)

NYSBA

New York State Bar Association

One Elk Street, Albany, New York 12207 * 518/463-3200 * http:/ /www.nysba.org

TAX SECTION

2001-2002 Executive Committee

ROBERT A. JACOBS
hair

Milbank Tweed Hadley & McCloy LLP
1 Chase Manhaitan Plaza

New York, NY 10005
212/530-5664
SAMUEL J. DIMON
First Vice-Chair
212/450-4037
ANDREW N. BERG
Second Vice-Chair
212/909-6288
LEWIS R. STEINBERG
Secretary
212/A74-1656
COMMITTEE CHAIRS:

Bankruptey and Opergting Losses

Lawrence M. Garre!
Stuart J. Goldrin

Capitalization and gost Recovery

Joel Scharfstein
Alan J. Tarr

Compliance, rE{rai(ctiue & Procedure

obert S. Fink
Amold Y. Kapiloff
Consolidated Returns
Deborah L. Paul
Jonathan Kushner
Corporations
odi Schwartz
Diana L. Wollman
EmBon,ee Benefits
avid A, Pratt
Andrew W, Stumpff
Estates and Trusts
Mildred Kalik
Carlyn 8. McCaffrey
Financial Instruments
Erika W. Nijenhuis
. David M. Schizer
Financial Intermediaries
Elizabeth A, Smith
Andrew P. Solomon

F1qreign Activities of U.S.

aﬁpagers
imberly S. Blanchard
Peter H. Blessing
Individuals
Sherry S. Kraus
Lisa A. Levy
Multistate Tax Issues
Robert E. Brown
Paul R. Comeau
New York City Taxes
Robert J. Levinsohn
William B. Randolph

New York State Franchise and

Income Taxes
Maria T. Jones
Arthur R.

R. Rosen
New York State Sales and Misc.

Hollis L. Hyans
Steven U. Teitelbaum
Partnerships
William B. Brannan
Patrick C. Gallagher
Pass-Through Entities
Janet Befh Korins
Robert T. Smith
Real Prope
Elliot Pisem
Lary S. Wolf
Reorganizations
athieen L. Ferrell
Dale L. Ponikvar
Tax Accounting
Yaron Z. Reich
Marc L. Silberberg
Tax Exempt Bonds
Linda L. D'Onofrio
JohnT. Lutz
Tax Exempt Entities
Dickson G. Brown
. Michelle P. Scott
Tax Policy
M. Cari Ferguson
avid S. Miller
U.S. Activities of Foreign

Taxpayers
var?E, Lebfang
Emily McMahon

MEMBERS-AT-LARGE OF EXECUTIVE COMMITTEE

Linda McKissack Beale Karen Griffith Gilbreath Sherwin Kamin
Katherine M. Bristor Alysse Grossman Barbara 7. Kaplan
Peter v. Z. Cobb David P. Hariton Charles |. Kingson
Gary M. Friedman Kenneth H. Heitner Donald C. Lubick

Honorable Mark A. Weinberger
Assistant Secretary (Tax Policy)
Room 1334 MT

Department of the Treasury

1500 Pennsylvania Avenue, N.W.
Washington, D.C. 20220

Pamela F. Olson, Esq.

Deputy Assistant Secretary

(Tax Policy)

Room 1334, Main Treasury
Department of the Treasury

1500 Pennsylvania Avenue, N.W.
Washington, D.C. 20220

Richard W. Skillman, Esq.
Acting Chief Counsel

Room 3026 IR

Internal Revenue Service

1111 Constitution Avenue, N.W.
Washington, D.C. 20224

Lon B. Smith, Esq.

Assistant Chief Counsel
CC:DOM:FI&P, Room 4300 IR
Internal Revenue Service

1111 Constitution Avenue, N.W.
Washington, D.C. 20224

James Ross MacDonald Dana L. Trier Gordon Warnke
David W. Mayo Shlomo Twerski David . Watts
Charles Morgan Eugene L. Vogel Victor Zonana

David H. Schnabel

March 26, 2001

Re:  Timing and Character Rules for Prepaid Forwards and Options

Lady and Gentlemen:

The enclosed Tax Section Report, No. 990, drafted primarily by
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David M. Schizer, co-chair of the Section’s Committee on Financial
Instruments, discusses possible changes to the timing and character rules
for prepaid forwards and options. The Treasury Department has expressed
interest in studying these rules. This report addresses only contracts on
which the underlying property is a financial instrument or a commodity
(including financial-instrument or commodity forwards and options that
provide for physical settlement).

Because parties who prepay are rewarded for parting with the use
of their money, we recommend imputing interest on (i) prepaid forwards
(i1) deep-in-the-money options and (iii) long-dated options. This interest
imputation should improve the system’s accuracy without imposing undue
complexity, although the effect on the system’s consistency, and thus on
planning opportunities, may be ambiguous. We believe this proposal could
be implemented through regulations, although the regulatory authority is
not entirely free from doubt, and might be confirmed by legislation.

Whereas the contingent debt regulations of Treas. Reg. § 1.1275-4
also impute interest, we recommend divergence from this regime in two
respects. First, additional income or deductions claimed upon realization
should be capital, rather than ordinary. This approach is faithful to the
general practice of treating risk-based payments as capital and conforms
more closely to the treatment of most other investments. Second, physical
settlement should not be treated as a realization event for the purchaser.

Thus, there would be no inconsistency with the treatment of nonprepaid
forwards and options that are not long-term or deep-in-the-money. We
further recommend conforming changes be considered for the contingent
debt regulations. At a minimum, clearer guidance should distinguish
contingent debt from other financial instruments that provide for

prepayments.

We also analyze three alternative regimes. Current law is simpler
than our proposal but fails to account accurately for the time value
associated with prepayments. Extension of the contingent debt regulations
would share our proposal’s accuracy-related benefits but would lack the
other advantages described above. Mark-to-market accounting would be
more accurate, but would entail significant valuation issues and could
distort behavior when applied narrowly.



If we can be of further assistance in your consideration of any of

the issues addressed in the enclosed report, please contact me.
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