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§1
1. Sets general taxation rates and rules.
2. (h)(10) Pass-thru entity defined.--For purposes of this subsection, the term “pass-thru entity” means--

(A) a regulated investment company;

(B) a real estate investment trust;

(C) an S corporation;

(D) a partnership;

(E) an estate or trust;

(F) a common trust fund; and

§163
1. Interest deduction
2. (a) General rule.--There shall be allowed as a deduction all interest paid or accrued within the taxable year on indebtedness.
3. (e) Original issue discount.--
(1) In general.--In the case of any debt instrument issued after July 1, 1982, the portion of the original issue discount with respect to such debt instrument which is allowable as a deduction to the issuer for any taxable year shall be equal to the aggregate daily portions of the original issue discount for days during such taxable year.
4. Section 163(l) No interest deduction if interest is paid in the form of equity (stock).
a. Company’s own stock, stock of a related company, or stock of another company, which the payer company owns. 
b. This rule does not apply to convertible debt.  (This is because it only applies in option situation if option is substantially likely to be exercised.)
§243
1. Corporate Dividend Deduction
2. General rule – 70% deduction for a dividend received from a domestic corporation.
3. Affiliated Group – 100% deduction.
4. Dividend from 20% Owned Corp. – 80% deduction. 
§246
1. Section 246(a)(2) provides for exemption for dividends paid by Federal Home Loan Bank (FHLB) in the same ratio as dividends paid to FHLB by Federal Home Loan Mortgage Corporation (FHLMC aka Freddie Mac) have to total earnings and profits of FHLB. 
2. There is a holding period requirement. Section 246(c)(2).
3. Holding period does not run while the position is hedged. Section 246(c)(4) and Reg. 1.246-5
§263
1. (g) Certain interest and carrying costs in the case of straddles.--
a. (1) General rule.--No deduction shall be allowed for interest and carrying charges properly allocable to personal property which is part of a straddle (as defined in section 1092(c)). Any amount not allowed as a deduction by reason of the preceding sentence shall be chargeable to the capital account with respect to the personal property to which such amount relates.

b. (3) Exception for hedging transactions.--This subsection shall not apply in the case of any hedging transaction (as defined in section 1256(e)).

§265
1. Expenses related to tax exempt income disallowed.
a. Section 265(a)(1) disallows the deduction of expenses (other than interest) related to tax exempt income. 
b. Section 265(a)(2) disallows interest expense related to tax exempt income. 
i. You can’t borrow money to buy tax exempt bonds and then get an interest deduction on the borrowed money. 
§305
1. General purpose of this section is to eliminate taxation of the distribution of stock to shareholder (presumably things like stock splits or spinoffs, where the shareholder really owns nothing more). There are many exceptions. 
2. Section 305(e) deals with the distribution of stripped preferred stock. Such stock should be taxed like a stripped bond with OID. 
§385
1. Determine Debt vs. Equity
2. Criteria to be considered: 
a. whether there is a written unconditional promise to pay on demand or on a specified date a sum certain in money in return for an adequate consideration in money or money's worth, and to pay a fixed rate of interest,
b. whether there is subordination to or preference over any indebtedness of the corporation
c. the ratio of debt to equity of the corporation (is Corp. undercapitalized?)
d. whether there is convertibility into the stock of the corporation
e. the relationship between holdings of stock in the corporation and holdings of the interest in question
3. Section 385(c): The Issuer will determine at the time of issue, if the instrument is debt or equity. The issuer and holder are bound by the form the issuer selected. 
a. If the holder disagrees with the characterization, he must disclose the different treatment on his return. 
§671
1. Income, deductions and credits of a trust are attributable to the grantor other substantial owners or the trust.
2. Used to attribute income, etc. from an investment trust to the grantor-investors (certificate holders). 
§677
1. Grantor Trust- Grantor treated as owner of any portion of a trust over which he can exert control over the income for his benefit. 
a.  Distribute income to Grantor or Grantor’s spouse
b.  Accumulate for future distribution of grantor or grantor’s spouse. 
c.  Apply income to life insurance premiums for grantor or grantor’s spouse. 
d.  Rev. Rul. 75-192: The interests in the income from the trust have been reserved to the various investor-grantors in proportion to their respective contributions. Therefore, each investor-grantor will be treated, by reason of section 677(a) of the Code, as the owner of an aliquot portion of the trust, and all income, deductions and credits attributable to that portion are to be treated as those of the investor-grantor under section 671.

§851
1. Definition of a Regulated Investment Company (RIC)
§860A
1. Taxation of REMICs
a. (a) General rule.--Except as otherwise provided in this part, a REMIC shall not be subject to taxation under this subtitle (and shall not be treated as a corporation, partnership, or trust for purposes of this subtitle).

b. (b) Income taxable to holders.--The income of any REMIC shall be taxable to the holders of interests in such REMIC as provided in this part.
§860B
1. Section 860B(a): Regular interest in a REMIC is treated as a debt instrument. 
2. Section 860B(a): Holder of an interest must use accrual method of accounting.
3. Generally gain on disposition treated as ordinary income. (Complicated rule refers to section 1274(d))
§860C
1. Taxation of a Residual interest in a REMIC
2. (a) Pass-thru of income or loss.--
a. (1) In general.--In determining the tax under this chapter of any holder of a residual interest in a REMIC, such holder shall take into account his daily portion of the taxable income or net loss of such REMIC for each day during the taxable year on which such holder held such interest.
(e) Special rules.--
(1) Amounts treated as ordinary.--Any amount taken into account under subsection (a) by any holder of a residual interest in a REMIC shall be treated as ordinary income or ordinary loss, as the case may be.

§860D
1. REMIC Defined
2. (a) General rule.--For purposes of this title, the terms “real estate mortgage investment conduit” and “REMIC” mean any entity--

(1) to which an election to be treated as a REMIC applies for the taxable year and all prior taxable years,

(2) all of the interests in which are regular interests or residual interests,

(3) which has 1 (and only 1) class of residual interests (and all distributions, if any, with respect to such interests are pro rata),

(4) as of the close of the 3rd month beginning after the startup day and at all times thereafter, substantially all of the assets of which consist of qualified mortgages and permitted investments,

(5) which has a taxable year which is a calendar year, and

(6) with respect to which there are reasonable arrangements designed to ensure that--

(A) residual interests in such entity are not held by disqualified organizations (as defined in section 860E(e)(5)), and

(B) information necessary for the application of section 860E(e) will be made available by the entity.

In the case of a qualified liquidation (as defined in section 860F(a)(4)(A)), paragraph (4) shall not apply during the liquidation period (as defined in section 860F(a)(4)(B)).
3. Accumulation period ends at close of third month beginning after startup day, at that point “substantially all” of a REMIC’s assets must be qualified mortgages or permitted investments.
4. Rocket Science Article: Basic structure. According to Internal Revenue Code section 860D, a REMIC may include any number of classes of "regular interests" and a single class of "residual interest." The regular interest classes, or tranches, are often labeled by letters such as A class, B class, etc. These classes are assigned a fixed, floating or zero interest rate; a fixed principal amount; and one of a variety of payment conditions. Often, one or more Z classes, similar to a zero coupon or accrual bond, are included as regular interest classes. The so-called R class is the residual interest class. This tranche, which can be structured in a number of different ways, generally receives remaining cash flow from underlying MBS not required to be distributed to the regular classes.
5. Modifying REMICS Article: Code Sec. 860D(a)(4), which requires that “substantially all” of the assets of a REMIC be qualified mortgages or permitted investments. Thus, significant modifications of loans that fail to qualify for an exception result in penalty taxes being imposed on the REMIC and, to the extent that the modified loan, when combined with other nonpermitted assets of the REMIC, makes up a greater than de minimis portion of the assets of the REMIC, endanger the REMIC’s status as a REMIC.
§860E
1. Treatment of income in excess of daily accruals on residual interests.
2. (a) Excess inclusions may not be offset by net operating losses.--
(1) In general.--The taxable income of any holder of a residual interest in a REMIC for any taxable year shall in no event be less than the excess inclusion for such taxable year.
§860F
1. (a) 100 percent tax on prohibited transactions.--
(1) Tax imposed.--There is hereby imposed for each taxable year of a REMIC a tax equal to 100 percent of the net income derived from prohibited transactions.
2. Prohibited transactions include:
a. the disposition of any qualified mortgage other than a disposition pursuant to –
i. the substitution of a qualified replacement mortgage for a qualified mortgage (or the repurchase in lieu of substitution of a defective obligation),
ii. a disposition incident to the foreclosure, default, or imminent default of the mortgage,
iii. the bankruptcy or insolvency of the REMIC, or
iv. a qualified liquidation; 
b. the receipt of any income attributable to any asset which is neither a qualified mortgage nor a permitted investment; 
c. the receipt by the REMIC of any amount representing a fee or other compensation for services;
d. gain from the disposition of any cash flow investments. 


