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This Report responds to proposed regulations (the "Proposed
Regulations")2 addressing the tax treatment of nonperiodic payments under
notional principal contracts ("NPCs"). The Proposed Regulations consist
essentially of four components (each a "Proposal"), namely:
(1) proposed regulations under Sections 162, 212, and 1234A
addressing the character of payments under NPCs and other derivative
instruments (the "Character Proposal");
(2) a requirement to apply the "noncontingent swap method" (the
"NCSM") to determine the timing of items relating to contingent
nonperiodic NPC payments (the "Timing Proposal");
(3) an elective mark-to-market regime for certain NPCs involving
nonperiodic payments (the "Mark-to-Market Proposal"); and
(4) a proposal to repeal the antiabuse rule of Treasury regulations
Section 1.446-3(i) (the "Antiabuse Repeal Proposal").
In addition, although the Proposed Regulations are proposed to be
effective for NPCs entered into after the regulations become final, the preamble to
the Proposed Regulations (the "Preamble") contains language effectively alerting
taxpayers that non-amortization methods of accounting for existing NPCs
providing for contingent nonperiodic payments may be subject to challenge in the
year of finalization of the Proposed Regulations.
While we generally support aspects of the Character, Timing and Mark-toMarket Proposals, we do not support the Antiabuse Repeal Proposal. Moreover,
regarding the Timing Proposal, we believe that the proposed Reprojection
Mechanism (described in Part II, below) is unduly complex and overly
burdensome for both taxpayers and the IRS, and we do not believe that such
complexity is warranted in relation to any actual or perceived benefit of the
Mechanism. Further, to the extent the Reprojection Mechanism reflects concerns
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regarding taxpayers' ability effectively to manipulate the character of NPC
payments to their advantage, we believe that a modification of the Character
Proposal is the appropriate means to address these concerns.
As to the "basic" Timing Proposal (i.e., without regard to the Reprojection
Mechanism), which we refer to as the "Basic NCSM," we would not oppose the
adoption of this regime for many types of contingent nonperiodic payment swaps
("CNPSs"). However, we believe that certain CNPSs in which all contingent
payments are determined by reference to the change in value of capital assets and
which have a term to maturity not longer than five years (which we call "capital
asset value" CNPSs) should be subject to an open transaction method of
accounting. We also believe that instruments in which a party pays periodically
in exchange for "credit protection" (which we call "credit default swaps" or
"CDSs") should be subject to a wait-and-see method of accounting, at least to the
extent that such instruments economically hedge debt or other fixed income
portfolios.
Our Chair has previously submitted a letter addressing certain timesensitive issues arising from the effective date language of the Preamble. In this
Report, we discuss more fully the substance of the Preamble's approach. We
believe it important that Treasury and the IRS provide guidance as to when and on
what basis existing transactions will be challenged under current law. We believe
that transactions entered into prior to the promulgation of the Proposed
Regulations should not be challenged unless they are specifically determined to
be "abusive." For "interim" transactions (i.e., those entered into after the date of
promulgation of the Proposed Regulations but before their finalization), we
believe Treasury and the IRS should provide guidance (i) notifying taxpayers
using a wait-and-see method of accounting that they will be subject to a change of
accounting method with respect to any such CNPSs (other than CDSs that are
used as hedges) in existence shortly after the finalization of the Proposed
Regulations, (ii) for CNPSs entered into after the date of such guidance, other
than CDSs and shorter-term capital asset value CNPSs, requiring taxpayers to use
any amortization method identified in Notice 2001-44 or the Proposed
Regulations (including the "basic" NCSM), and not to use the wait-and-see or
open transaction methods.
I.

Overview of Proposals and Summary of Conclusions

The Proposed Regulations continue an undertaking, initially begun in the
preamble to the 1993 NPC regulations,3 to identify a method for dealing with
T.D. 8491, 58 Fed. Reg. 53125 (Oct. 14, 1993).

contingent NPC payments that both clearly reflects income and is not unduly
burdensome or complex. In 1998, the Tax Section published a report on
contingent NPC payments (the "1998 Report"), which essentially proposed that
(i) NPC payments give rise to capital gain or loss to the extent they reflect the
change in value of capital assets and (ii) either the timing of recognition of
contingent NPC payments be determined by reference to the timing of payments
with respect to a "comparable noncontingent NPC,"4 or the timing of recognition
of all payments under a CNPS be deferred until maturity (which we call the "full
allocation" or "open transaction" method). In 2001, Treasury and the IRS issued
Notice 2001-44 (the "Notice"), identifying four possible regimes for dealing with
CNPSs and soliciting comments as to which of these regimes would best satisfy
an enumerated list of policy goals, including certainty and clarity of application,
reducing complexity and promoting administrability, neutrality in the treatment of
similar financial instruments, symmetry in the treatment of different categories of
taxpayers, and flexibility to deal with new financial instruments. In response to
the Notice, and consistent with the policy objectives stated therein, the Tax
Section published a second report (the "2001 Report") proposing a variant of the
comparable noncontingent NPC method described in the Notice and our 1998
Report.5
A. The Character Proposal
Under the Character Proposal, all items realized under NPCs (other than
unscheduled "termination" payments), whether attributable to periodic payments,
nonperiodic payments or mark-to-market inclusions or deductions, would be
treated as ordinary items. All NPC "termination" payments, as well as all
payments made to terminate forward contracts or "bullet swaps" (even if made
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pursuant to the terms of the instrument), would be treated as capital gain or loss
items. As we stated in our 1998 Report, we continue to believe that it is important
to rationalize the treatment of payments "by terms" and termination payments
under NPCs. We also believe it is important to rationalize the character treatment
of similar financial instruments, such as NPCs and forward contracts. Thus, as
discussed further in Part II below, we recommend that Treasury and the IRS
consider adopting regulations under Section 1234A to provide that any item
arising under a derivative financial instrument will be treated as capital gain or
loss to the extent attributable to changes in the value of a capital asset or index,
without regard to whether the timing of the item coincides with the final
settlement of the instrument or is paid pursuant to the terms thereof.
B. The Timing Proposal
As it relates to CNPSs, the Timing Proposal represents a significant
departure from any of the methods identified in our 1998 Report, the Notice or
our 2001 Report, although it most closely resembles the comparable
noncontingent NPC method described in the 1998 Report and in the Notice. In
effect, the Proposal amounts to a requirement to (i) bifurcate CNPSs into
contingent nonperiodic payments and all other payments, (ii) mark the value of
the contingent nonperiodic payments to market annually (using certain specified
assumptions), (iii) take account in any year only a portion of the marked value of
those payments (generally, equal to the number of years from the commencement
date of the CNPS to the end of the current "swap year" divided by the number of
years from the commencement date to the maturity date of the CNPS), and (iv)
where a contingent nonperiodic payment is also "significant," allocate amounts
taken into account in any year between amounts attributable to the value of the
contingent nonperiodic payment and interest.
Briefly and more specifically, the NCSM laid out in the Proposed
Regulations requires taxpayers to (i) project a value for all contingent nonperiodic
payments based on specified assumptions,6 (ii) discount the projected value of
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The Proposed Regulations provide three methods for projecting the amount of a
contingent payment. If a contingent payment is determined by reference to the value of a
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(...continued)

