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. ==:III SMrrH INTER~TIO~L, INC . 

TO: FORMER SHAREHOLDERS OF MEGADIAMOND INDUSTRIES, INC. 

FROM: 

j~PR..#~" 
KEN VAN HAREN, DIRECTOR OF TAXES 

DATE: JANUARY 29, 1988 

SUBJECT: 1987 FORM 1099 

During 1987, payments became due pursuant to the share 
purchase agreement for Megadiamond Industries, Inc. dated 
February 13, 1985. As indicated in the agreement, a 
portion of each payment is considered interest income 
under federal tax regulations. Accordingly, a Form 1099 
is enclosed which shows the interest portion of payments 
made and accrued in 1987. 

The computation of interest was made by the accounting 
firm of Arthur Andersen & Co., pursuant to Prop. Reg. 
1.1275-4(c), a copy of which is attached for your refer­
ence. The 1987 interest amount was computed on actual 
paymen.ts due in February, March and May, plus the payment 
which became fixed in late 1987 (but which will not be 
paid until February, 1988). 

~~ou have any questions concerning the interest compu­
~~ation, please contact Jackie Jank at (714) 476-6244. 

KVH/pgp 

Enclosure 

PAYER'S name, street address, city. state, and ZIP code 

Smith International, Inc. 
4490 Von Kanman Avenue 
Newport Beach, Ca. 92660 

Ida Rose Hall 
Street address 

1711 N. Lambert Lane 
City, state, and ZIP code 

D CORRECTED (if checked) 
1 Total original issue discount 

for 1987* 

$ 20 565.97 
2 Other periodic interest 

$ 
3 Early withdrawal penalty 

$ 
5 Description 

OMB No. 1545-0117 

1l®87 
Statement for 
Recipients of 

4 Federal income tax withheld 

$ 

~ This may not be the correct figure to e reported on your 
Income tax return . See instructions.,. 

I 

Original Issue 
Discount 

opy 
For Recipient 

This is important tax 
information and is 

being furnished to the 
Internal Revenue 

Service. If you are 
required to file a 

return, a negligence 
penalty or other 
sanction Will be 

imposed on' you If this 
income is taxable and 

the IRS determines 
that it has not been 

reported . 

Form 1099·010 13·2581759 Department of the Treasury - Internal Revenue Service 



tar PropoMd Reg. 11.1271-4 
o-w [t32.933.31] ~ .... 11.1115-4 Coetiallat ... ,...ta. (Propoled 
Treuu.ry Decilioa. publiabed "'1-86.) 

(a) A"a""WUty. Tbe rula of this section apply to debt instruments that provide 
for ODe or more cootiJlp:n.t payments (as defined in peraarapb (b) of tbis section). Con· 
n.np:n.t pa)'IDCDts under a debt instrument subject to section 1214 are aoverned by the 
provision. of paraarapbJ (c) or (d). whichever is applicable. ContiJlaent payments UDder a 
debt instrument issued for cub or publicly traded propeny are lovemed by tbe provi­
sionl of paralJilphs (e) or (0. whichever is applicable. Nothinl in tbis section or in the 
regulations under sections 1211 throuah 1274 shall influence wbether an instrument call· 
ina for continaent payments is properly treated as debt or equity. or wbether such instru­
ment evidences a valid indebtedness for Federal income tax purposes. 

(b) DeftaJdcNI of eotIdaaeat ,.ymeat--(l) la PHraJ. In determininl whetber a 
payment called for under a debt instrument is a continlent payment. remote and inciden­
tal oootiDamaa may be disreprded by the Commissioner. The partia to the tranlaC­
tioo. bowc¥er. are bound by its form. Thus, neither party may treat any unOUDt UDder a 
debe ~t wbole payment i. subject to a stated contiDaency as noncootinlent. A 
paJlDCllt abal1 DOt be coosidcred a continaent payment merely because the unOUDt of or 
the liability for the payment may be impaired by insolvency or default. Variable pay­
... " 01 iDtanIl baed on CWTeDt values of an objective interat index (as defined in 

, ....... T .. ~TllTDMLONI"""_ .. 11.101 Prop. Re,. §1.1275-4 ~32,933.31 



32,164-%.24 Capital Gain. & Lo •••• 
Pr .......... tt.ll75-4(b)(l) CODdaaed 
,1.1275-'>' if made under a debt instrument issued for casb or publicly traded property 
to wbida ,1.1275-5(a) applicl or if made under a debt instrument to which § 1.1274-
3(d)(I)(i) applia. shall not be treated as contingent payments, and if made under a debt 
inluumelU to whicb §1.1274-3(d)(I)(i) does not apply, shall be treated as contingent pay­
maul to the Ulalt provided in §1.1274-3(d)(l)(iv). 