--860F(a)(2) 
3. Code Section 860F: 100% penalty tax on net income from disposition of qualified mortgage.  Exceptions:
a. Disposition incident to foreclosure, default or imminent default
b. Bankruptcy or insolvency of REMIC
4. See Rev. Proc. 2007-72 and now superseded by Rev. Proc. 2008-28: IRS response to Credit Crisis – will not be going after 100% tax on many prohibited transactions or challenging REMIC status. 
§860G
1. Section 860G(a)(1) Regular Interest: 
a. means any interest in a REMIC which is issued on the startup day with fixed terms and which is designated as a regular interest if –
i. unconditionally entitles the holder to receive a specified principal amount (or other similar amount), and
ii. interest payments (or other similar amounts), if any, with respect to such interest at or before maturity –
1. Payable at a fixed rate (or to the extent provided in regulations, at a variable rate), or
2. consist of a specified portion of the interest payments on qualified mortgages and such portion does not vary during the period such interest is outstanding.
2. Section 860G(a)(2) Residual Interest: 
a. means an interest in a REMIC which is issued on the startup day, which is not a regular interest, and which is designated as a residual interest. 
3. Section 860G(a)(3) Qualified Mortgage: 
a. any obligation (including any participation or certificate of beneficial ownership therein) which is principally secured by an interest in real property and which –
i. is transferred to the REMIC on the startup day in exchange for regular or residual interests in the REMIC,
ii. is purchased by the REMIC within the 3-month period beginning on the startup day if such purchase is pursuant to a fixed price contract in effect on the startup day, or
iii. represents an increase in the principal amount under the original terms of an obligation if such increase –
1. is attributable to an advance made to the obligor pursuant to the original terms of a reverse mortgage loan or other obligation,
2. occurs after the startup day, and
3. is purchased by the REMIC pursuant to a fixed price contract in effect on the startup day.
b. any qualified replacement mortgage (QRM), and
c. any regular interest in another REMIC transferred to the REMIC on the startup day in exchange for regular or residual interests in the REMIC.
4. Section 860G(a)(4) Qualified Replacement Mortgage (QRM): 
a. any obligation which would be a qualified mortgage if transferred on the startup day in exchange for regular or residual interests in the REMIC, and which is received for –
i. another obligation within the 3-month period beginning on the startup day, or
ii. a defective obligation within the 2-year period beginning on the startup day.
5. Section 860G(a)(5) Permitted Investments:
a. means any 
i. cash flow investment,
ii. qualified reserve asset, or
iii. foreclosure property.
6. Section 860(c): tax on net income from foreclosure property (look to REIT rules).
7. Section 860(d): 100% penalty tax on contributions after startup day.
§864
1. Contains numerous definitions, including:
a. US Trade or Business
b. US Sourced income
§871
1. 30% Tax on non-resident aliens
2. Exception for portfolio interest.
§1001
1. Determination of amount of and recognition of gain or loss.
2. Gain equals amount realized by sale minus adjusted basis. (Proceeds – AB = Gain)
3. Loss equals adjusted basis minus amount realized by sale.  (AB – Proceeds = Loss)
4. Amount realized = money + FMV of any property.
§1058
1. No gain or loss on transfer of securities pursuant to an agreement that result in transferor basically receiving the same rights. 
2. Apply in a situation where there appears to be a sale or exchange of securities, but the transferor is in the same economic position as before the sale of exchange. 
3. (b) Agreement requirements.--In order to meet the requirements of this subsection, an agreement shall--

(1) provide for the return to the transferor of securities identical to the securities transferred;

(2) require that payments shall be made to the transferor of amounts equivalent to all interest, dividends, and other distributions which the owner of the securities is entitled to receive during the period beginning with the transfer of the securities by the transferor and ending with the transfer of identical securities back to the transferor;

(3) not reduce the risk of loss or opportunity for gain of the transferor of the securities in the securities transferred; and

(4) meet such other requirements as the Secretary may by regulation prescribe.

4. Definition of Security in Section 1236(c): Definition of security.--For purposes of this section, the term “security” means any share of stock in any corporation, certificate of stock or interest in any corporation, note, bond, debenture, or evidence of indebtedness, or any evidence of an interest in or right to subscribe to or purchase any of the foregoing.
§1092
1. Straddles

2. Definition of a Straddle: Section 1092(c):
(c) Straddle defined.--For purposes of this section--

(1) In general.--The term “straddle” means offsetting positions with respect to personal property.

(2) Offsetting positions.--
(A) In general.--A taxpayer holds offsetting positions with respect to personal property if there is a substantial diminution of the taxpayer's risk of loss from holding any position with respect to personal property by reason of his holding 1 or more other positions with respect to personal property (whether or not of the same kind).

(B) Special rule for identified straddles.--In the case of any position which is not part of an identified straddle (within the meaning of subsection (a)(2)(B)), such position shall not be treated as offsetting with respect to any position which is part of an identified straddle.

3. Limitation on loss:  Section 1092(a)(1)(A) – If there is a straddle (offsetting position in personal property) any loss will be limited by any unrecognized gain on the offsetting position. 
4. Identified Straddle is defined by Section 1092(a)(2)(B) and treatment is set forth in 1092(a)(2)(A). 
5. Mark to market requirement: See section 1092(a)(3)
6. The effect of a straddle is to really do away with some of the most important aspects of ownership, such as the risk or gain or loss. 
§1233
1. Gains and Losses from Short Sale
2. Purchase of a Put Option treated as a short sale pursuant to 1233(b).
3. 1233(a): Gain or loss from a short sale is a capital gain or loss, if the property used to close the short sale is capital in the hands of the seller. 
4. 1233(b): If the property is a capital asset pursuant to 1233(a), then any gain from the short sale will be short-term capital gain. 
5. 1233(c): 1233(b) [i.e., restriction to short-term gain] will not apply if the property that would be sold pursuant to the put option is purchased on the same day as the put option. In that case, if the holding period exceeded one year, you could have LTCG. 
6. 1233(d): If the property (or identical property) used to close a short sale had been held by the taxpayer for more than one year, before the date of the short sale, then any loss will be LTCL. 
§1234
1. Options to Buy or Sell
2. Purchaser of an option: Gain or loss from the sale or exchange of an option is treated as a gain or loss from the sale or exchange of the underlying, and has the characteristics that the underlying would have in the hands of the taxpayer. 
3. Purchaser of an option: Loss created by failure to exercise an option is treated as a sale or exchange on the date of expiration. 
4. Holding period: Holding period for a call option is length option is held. 
5. Seller of an option: Gain or loss treated as short-term capital gain or loss. 
6. Seller of an option: This section does not apply to taxpayer, who sold option in ordinary course of trade or business (does not apply to dealers). 
7. Cash Settlement Options: cash settlement option shall be treated as an option to buy or sell property.