5

those payments to the date of inception of the swap at the applicable federal rate
for the CNPS's term, (iii) create a series of level payments deemed exchanged
between the parties and simultaneously lent back at the same applicable federal
rate, such that the aggregate of the level payments and accrued "interest" equals
the projected value of each contingent nonperiodic payment, (iv) recalculate this
schedule annually to account for changes in the projected value of the contingent
nonperiodic payments, and (v) take into income in each year adjustments to
scheduled amounts for that year and all prior years (we refer to steps (iv) and (v)
as the "Reprojection Mechanism").
As our prior reports have stated, we do not oppose the adoption of some
form of comparable noncontingent NPC method for dealing with contingent
nonperiodic NPC payments. In Part III of this Report, we review various
alternatives for addressing the timing of contingent nonperiodic payments, and
conclude that we would support the adoption of the Basic NCSM (i.e., without
regard to the Reprojection Mechanism). However, we believe it is appropriate to
tax certain CDSs under a wait-and-see method of accounting and shorter-term
capital asset value CNPSs under the open transaction method.
Without regard to what form of regime is ultimately adopted, however, we
strongly oppose the adoption of the Reprojection Mechanism. The Reprojection
Mechanism has the effect of making the application of the Proposed Regulations
extraordinarily complex and imprecise, does not clearly reflect taxpayers' income,
increases taxpayer electivity by creating an additional regime for the taxation of
economically similar instruments,7 and in our view does not adequately serve any
significant policy objective. While the Reprojection Mechanism does have the
effect of mitigating to some extent taxpayers' ability to "elect" capital or ordinary
treatment for CNPS items, it is at best only a partial solution to the problem. As
we discuss further in Part II, we believe that such concerns can and should be
addressed directly by modifying the rules relating to the character of NPC
payments, rather than indirectly through a Reprojection Mechanism.
C. The Mark-to-Market Proposal
(continued...)
taxpayer must use another method that is based on objective financial information and that results
in a reasonable estimate.
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Currently, taxpayers can invest in (i) leveraged acquisitions of an underlying asset, (ii)
contingent payment debt instruments linked to the value of an underlying asset, (iii) options,
forward or futures contracts linked to the value of an underlying asset, or (iv) bilateral, periodicpayment NPCs with respect to an underlying asset. Each of these investment structures is subject
to a different tax regime, hi addition, Section 1256 may apply a special mark-to-market regime
for certain instruments.

The mark-to-market proposal permits taxpayers to elect, for all NPCs to
which it applies, to mark to market nonperiodic payment NPCs (whether or not
those nonperiodic payments are contingent), provided that the NPC is "actively
traded," marked to market for financial statement purposes, marked to market
under Section 475 by a party to the contract who agrees to supply the taxpayer its
mark-to-market value annually, or marked to market by a RIC that redeems its
stock at net asset value or publishes net asset valuations at least annually. If the
NPC has significant nonperiodic payments, the taxpayer must determine what
portions of its annual items are treated as interest, using the Basic NCSM rules,
although the Reprojection Mechanism would not apply for this purpose. As
discussed further in Part IV of this Report, we support the elective mark-tomarket regime for NPCs with significant contingent nonperiodic payments. We
would not permit the use of the mark-to-market regime for other CNPSs, and we
would not require taxpayers to treat any portion of their annual inclusions or
deductions as interest under this regime, at least in the case of CDSs and capital
asset value CNPSs.
D. The Antiabuse Repeal Proposal
The Proposed Regulations propose to repeal the antiabuse rule of Treasury
regulations Section 1.446-3(i). As discussed in Part V, we do not support this
proposal. First, as discussed in Part III below, we are concerned that sophisticated
taxpayers might be able to develop methods of manipulating the assumptions
underlying the NCSM to their advantage. Second, we are concerned that the
ability functionally to "elect" the use of the NCSM or other methods of tax
accounting for derivatives (such as the open transaction treatment of options and
forward contracts and the long-term/short-term mark-to-market rules of Section
1256) could allow taxpayers to manipulate the rules of Section 1.446-3 to their
advantage.
II.

Character Issues

We first discuss character issues relating to CNPSs, because we believe
that a significant portion of the complexity of the Timing Proposal stems from
concerns regarding the character of items relating to NPCs, and in particular from
taxpayers' ability to manipulate the character of those items to their advantage
(which we refer to as "character electivity"). The Preamble states that
"reprojections, and the resulting adjustments to current inclusion and deduction
amounts, are especially important for the income and deductions generated by
[contingent nonperiodic payment] contracts, because otherwise, taxpayers might
be more likely to attempt to manipulate the character of the income or deductions
from the contract." Under any realization-based regime in which "by terms"
payments or receipts under an instrument are treated as ordinary, but gain or loss
7

from the disposition or termination of the instrument is treated as capital,
taxpayers may to at least some extent "elect" the character of their items with
respect to such instruments. As a simple example, under such a regime, a
taxpayer who has $100 of "built-in gain" with respect to an NPC shortly prior to
its maturity can simply dispose of the NPC at that time and realize capital gain
(long-term, if the NPC has been held for more than one year). On the other hand,
if the taxpayer instead has $100 of built-in loss with respect to the NPC, the
taxpayer can hold the NPC to maturity, pay the $100 and take an ordinary
deduction in that amount.
We do not believe that the Reprojection Mechanism is an adequate
response to concerns about character electivity. Indeed, the Reprojection
Mechanism systematically preserves at least some element of character electivity
in every "NPC year," because it requires current adjustments to reflect only a prorated portion of the change in projected value of any contingent nonperiodic
payments. Moreover, the NCSM in general, and the Reprojection Mechanism in
particular, address only character electivity resulting specifically from contingent
nonperiodic payments; all other components of "built-in" items are preserved for
ultimate realization and therefore are susceptible to character electivity.8
It is true that other imputation regimes (for example, the OID rules and,
indeed, the other amortization methods described in this Report) may have a
similar effect of imputing income (or deductions) to a taxpayer while the taxpayer
For illustrative purposes, this Report generally refers to an equity CNPS (the "Equity
CNPS") pursuant to which one party ("A," or the "long party") agrees to pay the other party ("B,"
or the "short party') at periodic intervals for three years an amount equal to LIBOR (or a LIBORbased rate) times a notional S100X, and an amount at year 3 equal to the excess, if any, of $100X
over the then-value of 10 shares of ABC stock (each worth $10X at the commencement date), hi
exchange, B agrees to pay A, on the same dates A makes its periodic LIBOR payments (with the
two amounts netted), an amount equal to all dividends paid on 10 shares of ABC during the
relevant period, and an amount at year 3 equal to the excess, if any, of the then-value of 10 shares
of ABC stock over $100X.
Now imagine that the terms of the CNPS are that, instead of LIBOR, A agrees to pay at
periodic intervals a fixed rate, say 5%, times the notional amount of $ 1OOX. Under the NCSM,
the parties will calculate a projection for the amount B will be expected to pay to A at maturity,
and as the value of 10 shares of ABC stock and the applicable federal rate change over the term of
the swap, A will be required to recognize as ordinary items a portion of the resulting changes in
this projection. However, if interest rates rise, A will not be required to recognize any gain
attributable to having "locked in" a below-market fixed rate, and thus will be able to dispose of the
NPC and take advantage of the Character Electivity resulting from this built-in item (perhaps as
well as the unrecognized portion of the marked value of the projected payment from B). By
contrast, if rates fall but the value of ABC rises commensurately, A may be required, throughout
the term of the NPC, to include amounts attributable to increases in the projected amount payable
from B, notwithstanding that A may in fact on a "fully" marked-to-market basis have a loss in the
NPC, attributable to its requirement to pay an above-market fixed rate.
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in economic reality has a built-in loss (or gain). Indeed, other than a mandatory
all-ordinary regime like that prescribed for securities held by dealers in such
capacity, or a mandatory all-capital regime like that proposed in the Character
Proposal for forward contracts and bullet swaps, no system for taxing financial
instruments fully eliminates character electivity. Even common stock can be sold
at a capital gain shortly before a dividend record date, notwithstanding that a
substantial portion of the gain may be attributable to the certainty of a pending
distribution.
We do not view it as a worthwhile effort to attempt to draft regulations to
avoid entirely the possibility of character electivity with respect to any financial
instrument. Indeed, while all-ordinary and all-capital regimes avoid the problem
of character electivity, they each entail a different form of arbitrage. For example,
all-ordinary regimes (other than mark-to-market regimes) allow taxpayers to
"cherry-pick" losses by selectively unwinding "loss" transactions early, while
holding "gain" positions open (which we call "timing electivity"), and may also
allow taxpayers to avoid the loss limitation rules of Sections 1211-1212 and the
straddle loss deferral rules of Section 1092(a). All-capital regimes, by contrast,
treat as capital even items attributable to time-value, subjecting such items to
capital loss limitations from the perspective of the time-value "payor," and
allowing conversion of such amounts into capital gain (or reduction of capital
loss) in the hands of the time-value "recipient." However, the proposed
Reprojection Mechanism is significantly more complex than other regimes
applicable to financial instruments, and we believe it does relatively little to solve
the problem of character electivity.
We believe the most effective way to address the problem of character
electivity is not through a timing regime but through a character rule. Thus, in
our 1998 Report, we proposed that all NPC items attributable to changes in the
value of a capital asset (which we described in the 1998 Report as "Value
Payments") be treated as capital gain or loss. We continue to believe this is the
appropriate response to the problem of character electivity,9 and we believe that
Treasury and the IRS currently have the authority to prescribe regulations under
Section 1234A to achieve this result. Section 1234A applies generally to gain or
9

