this transaction arises from the
time value of dollar deductions versus waiting to the end
of the transaction to recognize currency loss in a
‘‘straight’’ ¥ borrowing, the expected transaction benefit
increases when the transaction term is relatively long.
However, because currency loss on a straight debt instru-
ment is computed by comparison to the spot rate while
the CPDI adjustment in this dual-currency debt instru-
ment is computed based on the forward rate (that is,
because the projected payment at maturity, against which
the actual payment at maturity is compared under the
CPDI rules, would be $50 plus the projected dollar

equivalent, using prevailing forward rates, of ¥5,000 paid
in 10 years’ time), if the issuer’s functional currency (the
dollar in this example) drops precipitously, the extra time
value of functional currency deductions might not be
worth the loss of a larger currency deduction that the
issuer otherwise would have recognized under a straight
non-functional-currency debt instrument. Finally, to state
the (semi-) obvious, this transaction is advantageous only
with currencies that are significantly stronger than the
issuer’s functional currency, so that there is a benefit to be
derived from accruing OID at the taxpayer’s prevailing
functional currency interest rate.

IV. Conclusion

While Hoover hedging is viewed as akin to specula-
tion by the federal income tax law, it is an important part
of the currency risk management function undertaken by
corporate treasuries. The promulgation of final regula-
tions applicable to dual-currency debt instruments gives
tax departments and treasuries a choice to make in
structuring those risk management transactions. One
would expect that, despite the lack of hoopla surround-
ing the issuance of Treas. reg. section 1.988-6, the dual-
currency debt instrument rules will find their way into
the arsenal of tax consultants advising on currency risk
management activities.

54As in the prior example, percentage changes in currency
rates are assumed to apply equally to all years during the term
of the instrument.
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