§1234A
1. Termination: Gain or loss from cancellation, lapse, expiration, or other termination is treated as a gain or loss from the sale of a capital asset. 
2. Applies to a right or obligation with respect to property which is a capital asset in the hands of the taxpayer and to any section 1256 contracts. 
§1256
1. 1256 Contracts are Marked to Market on the last day of the taxable year. 
2. Marked to market means gain or loss computed as if contract was sold on last day of taxable year.
3. 1256 Contracts are:
a. any regulated futures contract,

b.  any foreign currency contract,

c.  any nonequity option,

d.  any dealer equity option, and

e.  any dealer securities futures contract.
4. Gain or Loss from 1256 Contracts are taxed 40% Short term capital gain and 60% Long term capital gain.
§1259
1. Constructive Sale of Appreciated Financial Position
2. Constructive Sale = A transaction with the same economic effect of actually selling the position.  Section 1259(c)(1):
(1) In general.--A taxpayer shall be treated as having made a constructive sale of an appreciated financial position if the taxpayer (or a related person)--

(A) enters into a short sale of the same or substantially identical property,

(B) enters into an offsetting notional principal contract with respect to the same or substantially identical property,

(C) enters into a futures or forward contract to deliver the same or substantially identical property,

(D) in the case of an appreciated financial position that is a short sale or a contract described in subparagraph (B) or (C) with respect to any property, acquires the same or substantially identical property, or

(E) to the extent prescribed by the Secretary in regulations, enters into 1 or more other transactions (or acquires 1 or more positions) that have substantially the same effect as a transaction described in any of the preceding subparagraphs.
3. Notional Principal Contract could also be used to create a constructive sale. 
4. See Rev. Rul. 2003-7
§1260
1. Gain on Constructive Ownership Transaction
2. To the extent gain exceeds LTCG on the underlying, it is treated as ordinary income.
3. Consider this section, if dealing with synthetics. (Put- Call parity)
4. Constructive Ownership Transaction Section 1260(d)(1) = 
(d) Constructive ownership transaction.--For purposes of this section--

(1) In general.--The taxpayer shall be treated as having entered into a constructive ownership transaction with respect to any financial asset if the taxpayer--

(A) holds a long position under a notional principal contract with respect to the financial asset,

(B) enters into a forward or futures contract to acquire the financial asset,

(C) is the holder of a call option, and is the grantor of a put option, with respect to the financial asset and such options have substantially equal strike prices and substantially contemporaneous maturity dates, or

(D) to the extent provided in regulations prescribed by the Secretary, enters into one or more other transactions (or acquires one or more positions) that have substantially the same effect as a transaction described in any of the preceding subparagraphs.

5. Exception for positions which are marked to market. Section 1260(d)(2)

6. Section 1260(c) Financial asset.--For purposes of this section--

(1) In general.--The term “financial asset” means--

(A) any equity interest in any pass-thru entity, and

(B) to the extent provided in regulations--

(i) any debt instrument, and

(ii) any stock in a corporation which is not a pass-thru entity.

(2) Pass-thru entity.--For purposes of paragraph (1), the term “pass-thru entity” means--

(A) a regulated investment company,

(B) a real estate investment trust,

(C) an S corporation,

(D) a partnership,

(E) a trust,

(F) a common trust fund,

(G) a passive foreign investment company (as defined in section 1297 without regard to subsection (d) thereof), and

(H) a REMIC.

§1272
1. Original Issue Discount (OID) on Debt Instruments.
2. Section 1272(a): (1) General rule.--For purposes of this title, there shall be included in the gross income of the holder of any debt instrument having original issue discount issued after July 1, 1982, an amount equal to the sum of the daily portions of the original issue discount for each day during the taxable year on which such holder held such debt instrument.
3. Section 1272(a)(2): Exceptions
a. Tax-exempt
b. US Savings Bonds
c. Loan under $10,000 from one natural person to another natural person.
d. Not exempt if used for tax avoidance.
e. Loans between husband and wife who reside together. 
4. Section 1272(a)(6): Determination of daily portions where principal subject to acceleration.
a. This section applies to interests in REMICs or similar interests where payment can be accelerated by pre-payment. 
§1286
1. Stripped Bonds and Stripped Coupons –Treated like OID Bonds
(a) Inclusion in income as if bond and coupons were original issue discount bonds.--If any person purchases after July 1, 1982, a stripped bond or a stripped coupon, then such bond or coupon while held by such purchaser (or by any other person whose basis is determined by reference to the basis in the hands of such purchaser) shall be treated for purposes of this part as a bond originally issued on the purchase date and having an original issue discount equal to the excess (if any) of--

(1) the stated redemption price at maturity (or, in the case of coupon, the amount payable on the due date of such coupon), over

(2) such bond's or coupon's ratable share of the purchase price.

For purposes of paragraph (2), ratable shares shall be determined on the basis of their respective fair market values on the date of purchase.