We note in this regard that the treatment of payments with respect to changes in the
value of capital assets as ordinary items creates significant straddle issues. For example, a
taxpayer holding stock of corporation XYZ may be able to enter into the short leg of a periodicpayment NPC and currently deduct periodic payments attributable to the increase in value of its
XYZ stock, because these deductions are not losses subject to deferral under the straddle rules.
Indeed, the Proposal would amplify this concern by imputing to the taxpayer deductions
attributable to the expected increase in XYZ's value, and treating all such amounts as ordinary.
The proposed regulations under Section 263(g) would, if finalized, make clear that net payments
with respect to a swap that is a straddle position are not currently deductible.

loss attributable to the cancellation, lapse, expiration or other termination of a
right or obligation with respect to a capital asset. While we understand that
Treasury and the IRS may view this language as excluding an item determined by
reference to the value of a capital asset under an instrument that is not itself
cancelled, lapsed, expired or terminated in connection with the realization of such
item, we think this language easily supports such an interpretation. Indeed, we
think it a natural (although not the only) reading of this language that any
payment determined by reference to the value of a capital asset is attributable to
the "cancellation," "expiration" or "termination" of the recipient's right to receive
such payment. We see nothing in these words that requires an unscheduled event
to trigger the provision; indeed, the Character Proposal includes a proposal to
treat "by terms" payments under forward contracts as giving rise to capital items.
We have no doubt that this treatment of forward contracts is supported by the
words of Section 1234A, and we think the application of Section 1234A to NPC
payments reasonably could lead to the same result.
Exactly how such a rule would be drafted is in part a function of what
regime is adopted to address the timing of CNPS payments. For example, if a
comparable noncontingent NPC timing method is adopted, and if it is considered
important to retain the character of certain items as interest, it may be appropriate
to treat each contingent nonperiodic payment under an NPC on a "gross basis,"
i.e., as a composite of two elements: (i) a payment of all interest amounts then
accrued under the adopted timing method and (ii) a "gross" Value Payment. The
Value Payment would then be compared to the projected value of that payment
under the adopted timing method (adjusted, in the case of sales or early
terminations, to reflect the timing of the payment), and the difference would be
capital gain or loss. It would then be necessary to determine how to treat periodic
and deemed periodic payments under capital asset-linked NPCs. One possibility
is to treat "net" periodic payments or receipts attributable to changes in value of
capital assets as capital gain or loss, with any excess as ordinary income or
deduction. In that event, it would make sense to treat "deemed" net periodic
payments or receipts under a comparable noncontingent NPC regime as capital
items, while retaining the treatment of deemed interest as interest income or
deductions.10
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Another alternative to address the problem of character electivity, which
we considered but did not propose in our 1998 Report, and which has recently
been proposed by one commentator,11 is an all-ordinary regime for NPC payments,
coupled with a limitation on the ability to "cherry-pick" losses and a special rule
for NPCs that hedge capital assets. While such a regime has the virtue of relative
simplicity (other than with respect to loss limitations and capital asset hedges), we
do not recommend it. First, such a regime would be fundamentally inconsistent
with the treatment of most other financial instruments (other than the regulations
relating to contingent payment debt instruments), and thus would permit taxpayer
electivity among different taxing regimes. Second, it is difficult as a policy
matter to reconcile such a regime with congressional enactments such as Sections
1233, 1234, 1234A, and 1234B, which generally treat positions with respect to
capital assets as capital assets. Third, absent some additional limitations, such a
regime creates various arbitrage opportunities for taxpayers, described more fully
on page 8. However, if Treasury and the IRS are unwilling to consider adoption
of a "Value Payment" approach to NPCs in general and CNPSs in particular, we
would be happy to give more thought to the issues raised by an all-ordinary rule
as an alternative to the Reprojection Mechanism under the currently proposed
NCSM.
III.

Timing Issues

This Part of the Report discusses the Basic NCSM (i.e., assuming our
recommendation not to adopt a Reprojection Mechanism is followed). As
discussed above, we do not support the adoption of a Reprojection Mechanism;
however, certain aspects of the proposed Mechanism are discussed in Part VII, in
the event Treasury and the IRS determine to adopt such a regime.
Even in the absence of the Reprojection Mechanism, the proposed NCSM
is a complex regime. It involves a number of economic underpinnings that in our
view are not, or are not clearly, accurate, and thus might be susceptible to
manipulation by sophisticated taxpayers. Its application is not entirely clear in all
cases. Most importantly, it is materially different from other regimes that apply to
economically similar arrangements, and thus may invite taxpayer "electivity"
among competing regimes. As one example, we are concerned that taxpayers
might enter into "short" CNPSs (i.e., where the taxpayer receives LIBOR
periodically and makes a maturity "value payment") as hedges of long prepaid
forwards, equities or other investments held by the taxpayer. Assuming the
taxpayer properly structures its transactions so that these CNPSs are not straddles
1
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with the taxpayer's "long" positions, the taxpayer could receive LIBOR payments
on its short CNPSs generally without current tax, and indeed might be entitled to
deduct "deemed" payments to the counterparty (which, very generally, is the
result of the application of the NCSM to short CNPSs), while simultaneously
"accruing" the time value component of its long positions tax-free. Indeed, as
discussed in note 9, even if the taxpayer's positions were a straddle, the straddle
rules may not affect these results, because the taxpayer's NPC items are not
straddle losses. Proposed regulations under Section 263(g) might eliminate the
current deductibility of the taxpayer's deemed payments under the short CNPSs,
but would in any event not affect the noninclusion of the taxpayer's periodic
receipts thereunder.12
We recognize that any regime for the taxation of CNPSs, other than waitand-see and open transaction, will create complexity. Indeed, in both the 1998
Report and the 2001 Report, we supported regimes similar in many respects to the
proposed Basic NCSM. In this section, we briefly analyze the proposed Basic
NCSM, our 1998 and 2001 proposals, and several other possible regimes for
dealing with the timing of contingent nonperiodic payments, in each case from the
perspective of the policy objectives laid out in the Notice. Ultimately, subject to a
number of technical points discussed below and in Part VII, we would support the
adoption of the Basic NCSM, or any of several other possible regimes.
However, we think that certain types of CNPSs should not be subject to
any amortization method of accounting. For example, as discussed below, we
think that CDSs should be subject to a wait-and-see method, at least where they
hedge debt or other fixed income portfolios. We also believe that for shorter-term
capital asset value CNPSs, such as the Equity CNPS described in Part I, it is most
appropriate to apply an open transaction method of accounting.
In considering possible timing regimes for CNPSs, we note that the factor
that most contributes to the complexity of the regime is the determination of what
portion of various amounts constitutes interest for U.S. federal income tax
purposes. A regime such as the open transaction method (which simply treats all
"interim" payments under an NPC as open, deferring all taxation until maturity
and then comparing the aggregate of all payments made against all payments
received to determine gain or loss), while having the virtue of being simple and
12