(1) ~ ...... iMtruIeIIa pro'ridial for paymena contiDaent ollly u to dille. In 
the cue 01 a debt instrument tbat calls for fixed or minimum payments of principal un­
c:crtaiD u to tbe time of payment, and tbat calls for payments of interest on the unpaid 
principal ba1anc.e at a fixed or variable rate (whicb, in ' a transaction subject to section 
1274. constitutes adequate stated interest), such payments shall not be treated as contin­
,eot peymeots (within the meaning of paragraph (b) of this section) and the provisions of 
§§1.1272-I(c) (in tbe case of a fixed rate) or §§1.1272-1(f)(3)(ii) and 1.127'-S(d) (in the 
case of a variable rate) shaH apply to detennine the amount of original issue discount 
allocable to each accrual period under the debt instrument. See § 1. 1272-l(k). Example 
(14). Payments of principal in excess of the minimum amount of principal (other than 
payments of principal accompanied by adequate stated interest), however, shall be treated 
as contingent payments. 

(c) Debt i.utrumentl subject to section 127~1) Separation iDto noncoatiDaent ancl 
coatiDpat colDpoaeati. E~ccpt as otherwise provided in section 1274 and the reaula­
tions tberCWlder, in tbe case of a debt Instrument (tbe "overall debt instrument") subject 
to sectioo 1274 that calls for one or more contingent payments (other than a debt instru­
malt dacribed in paraICapb (d) of this section). the noncontingent payments shall be 
subjct to the rula described in paragraph (c)(2) of this section. and the contingent pay­
IDCIIti Ib&U be accounted for separately under the provisions of paraaraphs (c)(3) of this 
leCtioa. 

(1) T,......t of noacontiDaent payments. The noncontingent payments under an 
overall debt inltrumeot described in paralfaph (c)( l) of this ' section shall be treated un­
der 1CCli0DI 1271 through 127S and the regulations thereunder as a separate noncontin­
pat debt instrument. The issue price of this separate noncontingent debt instrument is 
the issue price of the overall debt instrument, detennined under §§ 1. 1 274-2(b) and 
1. 1274-3(d)(2) (if applicable). The stated redemption price at maturity is determined un­
der t 1. 1273-l(b)(l), and yield is detennined under § 1.1272-1(0, both without reference to 
the contingeot payments. The de minimis rule of section 1273(a)(3) and §1.1273-l(a)(3) 
ahall not apply to tbe noncontingent debt instrument. 

(3) Tna ... t of coatiDaeat paymeD~n In general. Except as provided in para­
Jrapb (c)(3)(iii) of this section. the portion of the payment treated as interest is includible 
in 11011 income by the bolder and deductible from gross income by the issuer in their 
respective tuable yean in which the amount of the payment becomes fixed. 

(ii) Recbaracterization of certain continlent payments. Any contingent payment made 
under a debt instrumeot to whicb section 1274 applies. otber than a contingent principal 
payment accompanied by a payment of adequate stated interest, shall be treated as con-
sisting of- ' 

(A) A payment of principal in an amount equal to the present value of the payment. 
determined by disoounting tbe payment at the test rate (using the exact metbod for short 
periodl) from the date that the amount of the payment becomes fixed to tbe issue date. 
and 

(8) A paymeot of interest in an amount equal to the excess of the total amount of 
tbe payment over the amount treated as principal. 

The preceding sentence notwithstanding. the total amount treated as principal under an 
overall debt instrument to which section 1274 applies tbat calls for a fixed or a maximum 
stated principal amount sball not exceed this fixed or maximum stated principal amount. 
Once the total of the noncontingent principal payments due under the debt instrument 
and the portion of the contingent payments treated as principal exceeds the amount de­
scribed in the preceding sentence, any additional contingent payments sball be treated 
entirely as interest. 