2. Treatment of Seller of Stripped Bonds and Coupons – Like seller of OID Bonds. Section 1286(b)(1)
a. Basis allocation rules: Section 1286(b)(2)
§7701
1. Misc. Definitions
Regulations
Reg. 1.246-5
Reg. 1.263(g)-1 (Proposed)
Reg. 1.263(g)-2 (Proposed)
Reg. 1.263(g)-3 (Proposed)
Reg. 1.263(g)-4 (Proposed)
Reg. 1.263(g)-5 (Proposed)
Reg. 1.446-3
Reg. 1.446-3 (Proposed)
Reg. 1.701-2
Reg. 1.860G-1
Reg. 1.860G-2
Reg. 1.860G-3
Reg. 1.1012-1
Reg. 1.1092(d)-1 (Proposed)
Reg. 1.1234-1
Reg. 1.1234-3
Reg. 1.1234A-1 (Proposed)
Reg. 1.1273-1
Reg. 1.1275-4
Reg. 301-7701-2
Reg. 301-7701-4
Reg. 301-7701-4 (Explanation of Final Regs and amendment to sub-paragraph (c) dated March 24, 1986)
Reg. 1.246-5
1. Section 246 allows for exemption of dividends received from Freddie Mac, which first pass through a Federal Home Loan Bank (FHLB).
2. This regulation tolls the required holding period, while the taxpayer has its interest hedged.  
Reg. 1.263(g)-1 (Proposed)
1. No deduction allowed for interest or carrying charges for personal property, which is a part of a straddle. 
2. Exceptions:
a. Not personal property
b. Hedging transactions defined by Section 1256(e)
c. Securities, which are marked to market
Reg. 1.263(g)-2 (Proposed)
1. Personal Property defined:
a. Property, which is not real property. 
b. Personal property includes a stockholder's ownership of common stock, a holder's ownership of a debt instrument, and either party's position in a forward contract or in a conventional swap agreement.
c. Personal property does not include a position that imposes obligations but does not confer substantial rights on the taxpayer.  Therefore, the obligor's position in a debt instrument generally is not personal property, even though the obligor may have typical rights of a debtor, such as the right to prepay the debt.  However, the obligor on a debt instrument has a position in any personal property underlying the debt instrument.  
d. Grantor of a put or call option does not have a personal property right in the option (only obligated). 
e. Reg. 1.1092(d)-1 (Proposed): Debt instrument linked to the value of personal property. If a taxpayer is the obligor under a debt instrument one or more payments on which are linked to the value of personal property or a position with respect to personal property, then the taxpayer's obligation under the debt instrument is a position with respect to personal property and may be part of a straddle.
Reg. 1.263(g)-3 (Proposed)
1. This section defines interest and carrying charges.
Reg. 1.263(g)-4 (Proposed)
1. Rules to determine what interest or carrying charges must be allocated to personal property, which is a part of a straddle. 
Reg. 1.263(g)-5 (Proposed)
1. Effective Dates
Reg. 1.446-3
1. Taxation of Notional Principal Contracts
2. Definition of Notional Principal Contract: interest rate swaps, currency swaps, basis swaps, interest rate caps, interest rate floors, commodity swaps, equity swaps, equity index swaps, and similar agreements. Sec. 1.446-3(c)
3. Notional Principal Amount: any specified amount of money or property that, when multiplied by a specified index, measures a party's rights and obligations under the contract, but is not borrowed or loaned between the parties as part of the contract. Sec. 1.446-3(c)(3)
4. Periodic Payments: Payable in intervals of one year of less. Ordinary income. Sec. 1.446-3(e)
5. Recognition of Periodic Payments: In general. All taxpayers, regardless of their method of accounting, must recognize the ratable daily portion of a periodic payment for the taxable year to which that portion relates.
6. Nonperiodic payments: All payments not defined as periodic. Sec. 1.446-3(f)
7. Recognition of Nonperiodic Payments: In general. All taxpayers, regardless of their method of accounting, must recognize the ratable daily portion of a nonperiodic payment for the taxable year to which that portion relates. Generally, a nonperiodic payment must be recognized over the term of a notional principal contract in a manner that reflects the economic substance of the contract.
8. Termination Payment: A payment made or received to extinguish or assign all or a proportionate part of the remaining rights and obligations of any party under a notional principal contract. Represents present value of future cash flows. Sec. 1.446-3(h)
9. Recognition of Termination Payment: Recognized in the year that the contract is extinguished, assigned or exchanged. 
10. Options and forwards to enter into notional principal contracts (aka Swaptions). An option or forward contract that entitles or obligates a person to enter into a notional principal contract is subject to the general rules of taxation for options or forward contracts. Any payment with respect to the option or forward contract is treated as a nonperiodic payment for the underlying notional principal contract under the rules of paragraphs (f) and (g)(4) or (g)(5) of this section if and when the underlying notional principal contract is entered into. Sec. 1.446-3(g)(3) (In other words, add the option premium to the price of the notional principal contract, if purchased, to calculate its basis.)
11. Swaps with significant nonperiodic payments: If a swap also includes a significant nonperiodic payment, the IRS can reclassify the transaction as a swap plus and loan. Sec. 1.446-3(g)(4)
Reg. 1.446-3 (Proposed)
1. Notional Principal Contracts (Amendments to Reg.)
2. Risk Free Rate (addition to old reg. (c)(5))= Federal Rate as defined by Section 1274(d).
a. Short-term = less than 3 years
b. Medium-term = 3 years, but not over 9 years
c. Long-term = 9 years and over
d. Published monthly in the form of a Rev. Rul. (Nov. 2008)
3. Determination date = Commencement date of the swap.
4. Income or deduction for a taxable year = net periodic payments, net nonperiodic payments required to be recognized for the year, and net mark-to-market income required to be recognized for the year. 
5. Nonperiodic payments generally must be recognized over the life of the contract by ratable daily portions being includable in income. 
6. Prepaid Swaps – Generally treat prepayment as a nonperiodic payment, assume it is the present value of the swap, apply the appropriate interest rate used by the parties and spread it over the life of the contract. For details see Prop. Reg 1.446-3(f).
7. Swaps with significant nonperiodic payments - The parties to a swap with one or more significant nonperiodic payments must treat the contract as two or more separate transactions consisting of an on-market swap and one or more loans. Prop. Reg. 1.446-3(g)(4).
8. Notional principal contracts with contingent nonperiodic payments. Prop. Reg. 1.446-3(g)(6).
a. Noncontingent swap method

i. Step 1: recognize each contingent nonperiodic payment with respect to a notional principal contract by determining the projected amount of the payment. 
ii. Step 2: apply to that projected amount using the level payment method.
iii. Step 3: On each successive anniversary date (and on any special redetermination dates) the taxpayer must redetermine the projected amounts of the contingent nonperiodic payments.
iv. Step 4: Reapply the level payment method to the new projections.
v. Step 5: The taxpayer must make adjustments based on the redetermined amounts. 
vi. Step 6: If there are significant nonperiodic payments involved, adjustments must be made in accordance with 1.446-3(g)(4) [which requires separating market swap amounts from implied loans]
vii. Step 7: In years when the contingent payments are actually received or paid, adjustments must be made so that the actual payment amounts are reflected. 
b. Projecting contingent payment amounts Prop. Reg 446-3(g)(6)(iii). The projection must be done using the appropriate method (apply in the following order):
i. Method One: Make projection based on actively traded futures or forward contracts for the index being used to determine the contingent payment amount.
ii. Method Two: If no active futures or forward market, use the current value of the reference index to calculate a future value. 
iii. Alternative method if neither One nor Two work: If neither of the above methods produce a reasonable amount, taxpayer should use some other method that will produce a reasonable projection. 
Reg. 1.701-2
1. Partnership Anti-abuse rules: If a partnership is used (even if technically correct) with the primary purpose of substantially reducing the present value of partner’s federal tax liabilities, the Secretary is given broad tools to adjust the outcome, so that it accurately reflects the intent of Chapter K.  
Reg. 1.860G-1
1. Definition of Regular and Residual Interests
Reg. 1.860G-2
1. Defines whether an obligation is principally secured by real estate in order to qualify as a REMIC
Reg.1.860G-3
1. Rule:  
Transfer of residual with tax avoidance purpose (“TAP”) disregarded. (The regulation actually limits this to transfers to or from a foreign person. )
Reg. 1.1012-1
1. Subsection (d) deals with the basis for an “investment unit.” If a company sells and investment unit, which consists of a share of stock, plus a put option on the stock (to protect against a drop in value), the price of the unit must be divided between the stock and the option to determine the basis for each part. If the investment unit price is $10 and the FMV of the stock is $8. Then the purchaser has basis in the stock of $8 and basis in the put option of $2.  See Rev. Rul. 88-31.
Reg. 1.1092(d)-1 (Proposed)
1. Debt instrument linked to the value of personal property. If a taxpayer is the obligor under a debt instrument one or more payments on which are linked to the value of personal property or a position with respect to personal property, then the taxpayer's obligation under the debt instrument is a position with respect to personal property and may be part of a straddle.
Reg. 1.1234-1
· Options to Buy or Sell
· Gain or Loss from the sale or exchange of an option to buy or sell a capital asset will be a capital gain or loss. Reg. 1-1234-1(a)
· Holding period will be the holding period of the option to determine if LT or ST capital gain or loss. Reg. 1-1234-1(a)
· If the underlying is not a capital asset in hands of taxpayer = ordinary income of ordinary loss. Reg. 1-1234-1(a)
· Expires unexercised = sale or exchange on expiration date. Reg. 1-1234-1(b)
· Buy the property on date of expiration: If a person lets the option expire, but buys the same underlying asset on the date of expiration, he cannot claim a loss on the option. He must add the cost of the option to his basis in the asset. Reg. 1-1234-1(c)
· Dealers = Ordinary income. Reg. 1-1234-1(d)
· Employee Stock Options: Ordinary income. Reg. 1-1234-1(e)
Reg. 1.1234-3
· Treatment of an option grantor in a closing transaction
· Grantor of an option must treat any gain or loss from a closing transaction as a Short-term capital gain or loss. Reg. 1.1234-3(a)
· Closing transaction = any transaction that terminates the grantor’s obligation to buy or sell the underlying, except exercise or lapse. Reg. 1.1234-3(b)(1)
· Property = Stocks, securities, commodities and commodity futures. Reg. 1.1234-3(b)(2)
· Straddle = a simultaneously granted combination of an option to buy and an option to sell the same quantity of property at the same price during the same period of time. Reg. 1.1234-3(b)(4)
· Dealer/Brokers = generally ordinary income from a closing transaction. (Unless designated as held by dealer for investment pursuant to section 1236(a)). Reg. 1.1234-3(c)
· Employee stock option = treated as compensation. Reg. 1.1234-3(d)
Reg. 1.1234A-1 (Proposed)
1. Notional principal contracts, bullet swaps, and forward contracts