We acknowledge that, other than the imputed deductions that would generally be
available under the NCSM, taxpayers could reach a similar result (i.e., could receive LIBOR
payments on a tax-deferred basis in a relatively riskless transaction) by accounting for short
CNPSs under an open transaction method. This result is generally a function of the failure to
impute income to the taxpayer under prepaid forwards. Nonetheless, as the text indicates, the
basic NCSM would make the issue more acute.
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administrable, makes no provision for determining whether or to what extent any
component of the payments under the instrument should be considered interest.
On the other hand, any amortization method (such as the NCSM) is inherently
complex, and its economics are in our view inherently imprecise, because there is
no universally "correct" answer to the question whether or to what extent the
"long" party to a CNPS has in an economic sense lent money to the short party.13
We acknowledge Treasury's view that it is helpful to make a
determination of what component of items under a CNPS constitutes interest, and
an amortization method for CNPSs is clearly consistent with both the "level
payment method" adopted for prepaid swaps and with our recommended
approach to prepaid forward contracts and "in-the-money" options, as set forth in
our Imputation Report. However, as discussed further below, we do not believe
that there is a fundamental policy need (or, indeed, that it is possible) to determine
what component of CNPS items is properly treated as "interest," in the case of
shorter-term capital asset value CNPSs such as the Equity CNPS described in Part
II above.
As a starting point, we note that under current law, interest is not imputed
with respect to instruments like forward contracts and options, which clearly
involve a time value component, notwithstanding the possibility that the
instrument may provide for payments by one party to the other prior to maturity.14
While it is clear to us that at least some CNPSs should involve the imputation of
interest (such as the prepaid swap described in Notice 89-21, the NPC described
in Revenue Ruling 2002-30, and the "LIBOR" and "Equity Value" CNPSs
described below), these instruments involve either known prepayments or positive
13

It is worth noting that the long party to an NPC is in the first instance in the economic
position of borrowing money from the short party to acquire the exposure to one or more assets.
Thus, a regime that not only denies current deductions for the long party's incurred "carrying
charges" (as under an open transaction method or the method proposed in our 2001 Report) but in
addition treats the long party as lending money to the short party is one that we think should be
adopted in any given context only after careful analysis.
14

hi our Imputation Report, we proposed that significant prepayments under forward
contracts and options should be subject to imputation based on the recipient's comparable yield. It
is less clear to us whether and to what extent a similar rationale would argue for imputation with
regard to periodic payments under a shorter-term capital asset value swap such as the Equity
CNPS. The argument for imputation in the context of significant prepayments reflects the
likelihood that all or a substantial portion of the prepayment will be returned to the taxpayer
(because the counterparty's obligation is to pay the value of a capital asset, not the change in value
thereof, a distinction discussed further below). This is not, or is not clearly, the case in the context
of a shorter-term capital asset value swap, where the taxpayer makes a significantly smaller
"investment" in the contract (in the form of periodic payments) and has a lower probability of
being repaid this investment.
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deferred payments. It does not follow that all deferred-payment NPCs should be
subject to interest imputation, at least where there is a realistic possibility that the
deferred payment will be zero or, indeed, negative - as in the case of the Equity
CNPS. In these circumstances, imputing interest amounts to a pure policy
judgment, of the kind that was made in promulgating the contingent payment debt
rules.
Indeed, we think the determination to impute interest with respect to the
Equity CNPS is a step beyond the policy underpinning of the contingent payment
debt instrument rules. Those rules start from the legal conclusion that in cases
where the parties have contractually agreed (among other things) to exchange a
fixed amount at different times, one party has lent money to the other. It is in this
context that the contingent payment debt instrument rules impose accrual at the
borrower's comparable yield (without regard to the nature of the instrument's
contingencies) on the (reasonable) premise that the loan was likely to have been
extended on the expectation of a reasonable return. Promises to pay completely
variable amounts, however, are not normally treated as debt obligations. The
Basic NCSM, therefore, reverses the logic of the contingent debt rules, imposing
an interest charge in the absence of an indebtedness, on the premise that the
forward price of a capital asset (without regard to accruals like original issue
discount, etc.) is as an economic matter likely to be higher than its current price.
We are not aware of any existing regime that attempts to tax on a current basis
expected increases in capital asset values.
Thus, we think that for shorter-term capital asset value CNPSs such as the
Equity CNPS - i.e., where all contingent nonperiodic payments are determined by
reference to the change in value, positive or negative, of one or more capital
assets, and with a term to maturity of not longer than five years, the open
transaction method best satisfies the policy criteria set forth in the Notice. As
described in our 1998 Report, under this method, all items under a CNPS are
deferred to the maturity of the CNPS, with any difference between aggregate
payments and receipts realized at that time (presumably, as we have
recommended, as capital gain or loss).15 In effect, the open transaction method
treats a CNPS the same as a forward contract, with all interim flows treated as
prepayments under the forward contract. Taxation under the open transaction
method is thus very similar to the current taxation of options and forwards,
although different from the taxation of "leveraged equity." Obviously, the open
transaction method is extremely simple, certain of application and administrable.
15

The open transaction regime, like all other realization-based regimes, preserves timing
electivity, as described on page 8, above. While we encourage Treasury and the IRS to consider
whether action to address timing electivity is necessary or appropriate, the issue is beyond the
scope of this Report.
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We emphasize that an open transaction regime should apply only to
CNPSs where all contingent payments are determined by reference to the actual
change in value of one or more capital assets. Thus, for example, an instrument
that provides that the short party will pay $X at maturity if a specified capital
asset is worth more than $Y, but will receive $Z otherwise, should not be subject
to an open transaction method of accounting. We also think it obvious that any
such regime would require an antiabuse rule. For example, a contingent payment
determined by reference to the change in value of an OID debt instrument,
particularly as it approaches its maturity date, can operate very much like a debt
instrument, and should not be subject to an open transaction method of accounting.
In addition, the antiabuse rules might be applied to limit the "electivity" of an
open transaction method of accounting. For example, the application of an open
transaction method of accounting to a particular capital asset value CNPS may not
be appropriate where the instrument's contingencies are not likely to be
significant relative to the present value of the contingent payer's noncontingent
payment obligations under the instrument.
We also caution that the open transaction regime should not apply to
CNPSs where a contingent payment is determined by reference to the value (as
opposed to the change in value) of one or more capital assets. For example, we
will refer to the following instrument as an "Equity Value CNPS": A could agree
to pay a periodic amount (say, 5% of the initial value of X shares of ABC stock)
in exchange for B's obligation to pay at maturity a specified percentage of the
maturity value of X shares of ABC stock. This instrument is economically
distinguishable from the Equity CNPS, because B's maturity payment will always
be a positive amount. This instrument, like those described in our Imputation
Report, has a significant component of lending from A to B; indeed, it is in
substance a (periodically) prepaid forward contract.16 Thus, we believe it should
be taxed under an amortization regime.
Another class of CNPSs that merits special rules are "credit default
swaps," or "CDSs." For example, suppose that A agrees to pay B a periodic
LIBOR-based amount for a period of years in exchange for a contingent payment
from B equal to the amount, at any time during the term of the instrument, upon
one of certain identified trigger events, by which the value of an identified thirdparty debt instrument (not necessarily held by A) is less than its stated redemption
16