Original I •• u. DI.count (OlD) Rul •• 
(§1271-1275) 

Pro,c.d .... 'l.l175-6(c)(l) coadaued 

32,864-%.25 

(iin CcrtaiD delayed contin,ent payments--{A) In general. In the case in which a 
cootinlCllt paymcllt is not due within six months of the date on which the amount of the 
paymcot becoma fUed. the parties shall be treated as if the borrower had issued a sepa­
rate debt instn&IDCDt OIl tbe date the amount of the payment becomes fixed. maturin, on 
the date tbat the payment is due. This separate debt instrument shall be treated as a debt 
anac.n&maU to which section 1274 applies. The stated principal amount of this separate 
debt in.trumeut IhalI be tbe amount of the payment that becomes fixed. An amount 
equal to tbe issue price of this debt instrument shall be characterized as interest or princi­
pal under the rules of paragrapb (c)(3)(ii) of this section and accounted for under para­
grapb (c)(3)(0 of this section. as if an amount equal to the issue price bad been paid by 
the borrower ' to tbe lender on the date that the amount of the payment becomes fixed. 
To determine tbe issue price of the separate debt instrument. all payments under tbe debt 
instrument shall be discounted from the maturity date to the date tbat the amount of the 
payment becomes fixed. The amount of a contingent payment shall be treated as fixed 
even if. once fixed. tbe payment is payable in the future together witb interest tbat is sub­
ject to furtber contingencies. 

(B) Special rules. In applying section 1274 to a separate debt instrument described 
in paragraph (c)O)(iii)(A) of thiS section. any provision calling for a test rate other than 
the applicable Federal rate shall apply if. and only if. such provision applies to the over­
all debt Instrument. (For example. the 9 percent maximum discount rate of section 
1274A(a) and § 1.1274A-I <a) applies if the overall debt instrument satisfies the test of 
t 1. 1 274A- Hb)(3». The test rates under paraaraph (c)(3)(ii) and (cX3Xill)(A) of this sec­
tioo Iba11 be based on the applicable Federal rates in effect on tbe date of the sale or ex­
cballie (or. if applicable. the contract date). and shall be based on a term beginninl on 
the date tbe overall debt instrument is issued and endinl on the date the continlent pay­
IDCDt .. due. 

(4) EKUlplei. The provisions of paragraph (c) of this section may be illustrated by 
the foUow, examples: 

Eu.ple (U. (i) A owns Blackacre, unencumbered depreciable real estate. On April 
1. 1986, A sells Blackacre to B for a stated purchase price of 56.000,000. B makes a 
down payment of 51.000.000 and issues to A a debt instrument calling for 5S.000.000 to 
be paid in S yean. witb fixed interest of 6% and contingent interest of up to an addi­
tional 8%. Both fixed and contingent interest are payable annually on March 31 of each 
year from 1987 to 1991. The contingent interest payment in eacb year is calculated ac­
cordiDl to a formula that depends on the aross rents B receives from Blackacre durinl 
the precedinl caJendar year. Assume that B's debt instrument does not have adequate 
stated intcrelt under 11.1274-3. that the Federal sbort-tenn rate is 10%. compounded an­
nually. and that tbe Federal mid-tenn rate is 11%. compounded annually. 

(ii) The issue price of B's noncontingent debt instrument under paragraph (c)(2) of 
tbis section is detennined by considerinl only the five fixed interest payments of 5300.000 
and the principal payment of 5S.000.000. The present value. under § 1.1274-5. of tbe fixed 
payments UDder tbe overall debt instrument. using a discount rate equal to the Federal 
mid-term rate of 11%. compounded annually. is S4.076.02S.7S. This amount is also the 
issue price of the noncontingent debt instrument. B's basis in Blackacre is thus initially 
limited to SS.076.02S.7S (51.000.000 down payment plus S4.076.02S.7S issue price of tbe 
nODcootinleDt debt instrument). B's noncontinlent debt instrument has imputed interest 
of 5923,974.2S under section 1274. whicb is treated as original issue discount subject to 
current inclusion under section 1272 and tbe reaulations thereunder. 

(ill) Assume that the amount of contingent interest tbat becomes fixed as of Decem­
ber 31. 1986. is 5100.000. This amount is treated under paragraph (c)(3)(ii)(A) of this 
section as a payment of principal to the extent of its present value (using a discount rate 
equal to the Federal short-tenn rate of 10%. compounded annually. and the exact method 
for the short period). discounting from December 31. 1986. (the date the amount of the 
payment becomes fixed) to April 1. 1986 (the issue date of B's debt instrument) whicb. 

P-H Fed. Til -lATlIT DIVILO'MINTI. _,. 11.101 Prop. Reg. §1.1275-4 1132,933.31 