2. Termination payment on Notional Principal Contract (as defined by Reg. 1.446-3(h) = gain or loss from NPC. Reg. 1234A-1(a)
3. Payments other than Termination Payments = Any payments from a NPC which are not termination payments are ordinary income. Reg. 1234A-1(b)
4. Settlement of Bullet Swaps and Futures Contracts = settlement of obligations under a bullet swap or forward contract (including a payment pursuant to the terms of the obligations) is treated as gain or loss from a termination of the bullet swap or forward contract. Reg. 1234A-1(c)(1)
5. Bullet Swap = Financial instrument, which requires a single payment at the end of the contract based on an index and a notional principal amount to settle all the obligations between the parties. Reg. 1234A-1(c)(2)
Reg. 1.1273-1
1. Definition of OID
2. Definition = Section 1273(a)(1) defines OID as the excess of a debt instrument's stated redemption price at maturity over its issue price.
3. De minimus OID amount: The de minimis amount is an amount equal to 0.0025 multiplied by the product of the stated redemption price at maturity and the number of complete years to maturity from the issue date.
a. ¼% X (redemption price at maturity X years)
4. De minimus OID is treated as qualified stated interest. 
5. Reg. §1.1273-1(c)(1)(ii) provides that “For purposes of determining whether interest is unconditionally payable, the possibility of non-payment due to…the exercise of a conversion option described in 1.1272-1(e) is ignored.”  Applies to debt issued after August 13, 1996.  Reg. §1.446-2(b) provides that “qualified stated interest (as defined in Reg. §1.1273-1(c)) accrues ratably over the accrual period (or periods) to which it is attributable and accrues at the stated rate for the period.” 
Reg. 1.1273-2
1. Determination of issue price and issue date.
2. Issue Price: the issue price of each debt instrument in the issue is the first price at which a substantial amount of the debt instruments is sold for money
3. Debt with Warrants
a. Compare to convertible bond:  warrant can be exercised while bond is outstanding; this cannot be done with typical convertible debt.
b. Treated as “investment unit” under Code Section 1273(c)(2) and Regs. Section 1.1273-2(h).  
c. Allocate basis between the bond and the warrant according to relative fair market values.
d. Issuer’s allocation binding on all holders unless holder discloses different position on tax return.

Reg. 1.1275-4
1. Contingent payment debt instruments.
2. Noncontingent Bond Method: Reg. 1.275-4(b) – use this method for publically traded contingent payment debt instruments. See 1..275-4(b).
a. Step 1: Determine the comparable yield.
b. Step 2: Determine the projected payment schedule, using the comparable yield. 
c. Step three: Determine the daily portions of interest. The holder must include this interest in income for each day the instrument is held during the taxable year. (The issuer can take an interest expense for the same amount for each day.)
d. Step four: Adjust the amount of income or deductions for differences between projected and actual contingent payments.
e. Normally the issuer prepares the projected payment schedule and the holder’s income and issuer’s expense must match. If holder does not receive a schedule or feels it is unreasonable, he must prepare his own and explain in an attachment to his return why he is not using the issuer’s schedule. 
f. Example: Use 6% to make projection on a two year bond with $1,000 principle, return based on percent change in the S&P 500. OID projection is $61 interest in year 1 and $65 interest in year 2, for total payout of $1,126 at the end of year two. S&P rises 50% in the two years. Actual payout in $1,500. Report $61 in interest income for year 1. Report $65, plus $374 adjustment for year two, i.e. $439 in interest income for your two. 
g. Adjusted Issue Price: If the holder has included projected interest payments into income, his basis is increased by the amount. Likewise, any payments associated with the debt instrument will reduce the basis.  1.1275-4(b)(7)
h. Gain by a holder on sale, exchange or retirement of the debt instrument = interest income. 1.1275-4(b)(8)
i. Loss by a holder from sale, exchange or retirement is ordinary loss. 1.1275-4(b)(8)
3. Method for debt instruments not subject to the noncontingent bond method: 1.1275-4(c)  (use for non-publically traded contingent payment debt instruments)
a. “For example, this paragraph (c) generally applies to a contingent payment debt instrument that is issued for nonpublicly traded property.”

b. Step 1: Separate the instrument into its component parts. 1.1275-4(c)(2)
c. Step 2: Non-contingent parts: “The noncontingent payments are treated as a separate debt instrument. The issue price of the separate debt instrument is the issue price of the overall debt instrument.”  1. 1275-4(c)(3)
d. Step 3: The contingent payment is generally treated (to the extent it is treated and interest) as interest income to the holder of the instrument in the year it is received and deducted by the issuer in that same year. 1.1275-4(c)(4)(i)
· 1.1275-4(c)(4)(ii) explains how to divide contingent payment into principal and interest. 
4. Rule for Tax-exempt  Obligations 1.1275-4(c)
5. All amounts treated as interest are treated as OID. 
Reg. 301-7701-2
1. Definitions of business entities, including foreign entities.  
Reg. 301-7701-4 (Sears Regulations)
1. Trusts
2. Proposed in 1984 to attack multiple class trusts. Adopted 1985. Sears was using a fast pay/slow pay structure (principal goes first to the fast pay certificate holders and then to the slow pay certificate holders). 
3. Rules for Investment Trusts:
a. An "investment" trust will not be classified as a trust if there is a power under the trust agreement to vary the investment of the certificate holders. See Commissioner v. North American Bond Trust, 122 F. 2d 545 (2d Cir. 1941), cert. denied, 314 U.S. 701 (1942). An investment trust with a single class of ownership interests, representing undivided beneficial interests in the assets of the trust, will be classified as a trust if there is no power under the trust agreement to vary the investment of the certificate holders. An investment trust with multiple classes of ownership interests ordinarily will be classified as a business entity under § 301.7701-2; however, an investment trust with multiple classes of ownership interests, in which there is no power under the trust agreement to vary the investment of the certificate holders, will be classified as a trust if the trust is formed to facilitate direct investment in the assets of the trust and the existence of multiple classes of ownership interests is incidental to that purpose.