This is very similar to the "abuse" embedded in the instrument described in Revenue
Ruling 2002-30: Its final maturity payment was in substance determined by reference to the value
of an asset portfolio, not the change in value thereof, see David P. Hariton, Confusion About
Swaps and Rev. Rul. 2002-30, 95 TAX NOTES 1211 (May 20, 2002). The instrument thus was
more debtlike than a capital asset value CNPS.
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price. This instrument provides for a payment that is contingent both as to time
and amount, and is determined by the change in value of a capital asset - but only
the negative change in such value. It is not clear that this instrument is an NPC
under current law (it in fact is economically equivalent to a periodic-premiumpayment put option issued by B to A), although we understand that market
practice is to treat CDSs as NPCs. This is because taxpayers typically enter into
such instruments in order to hedge their debt portfolios, and the inability to deduct
periodic payments under a CDS as an offset to ordinary interest inclusions17
amounts to an uneconomic inefficiency for debt hedgers.18
Such instruments should not be subject to an amortization regime such as
the Basic NCSM, because the probability-weighted value of any payment from B
to A during the instrument's term is very low. Nor, in our view, should they be
subject to an open transaction regime, at least in the case of a protection buyer (A,
in our example) that is hedging, economically, a debt or other fixed income
portfolio. This is because in economic substance, a taxpayer's cost of hedging a
debt portfolio for a given period is appropriately considered expended in that
period, and should be accounted for as such. Absent an expanded regime for
integrating such instruments with a fixed-income portfolio, we believe A's
periodic payments under such instruments should be currently deductible.
A. The Basic NCSM
As discussed in Part I.B. above, the proposed Basic NCSM requires
taxpayers to project a value for each contingent nonperiodic payment, discount
that value to the commencement date of the NPC (presumably using the
applicable federal rate (the "APR") for the NPC's term), and then apply the "level
payment method" to determine the amounts of NPC payments and, if the
contingent nonperiodic payment is significant, interest, attributable to each
taxable year.19 As a matter of economic accuracy and neutrality among
17

The integration rules of Treasury Regulations Section 1.1275-6 do not apply in this
context, and taxpayers other than banks cannot use the hedge accounting rules for portfolio debt
hedges.
18

See Bruce Kayle, "Will the Real Lender Please Stand Up? The Federal Income Tax
Treatment of Credit Derivative Transactions," 50 TAX LAWYER 569, 591-98 (1999).
19

We note that the Timing Proposal adopts (and requires taxpayers to use) the alternative
approach for dealing with contingent nonperiodic payments described in Regulations Section
1.446-3 (f)(2)(iii)(B), rather man the "general" approach of Section 1.446-3(f)(2)(ii). It is not clear
how the "general rule" would apply where a nonperiodic payment is not an upfront payment (the
only example given of the application of the general rule, Section 1.446-3(f)(4), example 7,
involves an upfront payment), or how it would interact with Section 1.446-3 (g)(4), which requires
a nonperiodic payment to be treated as a separate loan. Consideration should be given to
(...continued)
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competing regimes, the most critical aspect of the Basic NCSM is the use of the
APR throughout the regime.20 Treasury and the IRS have requested comments as
to the appropriateness of this rate for projecting the amount of a contingent
nonperiodic payment. We also think it worth considering whether this is the
appropriate rate for discounting that value to the commencement date and for
imputing interest on the series of "deemed loans" created by the NCSM. For all
of these purposes, we think the APR operates as a fairly blunt instrument.
First, we note that very few borrowers can borrow at a riskless rate (even
on a fully collateralized basis), and the short party to a CNPS rarely collateralizes
its obligations. Thus, to the extent that the AFR is used to calculate the interest on
deemed loans from the long party to the short party under a CNPS, it tends to
understate, economically, the borrowing rate of the short party. Second, for
CNPSs with a term greater than three years, using the AFR for the term of the
CNPS as the short party's borrow rate tends to overstate the short party's cost of
borrowing in the later years of the NPC; the "appropriate" AFR for any deemed
level payment loan would correspond to the term of the deemed loan - i.e., the
period from the date of such deemed loan to the maturity of the NPC.
Thus, while adding significant complexity, the use of the AFR in
constructing the schedule for a CNPS is unlikely to achieve a "truly" clear
reflection of the parties' interest accruals. We also question whether sophisticated
taxpayers might be able to use these systemic biases to manipulate results that
might otherwise obtain, for example under the Section 861 interest allocation
rules, the AHYDO rules and the earnings stripping rules. Nonetheless, given the
greater complexity of (at least some of) the alternative methods that would afford
a more accurate measurement of income, we think the Basic NCSM is a
reasonable approach to the issue with regard to many CNPSs.
B. Comparable Rate Swap

(continued...)
revisiting the question whether taxpayers should have a choice between the level payment method
and the "general rule" for addressing nonperiodic payments under current law.
20

The AFR as defined in Section 1274(d) consists of three rates depending upon the term
to maturity (up to 3 years, over 3 but not over 9 years, and over 9 years), determined monthly by
the Secretary as the average market yield for a 1-month period on outstanding marketable
obligations of the United States with remaining maturities within the relevant range. Thus, loosely,
the short-term AFR in any month is the average "riskless yield" on all debt with maturities up to 3
years; the mid-term AFR in any month is the average riskless yield on all debt with maturities of 3
to 9 years, and the long-term AFR in any month is the average riskless yield on all debt with
maturities greater than 9 years.
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Treasury and the IRS might also consider as an alternative to the Basic
NCSM the following regime, which in some respects is simpler and easier to
administer than the NCSM. Taxpayers could be required to construct a
"comparable interest rate swap" by determining the "swapped equivalent" of the
periodic payer's rate (these swapped equivalents are published in, among other
things, Bloomberg and the Wall Street Journal),21 treat such amounts as paid by
the "short" party to the "long" party periodically over the term of the NPC, and
then treat such amounts as lent back to the short party at a rate equal to its
comparable yield (within the meaning of Treasury regulations Section 1.1275-4),
in each case for the period of the relevant deemed loan. Determining the short
party's comparable yield is complex and subject to taxpayer manipulation, but no
more so than is currently the case under the contingent payment debt instrument
rules, and as an economic matter it accurately reflects the assumption that money
has been lent (typically on an uncollateralized basis) to the short party.
We believe the comparable rate swap method is economically accurate
within the framework of an assumption that interest imputation is appropriate.
Moreover, the deemed schedule under such a method is generally objectively
determinable and avoids the need to "project" a maturity payment and discount it
back to commencement - the parties would simply treat the deemed loans plus the
deemed interest thereon as repaid to the long party by the short party, and the
difference between that amount and the short party's actual payment would, under
our character proposal, be taken into account as an ordinary or capital item,
depending on whether and to what extent such difference constitutes a Value
Payment.
By way of illustration, consider an NPC (which we refer to as the "LIBOR
CNPS") in which party A agrees to pay at periodic intervals a fixed rate, say 5%,
times a notional amount of $100X. In exchange, party B agrees to pay at maturity
a formulaic amount equal to the average LIBOR rate during the term of the swap
accruing on the same notional amount of $100X.22 At a number of different levels,
21

In fact, the swapped equivalent is a function of the "bid-ask" spread. Generally, the
published rate is the mid-market rate.
22