Reg. 301-7701-4 (Explanation of Final Regs and amendment to sub-paragraph (c) dated March 24, 1986)
1. Investment trust will be treated as a trust, despite multiple classes of ownership, if:
a. The trustee has no power to vary the investments of the trust.
b. The trust is formed to facilitate direct investment in the assets of the trust.
c. The existence of multiple classes of ownership interests is incidental to that purpose.
2. Example (1): Two classes, A and B. Class A receives all payments of principal (both scheduled and prepaid) first, until the Class A certificates are retired. Then Class B receives principal payments. This protects Class B from prepayment risk. Thus, the use of multiple classes is not incidental and the Trust will be taxes as an association (Corp.) or PS. 
3. Example (2): Two Classes (C and D). Class C has right to 90% of the income, while Class D has right to 10% of the income. Class D is subordinated to Class C and the originator (M) retains Class D. This provides limited recourse to Class C. In this case, the use of two classes is incidental to the purpose of facilitating direct investment in the assets of the trust. The trust will be taxed as a trust. 
4. Example (3): The stock owned by shareholders of a publicly traded corporation is transferred into a trust. The trust issues two certificates in return for the shares. One certificate gives the holder the right to dividends and the right to the value of the shares up to a specific point. The other certificate gives the holder the right to the appreciation of the shares above the specific point. Held: “Given that the trust serves to create investment interests with respect to the stock held by the trust that differ significantly from direct investment in such stock, the trust is not formed to facilitate direct investment in the assets of the trust.” Thus, the trust is taxed as an association or a partnership.  (My question: if any shareholder is free to sell a call option for such shares, why does this differ significantly for directly investing in the asset?)
5. Example (4): Corp. N contributes bonds to a trust. The trust issues certificates to Corp. N, who sells the certificates to the public. Each certificate represents the right to receive a particular payment with respect to a particular bond. “Under section 1286, stripped coupons and stripped bonds are treated as separate bonds for federal income tax purposes.   Although the interest of each certificate holder is different from that of each other certificate holder, and the trust thus has multiple classes of ownership, the multiple classes simply provide each certificate holder with a direct interest in what is treated under section 1286 as a separate bond.” Held: Multiple classes are incidental, taxed as a trust.  
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Gregory v. Helvering, 293 U.S. 465 (1935)
1. Economic substance. Must have some business purpose. Structure will not be respected if only purpose is tax avoidance. 
2. “In these circumstances, the facts speak for themselves and are susceptible of but one interpretation. The whole undertaking, though conducted according to the terms of subdivision (B), was in fact an elaborate and devious form of conveyance masquerading as a corporate reorganization, and nothing else. The rule which excludes from consideration the motive of tax avoidance is not pertinent to the situation, because the transaction upon its face lies outside the plain intent of the statute. To hold otherwise would be to exalt artifice above reality and to deprive the statutory provision in question of all serious purpose.”
Commissioner v. Chase National Bank, 122 F.2d 540 (2nd Cir. 1941)
1. In determining the character of these trusts the powers and duties of the trustee should be added to those of the depositor in order to arrive at the full amount of permitted managerial activity and its object. When that is done we find the permitted activities could, and the actual activities did, affect the property held in trust only by weeding out whatever became unsound for investment and retaining the remainder. That, we think, prevented the trusts from being, or becoming, more than what are sometimes called strict investment trusts. What they were when created is determinable from the trust agreements and the application of the principles set forth in Morrissey v. Commissioner, 296 U.S. 344, 56 S.Ct. 289, 80 L.Ed. 263, leads to the conclusion, in support of the Board's decision, that the trust property was to be held for investment and not to be used as capital in the transaction of business for profit like a corporation organized for such a purpose. This distinction is what makes the difference tax-wise. Sears, Trustee, v. Hassett, 1 Cir., 111 F.2d 961. Though what was actually done controls, Ittleson v. Anderson, 2 Cir., 67 F.2d 323, it was found that nothing was done to change the original character of the trusts. The latter involves questions of fact as to which the Board's findings are conclusive if supported by the evidence. Helvering v. National Grocery Co., 304 U.S. 282, 58 S.Ct. 932, 82 L.Ed. 1346. The Board, on ample evidence, found that there was no exercise by the trustee, the depositor, or both combined of ‘any powers beyond those which are necessary incidents to the preservation of trust property, the collection of income therefrom and its distribution to the holders of trust shares.‘ That being so, these trusts do not fall within the statute upon which the Commissioner relies.

2. Therefore, it was taxed as a trust (pass-through) and not a corporation.
Commissioner v. North American Bond Trust, 122 F.2nd 545 (2d Cir. 1941)
1. Opposite result of Chase National Bank. Held taxable as a corporation.
2. Learned Hand concluded that in this case the depositor has the ability to vary the investment. 
3. Varying the investment meant that the trust can take advantage of market changes. 
4. If the trustee and/or depositor can vary the investment, then the investment trust will be taxed as a corporation. 
Commissioner v. Danielson
1. Taxpayer bound by his own form (unless can prove contract not valid under state law, such as result of fraud.)
2. Held that even though evidence supported finding of trial court that sum allocated in sale of business agreement to sellers' covenants not to compete had no independent basis or arguable relationship with business reality, sellers who executed covenants, were bound, absent proof of type which would negate covenant in action with buyer of business, by amounts allocated to covenants not to compete, and from total proceeds of sale the amounts allocated to those covenants by agreement executed by sellers on advice of counsel were taxable to them as ordinary income.
Gilbert v. Commissioner, 248 F.2d 399 (2d. Cir. 1957)
1. A classic “ debt ” is an unqualified obligation to pay a certain sum at a reasonably close fixed maturity date along with a fixed percentage in interest payable regardless of debtor's income or lack thereof, and while some variation from this formula is not fatal to a taxpayer's effort to have an advance treated as a debt for tax purposes, too great a variation will preclude such treatment. 26 U.S.C.A. (I.R.C.1939) § 23(k)(4).

Johnson v. Commissioner, 108 F. 2d 104 (8th Cir. 1939)

1. Repayment of principal is "sina qua non" of debt. (This is not an actual quote.)
Monon Railroad v. Commissioner, 55 T.C. 345 (1971)
1. Determination of debt vs. equity
2. All facts and circumstances test – is it more like debt or equity?
a. Consider the nomenclature. (What is it called?)
b. Consider the intent of the parties, including how they act after the fact. 
3. They issued very long-term debt. IRS argued that debt was so long-term that it should be considered equity (50 years). 
4. Held – must look to see if business is likely to be around that long. In this case, 50 years is not too long. 
Salina Partnership LP v. Commissioner, T.C. Memo 2000-352
1. Good economic substance language.
2. Actual partnership losses could not be used, because they had increased basis caused by other part of the transaction. 
3. Obligation to replace stock in a short sale is a liability for the purposes of section 752.
4. Liability = Although petitioner asserts that Salina's short sale of Treasury bills did not result in a partnership liability within the meaning of section 752, petitioner does not offer the Court a definition of the term “liability” to support its position. As previously indicated, the term “liability” is not defined in either the Code or the Commissioner's final regulations under section 752. In the absence of any indication that Congress intended otherwise, we apply the term taking into account its plain and ordinary meaning. See, e.g., Deputy v. du Pont,supra at 498.

Black's Law Dictionary 925 (7th ed.1999), defines the term “liability” in pertinent part as follows:

1. The quality or state of being legally obligated or accountable; legal responsibility to another or to society, enforceable by civil remedy or criminal punishment. * * *

2.  A financial or pecuniary obligation * * *.

Based upon the aforementioned meaning of the term “liability”, and consistent with the policy underlining section 752, we hold that Salina's obligation to close its short sale by replacing the Treasury bills that it borrowed from Goldman Sachs and ABN represented a partnership liability within the meaning of section 752. In particular, as part and parcel of its short sale of the Treasury bills, Salina had a legally enforceable financial obligation to return the borrowed Treasury bills to Goldman Sachs and ABN. Significantly, Salina reported the obligation as a liability on its opening balance sheet.
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Rev. Rul. 61-175
1. Early securitization case using a Grantor Trust
2. The pool would be taxed as a grantor trust, as long as the Trustee cannot vary the investment.  (Otherwise it would be taxed as a Corp.)
3. Income taxable to certificate holders would not be reported on the face of the Form 1041, but instead on an attachment to Form 1041.
Rev. Rul. 70-544
1. Securitization – Grantor Trust – Single Class
2. Facts: Savings and Loan (N) set up pool of mortgage loans within month of making the loans, all at 8.5% and all government guaranteed loans. The par value (outstanding balances of the mortgages) of the pool is $2 million, but the average cost paid for the mortgages going into the pool was 94% ($1,880,000). The pool is set up as a trust. Certificates were issued by the trust in $50,000 increments and sold to investors. Certificates were guaranteed by GNMA. The certificates represent undivided interest in the pool. It is a straight pass-through. There is no right to reinvest the proceeds. With the exception of a 4-month window to substitute defective mortgages, there is no power to substitute. Savings and loan (N) serviced the loans.
3. Tax Consequences:
a. The ‘pool’ will not be considered an association taxable as a corporation, but is classified as a trust of which the certificate holders are not owners under Subpart E of Subchapter J of the Internal Revenue Code of 1954.

b. N is a fiduciary and will be required to file Form 1041. See section 1.671-4
c. Each certificate holder is treated as the owner of an undivided interest in the entire trust (corpus as well as ordinary income).  See section 1.671-3(a)(1) of the regulations.

d. The sale of the mortgage-backed certificates transfers to the certificate holders the equitable ownership in each of the mortgages in the ‘pool’.  Thereafter, N has only a contractual right to service the mortgages for a specified fee.

e. N will recognize ordinary income or loss upon the sale of its interest in each of the mortgages in the ‘pool’ measured by the differences between the proportionate amount of the proceeds realized with respect to the sale of each of the mortgages and its adjusted basis in each of such mortgages.

f. The certificate holders must report their ratable share of the entire interest income on each of the mortgages as ordinary income consistent with their method of accounting and may deduct the servicing, custodian, and guarantee fees under section 162 or section 212 of the Code.

g. The certificate holders must also report their ratable share of the discount income realized on the purchase of each of the mortgages as ordinary income, consistent with their methods of accounting.  The special rules of section 1232 of the Code will be applicable to the certificate holders' proportionate shares of the discount on any mortgages in the ‘pool’ which are obligations of corporations, or of governments or their political subdivisions if, and to the extent that, the other conditions for the application of that section are met.

h. The interest income is considered ‘interest on obligations secured by mortgages on real property’ as that phrase is used in section 856(c)(3)(B) of the Code.
i. A real estate investment trust (REIT) which owns a certificate is considered as owning ‘real estate assets' as that phrase is used in section 856(c)(5)(A) of the Code.

j. A certificate owned by a savings and loan association is considered as representing ‘loans secured by an interest in real property’ within the meaning of section 7701(a)(19)(C)(v) of the Code, provided the real property is (or from the proceeds of the loan will become) the type of real property described in that section of the Code.
k. The exempt status of an employees' pension and profit-sharing trust under section 501(a) of the Code is not adversely affected by the purchase of certificates.
Rev. Rul. 72-478
1. Short Sale – Gain or Loss recognized on close of sale. 
2. Rule = Short sale is consummated for tax purposes when the property is delivered to close the short sale. 
3. Taxpayer engaged in a short sale, which involved borrowing shares from the brokerage firm, where t/p had his account. 
4. Reg. 1.1233-1(a)(1) provides that for Federal income tax purposes a short sale is not deemed to be consummated until delivery of property to close the short sale.
5. Rule would not apply, if t/p had held shares in his account identical to shares that were required to be returned. 
6. It did not matter that t/p held identical shares in another account with the same brokerage firm. Short sale still not consummated until borrowed shares were returned. 
Rev. Rul. 75-192
1. Securitization – Grantor Trust – Fact that Trustee held proceeds in short-term investment account until quarterly distributions, did not mean trustee had ability to vary the investment. 
2. Short-term investment of proceeds from pool between disbursements to certificate holders does not constitute an ability to vary the investment. Pool still taxed as a pass-trough (trust) and not a Corp. 
3. Facts: Trustee would disburse to certificate holders quarterly. Trustee was required to invest proceeds received prior to the quarterly disbursement in short-term investments, which would mature before the quarterly disbursements. The earnings from the mortgages in the pool plus the short-term investment earnings were disbursed to the investors in the pool. 
Rev. Rul. 78-149
1. Securitization – Grantor Trust - Ability to take advantage of changes in the market = ability to vary the investment. 
2. A power to vary the investment of the certificate holders exists where there is a managerial power, under the trust instrument, that enables a trust to take advantage of variations in the market to improve the investment of the investors.  See Commissioner v. North American Bond Trust,

HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=350&FindType=Y&ReferencePositionType=S&SerialNum=1941119875&ReferencePosition=546" 122 F.2d at 546; Rev. Rul. 75-192, 1975-1 C.B. 384.

3. Trust held municipal obligations. If a municipality redeemed its obligation early, the trustee had that ability to reinvest the proceeds in a new obligation within the first 20 years of the trust (or to distribute the funds to certificate holders). 
4. Because the trustee could take advantage of variations in the market when reinvesting funds, this makes the trust an association taxed as a corporation for tax purposes. 
Rev. Rul. 78-182
1. Options; Puts, Calls and Straddles Traded on the Chicago Board of Options Exchange
2. Tax Consequences for the Holder of a Call (Not a Dealer)
a. The cost of the call is a nondeductible capital expenditure.
b. If the call is sold prior to exercise, any gain or loss recognized to the holder is capital gain or loss, and is short-term or long-term, depending upon the holding period of the call.
c. If the call is allowed to expire without exercise, the expiration is treated as a sale or exchange of the call on the expiration date.  The resultant loss is a capital loss, and is short-term or long-term, depending on the holding period of the call.
d. If the call is exercised, its cost is added to the basis of the stock purchased.
3. Tax Consequences for the Writer of a Call (Not a Dealer)
a. The premium received for writing the call is not included in income at the time of receipt, but is carried in a deferred account until (1) the writer's obligation expires through the passage of time, (2) the writer sells the underlying stock pursuant to the exercise of a call, or (3) the writer engages in a closing transaction.
b. If the writer's obligation expires through the passage of time, the premium is short-term capital gain to the writer upon such expiration.
c. If the writer sells the underlying stock pursuant to exercise of a call, the premium received by the writer increases the amount realized upon the sale of such stock in determining gain or loss.  Such gain or loss is short-term or long-term depending upon the holding period of the stock.
d. Section 1233(b) of the Code does not apply when a call is written, but only when stock is sold short or a put is purchased. Consequently, if a call is written at a time when the underlying stock (or a call thereon) has been held by the taxpayer 1 year or less, or if the underlying stock (or a call thereon) is acquired after a call is written and before exercise or expiration of the call so written, the writing of the call does not affect the holding period of the underlying stock (or of the call thereon).
e. If the writer of a call enters into a closing transaction by payment of an amount equivalent to the value of the call at the time of such payment, the difference between the amount so paid and the premium received is short-term capital gain or loss.
4. Tax Consequences for the Holder of a Put (Not a Dealer)
a. The cost of a put is a nondeductible capital expenditure.
b. If the put is sold prior to exercise, any gain or loss recognized to the holder is a capital gain or loss, and is short-term or long-term, depending on the holding period of the put.
c. If the put is allowed to expire without exercise, the expiration is treated as a sale or exchange of the put on the expiration date.  The resultant loss is a capital loss and is short-term or long-term, depending on the holding period of the put.
d. If the put is exercised, its cost reduces the amount realized upon the sale of the underlying stock in determining gain or loss. Such gain or loss is capital gain or loss and is short-term or long-term, depending on the holding period of the stock involved.
e. For purposes of section 1233(b) of the Code, the acquisition of a put is a short sale and the exercise, sale or expiration of the put is a closing of the short sale.  If the put is acquired at a time when the underlying stock has been held by the taxpayer for 1 year or less, or if shares of the underlying stock are acquired after acquisition of the put and before its exercise, sale or expiration, any gain on exercise, sale or expiration of the put is short-term capital gain, and the holding period of the underlying stock begins to run on the earliest of (1) the date such stock is disposed of, (2) the date the put is exercised, (3) the date the put is sold, or (4) the date the put expires. (In other words, the purchase of a put ends the holding period if the t/p is holding the underlying. If the underlying is not disposed of in exercise of the put, the new holding period on the underlying begins once the put is one way of another resolved.)
f. If a put and the stock identified to be used in its exercise are acquired on the same day, the acquisition of the put is not a short sale for purposes of section 1233(b) of the Code.  If the put is exercised and if the identified stock is delivered pursuant to the exercise, the premium paid for the put reduces the amount realized on the sale.  If the put is not exercised, the premium paid for the put is added to the basis of the identified stock.
5. Tax Consequences for the Writer of a Put (Not a Dealer)
a. The premium received for writing the put is not included in income at the time of receipt, but is carried in a deferred account until the writer's obligation expires through the passage of time, until the writer purchases the underlying stock pursuant to the exercise of a put, or until the writer engages in a closing transaction.
b. If the writer's obligation expires through the passage of time, the premium is short-term capital gain to the writer upon such expiration.
c. If the writer purchases the underlying stock pursuant to the exercise of a put, the premium received decreases the writer's basis in such stock.  The holding period of the underlying stock begins on the date of its (stock’s) purchase, rather than on the date the put was written.
d. Section 1233(b) of the Code does not apply when a put is written, but only when stock is sold short or a put is purchased.
e. If the writer of a put enters into a closing transaction by payment of an amount equivalent to the value of the put at the time of such payment (fmv), the difference between the amount so paid and the premium received is short-term capital gain or loss.
6. Tax Consequences for the Writer of a Straddle (Not a Dealer)
a. Straddle = A straddle is a simultaneously written combination of a call and a put on the same number of shares of a security at the same price during the same period of time.  The call and put components of a straddle are generally purchased by different holders.  The holder of the call or put component of a straddle would normally exercise such option under the same circumstances as the holder would a call or a put that did not originate as part of a straddle.