We note that the Proposed Regulations might not require the application of the NCSM
to this instrument, because the NCSM would apply only to "contingent nonperiodic payments,"
which would not include payments "equal to the sum of amounts that would be periodic payments
if they are [sic] paid when they become fixed." Arguably, B's obligation under this instrument is
equivalent to a daily accrual of LIBOR. Thus, instead of applying theNCSM, the parties might be
required to treat this instrument under the general rules of current section 1.446-3 (described
briefly in note 18). However, it would not be difficult to construct an instrument similar to the
LIBOR CNPS that would be treated as having a "contingent nonperiodic payment" within the
meaning of the Proposal, and thus that would be subject to the NCSM. For example, if the parties
desired the application of the NCSM to a LIBOR CNPS, B's LIBOR accruals could be set to
(...continued)
18

the Basic NCSM may not accurately reflect the economics of the LIBOR CNPS
in ways that might invite taxpayer manipulation.23 Under the comparable rate
swap method, the comparable rate would be the average actual LIBOR rate for
each period, which B would be treated as paying to A and then borrowing back
from A at B's comparable yield for the period from the deemed payment date to
the NPC's maturity. At maturity, B would be treated as repaying A's loans (equal
to the aggregate of the accrued LIBOR amounts) plus the aggregate accrued
interest on these loans, and the difference between that amount and what B
actually pays A would be treated as ordinary income or loss (under our character
proposal).
The comparable rate swap method thus may produce an accurate measure
of income when applied to instruments like the LIBOR CNPS and other
instruments that are appropriately subject to amortization (including longer-term
capital asset value CNPSs).
C. The 1998 Noncontingent Swap Proposal
Among other things, the 1998 Report recommends consideration of the
adoption of a method of accounting for CNPSs similar to the Basic NCSM, but
without the Reprojection Mechanism. Thus, the two methods fare similarly from
the perspective of the enumerated policy goals identified in the Notice. The most
significant differences between the two are the methods used to estimate the
amount of the contingent payment and the rate at which they determine the
present value of that estimate. We think the Basic NCSM is somewhat clearer, in
that it specifies a hierarchy of methods of computing the projected payment,
(continued...)
occur less often than annually, so they would not be "periodic payments" if paid when fixed,
under Treasury Regulations Section 1.446-3 (e)(l).
23

We note first that it is not clear what the projected amount of B's maturity payment
under this instrument should be. There is no active trading market for this deferred LIBOR
payment, and there is no current price of that payment that may be compounded at the APR to
produce the projected amount. Thus, the parties would presumably be required to use objective
information to produce a reasonable estimate of B's payment. One reasonable method might be to
fix the current value of LIBOR and multiply it by $100X times the number of "swap years" (this is
essentially how the variable rate debt instrument rules of Treasury regulations Section 1.1275-5
address the issue in a similar context). However, this fails to account for the yield curve effect of
LIBOR, and thus tends to understate significantly the expected "average" LIBOR rate over the
NPC's term. Second, we do not believe that it is economically accurate to discount the projected
amount to the commencement date or to impute interest at the APR (or any riskless rate), because
this NPC, unlike the Equity CNPS, has a significant component of lending from A to B, and thus
the parties would as an economic matter be likely to price the instrument assuming a higher
discount rate than the APR.
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whereas the 1998 Report permits taxpayers to choose a method. However, the
"sum of the future values" component of our 1998 Report is simple to apply
(provided one can determine the rate at which to calculate the future value) and
might serve as a useful "third" alternative (i.e., in lieu of a "reasonable estimate
based on objective information") under the Basic NCSM. Thus, if the Basic
NCSM is adopted, consideration should be given to specifying that if neither
specified method produces a reasonable estimate of a contingent payment, the
future value of the long party's payments (grown at the APR) should be presumed
to be reasonable.
D. The 2001 Noncontingent Swap Proposal
In response to Notice 2001-44,24 our 2001 Report proposed a variant of
the comparable noncontingent NPC method described in the Notice and our 1998
Report. We believe that the 2001 Report's proposed methodology fares well from
the perspective of the enumerated policy goals identified in the Notice, at least for
"typical" CNPSs. It eliminates in many circumstances the need to value the
contingent amount, discount it to the commencement date and create a series of
level payments, thus eliminating a substantial amount of complexity, uncertainty
of application and potential for taxpayer manipulation, while at the same time
producing, in our view, substantially similar tax results.
IV.

Elective Mark to Market Regime

We generally support an elective mark-to-market regime for CNPSs. As
has been discussed throughout this Report, there are myriad possible methods for
dealing with contingent nonperiodic payments, and the accuracy and
appropriateness of any particular method depends in large part on the type of
contingent payment at issue. Where possible (i.e., where value can be determined
periodically with reasonable accuracy), mark-to-market provides as an alternative
a clear and accurate method of accounting for CNPSs. However, because the
Mark-to-Market Proposal imposes the complexity and uncertainty of requiring
taxpayers in many cases (i.e., where the contingent nonperiodic payments are
significant) to calculate an interest factor, taxpayers may be less willing to make
use of it. Nor do we believe that such a requirement is economically necessary
for shorter-term capital asset value CNPSs or CDSs, as discussed throughout this
Report.
Calculating an interest factor might in at least some cases be considered
appropriate for a taxpayer marking to market a noncontingent nonperiodic
24

2001-2 C.B. 77.
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payment swap, because there is a determinable time value component to
noncontingent nonperiodic payments. However, we do not understand why a
mark-to-market method of accounting should be available for noncontingent
nonperiodic payment NPCs, unless all NPCs are subject to such an election.25
Absent the availability of a mark-to-market election for all NPCs, we think
noncontingent nonperiodic payment NPCs should be treated (as they are under
current law) as level-payment swaps plus amortizing loans between the parties,
with appropriate interest.26
We note also that, as has been the case under Section 475, the issue of
how to value an NPC will be a difficult one, administratively. Few NPCs are
actively traded, and counterparties who are Section 475 dealers may not be able to
supply their mark-to-market valuations, for competitive, legal or regulatory
reasons.27 Thus, critical to the utility of the Mark-to-Market Proposal will be a
clear determination of whether and to what extent financial statement valuations
may be relied upon by electing taxpayers.
In addition, we recommend that Treasury and the IRS promulgate rules
addressing a number of ancillary issues regarding the elective mark-to-market
regime. For example, we believe it should be made clear that the wash sale rules
of Section 1091 do not apply to losses resulting from a mark-to-market of a CNPS
under Section 1.446-3(i).28 We also believe that the interaction of the regime with
25

Other than the need to determine a discount rate for purposes of present-valuing
noncontingent nonperiodic payments, there is no difficulty in applying current law to
noncontingent nonperiodic payments in a manner that fairly accurately reflects income. Under a
mark-to-market regime, taxpayers account currently for changes in value of all payment streams
under an instrument, not merely nonperiodic payments. See page 7 above. This option is not
available for NPCs that have no nonperiodic payments but may nonetheless have "built-in" gain or
loss at any given time. Thus, the ability to mark to market nonperiodic payment swaps creates an
additional "disconnect" between the taxation of economically similar instruments.
26

We note that, unless all NPCs are subject to an elective mark-to-market regime, it
would be advisable to minimize the electivity of the regime. For example, if the Mark-to-Market
Proposal is adopted in its current form (i.e., allowing mark-to-market for all nonperiodic payment
NPCs), it would be advisable to require as a condition to marking to market a particular instrument
that the aggregate of the nonperiodic payments be (or be expected to be) significant relative to the
aggregate of the payer's payments under the instrument.
27

This is in part because dealers do not necessarily mark their individual positions to
market, but may be doing so on an aggregate basis; in part because they may not in any event be
willing to assume liability for the accuracy of such valuations (particularly in light of the
complexity involved in determining value for Section 475 purposes); and in part because they may
not be willing to "reveal" to their counterparties the valuation methodologies they use to price
their NPCs (which typically include conservative assumptions amounting to risk premium).
28

See, e.g., Sections 475(d)(l), 1256(f)(5).
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the straddle rules merits consideration. For example, it may be determined that
rules similar to the mixed straddle rules should be imposed with respect to
marked-to-market CNPSs.29 At a minimum, we think it should be made clear that
losses recognized under the regime constitute Section 165 losses subject to
Section 1092(a). Consideration should also be given to whether our character
proposal (treating Value Payments as capital items) should be incorporated into
the mark-to-market regime (although we note that such an undertaking would be
quite complex). Additional issues are raised regarding whether taxpayers should
be permitted to begin marking to market pre-existing CNPSs, as would appear to
be the case under Proposed Section 1.446-3(i)(6). For example, we do not believe
it would be appropriate for a taxpayer to make a mark-to-market election with
respect to an existing CNPS at a time when the CNPS has built-in losses, thereby
accelerating such losses and perhaps (if our character proposal is adopted)
converting capital losses to ordinary losses. Rules similar to the rules of Treasury
regulations Section 1.475(a)-3 would also be advisable.
Finally, we would recommend that a taxpayer who elects to mark to
market its CNPSs under Treasury regulations Section 1.446-3(i) be required to
mark such instruments to market prior to any termination or disposition thereof.
Because the mark-to-market regime is elective, we do not view this as in any
manner violative of the policy of Section 1234A, and it obviously avoids the
character electivity that would otherwise result.

29

See Treas. Reg. Sections 1.1092(b)-3T, -4T. The viability of a mark-to-market election
may be undermined if CNPSs that are straddle positions are subject to mark-to-market ordinary
loss recognition under the regime while capital gain with respect to offsetting positions is deferred,
or if ordinary income is recognized under the regime while capital losses on offsetting positions
are subject to limitation.
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V.

Antiabuse Rule

As illustrated throughout this Report, we believe that no single method of
accounting for NPCs adequately takes account of the variety of economically
dissimilar instruments that fall under that rubric. Thus, any chosen regime (other
than a true mark-to-market regime) will invariably fail to account for the salient
economic features of at least some NPCs. The result is that sophisticated
taxpayers will invariably find ways to manipulate the chosen regime to their
advantage. Moreover, because any regime chosen to address the timing of items
relating to CNPSs will be meaningfully different from other existing regimes for
taxing similar instruments, it will be necessary to curtail regime electivity,
possibly on a transaction-by-transaction basis. We feel strongly that Treasury and
the IRS must retain the ability to deal with these potential abuses as they arise,
and thus we do not support the Antiabuse Repeal Proposal.
VI.

"Transition" Rules

As discussed in the Introduction, the Preamble raises an issue regarding
the appropriate accounting for CNPSs under current law. Specifically, the
Preamble provides that:
With respect to NPCs that provide for contingent
nonperiodic payments and that are in effect or entered into on or
after 30 days after the date of publication of these proposed
regulations in the Federal Register, if a taxpayer has not adopted a
method of accounting for these NPCs, the taxpayer must adopt a
method that takes contingent nonperiodic payments into account
over the life of the contract under a reasonable amortization
method, which may be, but need not be, a method [described in the
Proposed Regulations]. If a taxpayer has adopted a method of
accounting for these NPCs, the Commissioner generally will not
require a change in the accounting method earlier than the first
year ending on or after [30 days after finalizationj."
(emphasis added). Our Chair letter of March 15, 2004 (the "Letter") addressed a
number of time-sensitive issues raised by this language, including whether it
might incentivize taxpayers to unwind then-existing NPCs within the identified
30-day period in order to avoid the risk that their methods of accounting for such
transactions could thereafter be subject to challenge. More generally, the
highlighted language above appears to reflect a belief that taxpayers' existing
methods of accounting for CNPSs may as a general matter not be "permissible"
under current law. In particular, the Preamble discusses the "wait and see"
method, under which taxpayers account currently for periodic payments while
deferring until resolution the accounting for any contingent payments. The
23

Preamble notes that the wait and see method is inconsistent with "the existing
specific timing rules for periodic and nonperiodic payments and with the general
rule . .. respecting recognition of nonperiodic payments over the term of the
contract," as well as "the timing regime that sec. 1.1275-4(b) provides for
contingent debt instruments."
It is far from clear to us what the intended import of the Preamble was. It
is subject to numerous interpretations, including that Treasury and the IRS (i) will
(or may) provide guidance in the year of finalization of the Proposed Regulations
authorizing taxpayers to begin using a reasonable amortization method for
transactions entered into after that time; (ii) will (or may) provide guidance in the
year of finalization to the effect that all then-existing transactions are subject to a
change of accounting (and on what basis Section 481 adjustments must be made);
(iii) will (or may) provide guidance such as that described in (ii), but only with
respect to transactions entered into after the publication of the Proposed
Regulations; (iv) will (or may) on a case-by-case basis beginning in the year of
finalization challenge taxpayers' method of accounting for CNPSs (and impose
involuntary Section 481 adjustments); or (v) will (or may) in the year of
finalization offer taxpayers automatic consent to change their method of
accounting to a reasonable amortization method.
Because many taxpayers have an existing method of accounting for
CNPSs and thus must, without regard to what was intended by the Preamble
language or its potential costs to them, continue to account for pre-existing and
new CNPSs on that basis, we believe that it is essential that Treasury and the IRS
provide clarity (perhaps in the form of an interim Announcement) as to how they
intend to treat existing CNPSs at the time of finalization of the Proposed
Regulations.
Regarding the substance of such guidance, as discussed elsewhere in this
Report, we do not believe that, as an economic or policy matter, shorter-term
capital asset value CNPSs or CDSs that hedge fixed income portfolios should be
subject to an amortization method of accounting at all. Moreover, there is no
question that wait and see replicates the taxation of a "leveraged investment,"
which is incontrovertibly appropriate where a taxpayer actually borrows to
acquire an asset.30 And as discussed in the Letter, Treasury and the IRS have
30

We note in this regard that a CNPS does not even have the effect of "manufacturing"
the tax "benefits" of a leveraged investment in many or most cases. For example, consider the
Equity CNPS where, as is typically the case, B is a securities dealer. If B actually holds the ABC
stock to hedge its short exposure to A, as a dealer subject to mark-to-market accounting under
Section 475, B does not achieve any "realization benefit" from owning the ABC stock but merely
in effect passes that benefit through to A. Contrast the case where B hedges its exposure to the
Equity CNPS by entering into a prepaid forward or similar transaction with a taxable U.S. owner
(...continued)
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been aware of (and implicitly acknowledged, in Revenue Ruling 2002-30) the use
of wait-and-see accounting for CNPSs, and have in various guidance beginning in
1989 indicated their understanding that the appropriate taxation of CNPSs is a
complex issue.
Thus, we would oppose any action requiring a change in accounting
method for CNPSs in existence on February 26, 2004 (the promulgation date of
the Proposed Regulations), except in cases of specific abuse.31 For CNPSs
entered into after February 26, 2004, we recommend that Treasury and the IRS
provide guidance clarifying that taxpayers using a wait-and-see method with
respect to such instruments (other than CDSs that hedge fixed income portfolios)
will be subject to a change in method of accounting (and a corresponding
adjustment under Section 481) shortly (say, three months) after the time of
finalization of the Proposed Regulations, if such instruments remain in existence
at that time. We also believe such guidance should provide that, other than CDSs
that hedge a fixed income portfolio and shorter-term capital asset value CNPSs,
for CNPSs entered into more than 30 days after the date of such guidance,
taxpayers must use a reasonable amortization method (including any of the
methods described in Notice 2001-44 and the Basic NCSM), and not to use the
wait-and-see or open transaction methods.32

(continued...)
of ABC stock that has not recognized gain on the disposition of its ABC stock - only in this
circumstance (which we do not understand to be the typical case), would a CNPS effectively
"replicate" the realization benefits of stock ownership.
31

For example, we do not think it would be inappropriate to provide guidance to the
effect that the use of wait-and-see accounting for relatively long-term CNPSs (say, longer than
five years) is suspect and will be reviewed under the antiabuse rule. We also believe that the use
of wait-and-see might well be viewed as inappropriate under current law for an instrument such as
the LIBOR CNPS, certain OID debt swaps, and swaps "to maturity."
32

Consistent with our recommendations elsewhere in this Report, we believe taxpayers
should be permitted to continue to use wait-and-see with respect to CDSs that hedge fixed income
portfolios, and to use open transaction (but not wait-and-see) for shorter-term capital asset value
CNPSs.
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VII.

Technical Corrections

There follow a number of technical comments relating to the Proposed
Regulations.
A. 2% Floor
If any form of the NCSM is adopted, deductions in respect of CNPSs (for
example, following a "reprojection," or when the actual amount of a contingent
nonperiodic payment is less than its projected amount) should not be treated as
miscellaneous itemized deductions subject to the 2% floor under Section 67 to the
extent they reflect an "offset" of prior inclusions.33
B. Reprojection Issues
As discussed above, we do not support the adoption of a Reprojection
Mechanism. If, nonetheless, a Reprojection Mechanism is adopted, we believe
that it is clearly inappropriate to reproject prior periods' interest amounts, because
there is no economic (or other) sense in which any amount "deemed" lent
between the parties in prior years could be viewed as changing as a result of
subsequent changes in the projected value of a contingent nonperiodic payment.
In addition, we think the Proposed Regulations' definition of "risk-free
interest rate" does not work appropriately in the context of reprojections. The
definition provides that the risk-free interest rate is the APR "for the period
remaining in the term of the contract on the determination date." Thus, in the
context of a 5-year CNPS, the "risk-free interest rate" will change from the midterm APR to the short-term APR on the second anniversary of the commencement
date. It is clear to us that under the Reprojection Mechanism, reprojections on
any "redetermination date" are to be calculated as of the commencement date of
the instrument. In other words, the then-current projection of a contingent
payment on any redetermination date should be discounted to the commencement
date, not the redetermination date, and then subjected to the level-payment
method. However, Proposed Section 1.446-3(g)(6)(ii) requires taxpayers to use
the then-current APR for the remaining term of the instrument not only to project
the value of the contingent payment (which is economically correct, because the
remaining term of the instrument is the period of such projection) but also (we
believe, although this is not entirely clear) to discount the projection to the
commencement date and to construct the level payment schedule. The latter
functions clearly involve the original term of the instrument, not the remaining
33

This treatment is consistent with the treatment of net negative adjustments under
Treasury regulations Section 1.1275-4.
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term, and thus should always be performed using the then-current APR, as of any
determination date, for the original term of the instrument.
Also, if the Reprojection Mechanism is adopted, Treasury and IRS should
clarify whether and how the unamortized portion of any adjustments for prior
years' accruals should be taken into account in the case of a termination of a
CNPS. Under the existing regulations, periodic payments must be amortized over
the accrual period to which they relate, but it is clear that no further amortization
is required upon the termination of an NPC. However, because the Reprojection
Mechanism attempts to "correct" prior periods' accruals, there is a question
whether such corrections should be accounted for as ordinary income or
deductions without regard to an intervening termination of the instrument. If no
such correction is required, this will undermine further the effectiveness of the
Timing Proposal as a response to the issue of Character Electivity (as discussed in
Part II), because taxpayers will be able to convert then-determinable "correction"
amounts for prior years into capital gain by disposing of the position. If such a
correction is required, then there is a question whether it should be accounted for
at the time of the intervening termination (which may allow the taxpayer to
accelerate the unaccrued portion of ordinary "correction" losses into its thencurrent taxable year, assuming the taxpayer's taxable year is different from the
"swap year") or should continue to be accounted for over the remaining accrual
period, notwithstanding that the instrument has been disposed of.
C. Operative NCSM Provision
Proposed Treasury regulations Section 1.446-3(g)(6) defines the NCSM,
and Section 1.446-3(f)(2) references paragraph (g)(6) for "additional rules"
relating to the treatment of contingent nonperiodic payments; nowhere does either
provision explicitly require taxpayers to use the NCSM to satisfy the requirements
of regulations Section 1.446-3(f)(2). We recommend including language in
Section 1.446-3(f)(2) specifically requiring taxpayers who enter into CNPSs to
recognize the ratable daily portion of a nonperiodic payment for the taxable year
to which that portion relates under the NCSM provided in Section 1.446-3(g)(6).
D. Bullet Swaps
We think it would be advisable to provide guidance on the definition of a
"bullet swap," and how this instrument differs from a forward contract. We think
that a bullet swap as defined constitutes a forward contract for U.S. federal
income tax purposes, and the implication that it is not (indeed, its definition
excludes forward contracts by cross-reference) may lead taxpayers to take
inappropriate positions under various provisions that require a determination of
whether something is or is not a forward contract.
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We also think it would be advisable to clarify that proposed Section
1.1234A-l(c) is intended to provide that the settlement of a forward contract or
bullet swap with respect to indices or property other than capital assets generates
capital gain or loss. Such an interpretation of Section 1234A might be considered
somewhat surprising - in addition to its premise that a payment by terms to settle
a contract can constitute a termination payment (with which we agree, as
discussed in Part II), it implies that the settlement payment is capital in nature
because it constitutes the termination of the contract itself (given that none of the
underlying reference property is, ex hypothesi, a capital asset). We do not object
to this reasoning, although we note that it may have broad-ranging implications
for other instruments, which should be considered carefully.
VIII. Requests for Comments
The IRS and Treasury have requested comments on several aspects of the
Proposed Regulations. Those not addressed elsewhere in this Report are
discussed more fully below.
A. Effect of changes in availability of market data during NPC's term.
If the Proposed Regulations are implemented in their current form,
wherever possible, taxpayers should be required to continue to use the same
valuation method that they employed in the first swap year. If the availability of
market data changes, however, and data formerly relied upon is no longer
available, holders should be required to use the best method then reasonably
available.
B. Rules for use of financial statement values under the mark-to-market
method.
We believe these rules should be consistent with the rules for valuation
under Section 475, which we addressed in a report in 2003.34
C. Should taxpayers who are eligible to mark their NPCs to market under
Section 475 be eligible to mark to market under Regulations Section 446-3(i)?
With regard to securities dealers,35 our view on this issue turns on whether
the finalized Section 446 mark-to-market regime differs from that under Section
34

NYSBA Tax Section, "Report on IRS Announcement 2003-35 (Safe Harbor for
Valuation Under Section 475)" (Oct. 9, 2003).
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Although an ordering rule would need to be adopted, presumably a dealer who has a
Proposed Regulations Section 446-3(i) election in place would be subject to such rules only for
(...continued)
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475 (as the Proposal does). If the regimes do differ, dealers should not be allowed
to opt into one regime and out of the other, as this would allow for manipulation.
As to traders who might be eligible to make the election under Section
475(f) for all securities (including NPCs) but decline to do so, we see no reason
why they should not, like other taxpayers, have the option to mark to market their
CNPSs under Proposed Section 1.446-3(i).
D. Alternative "current inclusion method" for periodically fixed but
deferred-payment NPCs.
The IRS and Treasury have requested comments concerning whether such
NPCs would be a viable transaction for market participants, whether a current
inclusion method would be an appropriate substitute for the NCSM for fixed-butdeferred-payment NPCs, and whether that method should require separate
computation of interest accruals. We are not aware of a material volume of such
instruments in the market, although as discussed above, we are concerned that
they may become prevalent, if they present tax arbitrage opportunities. As
discussed throughout Part III of this Report, we think interest should be imputed
to the periodic payor under these and similar instruments. However, we do not
believe a special regime is necessary for such instruments. As discussed
throughout Part HI, we believe that these and many other CNPSs (other than
shorter-term capital asset value CNPSs and CDSs) should be taxed similarly,
without regard to whether payments are periodically fixed but deferred. In
addition, we believe that any such regime should not be elective, because the risk
of regime electivity or avoidance is too great.

(continued...)
NPCs not subject to the Section 475 rules. Compare Treas. Reg. Section 1.446-3 (c)(l)(iii)
(providing that Section 475 and the regulations thereunder govern to the extent inconsistent with
Sections 1.446-3(e) and (f)). Because a dealer who is not a swaps dealer can (but need not) elect
out of Section 475 mark-to-market on a case-by-case basis for NPCs that it properly determines
are "held for investment," this would allow dealers in effect to choose between the two regimes
with respect to each NPC that is validly held for investment.
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