b. If the writer of a CBOE straddle sells the put and call components for separate, identifiable premiums, such writer must utilize the separate premiums received for the put and the call in determining the respective gains or losses for each, and may not utilize the allocation provisions of Rev. Proc. 65-29, 1965-2 C.B. 1023.  However, where the writer of a CBOE straddle sells the put and call components for a single premium so that the amount attributable to the put and call components cannot be determined, the writer must either allocate the premium between the component options according to the relative market value of each component option or utilize the allocation provisions of Rev. Proc. 65-29.
c. Gain or loss from any closing transaction with respect to, and gain on the lapse of, an option written as part of a CBOE straddle is a short-term capital gain or loss, regardless of whether the writer's obligation pursuant to the other option comprising the straddle is terminated by reason of the passage of time, by exercise, or by cancellation in a closing transaction.
Rev. Rul. 83-51
1. Shared Appreciation Mortgage (SAM)
2. Contingent interest deduction under section 163 on SAM mortgage loans.
3. SAM = Shared Appreciation Mortgage: Borrower has a fixed rate of 12% plus pays 40% of appreciation (Fixed rate loans were at 18% at the time – 1981).
4. Contingent payment was due when: 1) mortgage was prepaid; 2) ownership of the property was transferred; or 3) end of 10 years, the mortgage had to be refinanced by same lender. 
5. T/ps are cash basis.
6. Contingent interest is interest for the purposes of section 163. T/p can deduct contingent interest under section 163 in the year when it is actually paid. 
7. In the refinance case, the contingent interest is rolled into the new refinancing and does not meet the definition of being paid in that year. T/p must instead allocate to payments of the refinanced loan and deduct that portion each year as payments are made. 
Rev. Rul. 85-119
1. Convertible Bonds – Debt for Tax Purposes – Equity for other Purposes
2. Case was prior to Section 163(l) – Would it have made a difference?
3. Issue = Are convertible bonds issued by a bank holding company debt or equity for purposes of the bank being able to deduction interest expense pursuant to section 163 on quarterly payments. 
4. Characteristics that support conclusion that they instruments are debt. 
a. Issued at 100% of face value in public offering.
b. Widely held.
c. Not issued proportionate to bank’s stock. 
d. Designated by the parties as debt. 
e. Interest is payable quarterly, regardless of earnings.
f. Interest is a floating rate comparable to market rates. 
g. Interest is payable in money.
h. Noteholders have a legally enforceable right in case of default on interest payments. 
i. Notes are for a limited term (12 yrs.)
j. Freely transferable.
k. Bank is not thinly capitalized. 
l. Noteholders are not entitled to participate in management.
m. Number of shares upon conversion depends on the market value of the stock at the time of conversion and is not set. Thus, Noteholders do not participate in any appreciation of the stock price while holding the notes. 
n. Noteholders have priority over shareholders in bankruptcy.
o. While notes are convertible, the noteholder must elect to actually receive stock. If no election is made, the bank must sell stock and use the proceeds to pay the noteholder in cash. 
5. Characteristics that support conclusion that the instruments are equity. 
a. Subordinated to all other creditors.
b. Convertible to stock at maturity. 
6. The notes are held to be debt and not equity. 
Rev. Rul. 86-92
1. Securitization – Grantor Trust – Ability to replace failed bonds with substantially similar bonds is not ability to vary the investment.
2. “For purposes of section 301.7701-4(c) of the regulations, an investment trust agreement does not contain a power to vary the investment of the certificate holders solely because the governing instrument of an investment trust provides that, in the event of a contract failure, the sponsor may provide bonds of substantially the same character and quality as those bonds specified in the contracts to purchase that were deposited in the trust.”

Rev. Rul. 88-31
1. Investment Unit of Stock + Put Option = Straddle (Section 1092(c)(1))
2. If a corporation issues an investment unit consisting of a share of common stock and a contingent payment right the value of which varies inversely with the value of the stock, the contingent payment right is a cash settlement put option.
3. Investment unit = 1 share of stock + 1 put option. Price of an investment unit was $10. FMV of stock was $8. Thus, 1 investment unit = 1 share of stock (basis of $8) + 1 put option (basis of $2). 
4. Because the “right” substantially offset a decline in the value of the stock for the two year period of the right, together the share and right portions of the investment unit are considered a straddle pursuant to 1092(c)(1). 
Rev. Rul. 90-27
1. Auction Preferred Shares = Equity – Dividend Received Deduction
2. Whether Dutch-auction preferred shares are debt or equity?
3. Every 49 days the dividend paid to the shares are set by a Dutch-auction. In this respect, it competes with commercial paper and short-term debt investments. 
4. Characteristics, which distinguish the preferred shares from debt.
a. Legal rights are typical of preferred stock and not debt. 
b. No right to receive a sum certain on demand or on a specific date.
c. In bankruptcy, subordinated to all creditors. 
d. Holder cannot compel redemption of the stock. 
e. Corporation has not guaranteed that holder can sell the stock. 
f. Corporation must declare dividend and pay from legally available funds. 
5. Can a corporation holding the shares claim the dividend received deduction for corporate shareholders pursuant to section 243(a)?
a. Under section 243(a)(1) of the Code, a corporation generally is allowed a deduction equal to 70 percent of the amount received as dividends from a domestic corporation.

b. Section 246(c)(1) of the Code excludes from the deduction allowed under section 243 any dividend on a share of stock that is held by the taxpayer for 45 days or less.

6. Despite the fact that the Dutch-auction mechanism resets the dividend rate, it does not undermine the holding period and thus the corporate holder can claim the dividend received deduction. 
Rev. Rul. 91-46
1. Securitization - Excess Servicing Fee – Stripped Bonds Treatment
2. Section 1286. -- Tax Treatment of Stripped Bonds 
3. Taxpayer (M) originated mortgages and sold them to Agency (A). M had contract to service mortgages, which provided for a 1.25% of principal servicing fee, plus right to other fees. Normal servicing fee is 0.25%. The difference is excess servicing fees.  In other words, M sold the mortgages to A at less than FMV. The difference is in the excess servicing fees. This makes the mortgages “stripped bonds,” and the excess servicing fees “stripped coupons.” 
4. If a taxpayer sells mortgages and at the same time enters into a contract to service the mortgages for amounts received from interest payments on the mortgages, and if the contract entitles the taxpayer to receive amounts that exceed reasonable compensation for the services to be performed, the mortgages are “stripped bonds” within the meaning of section 1286(e)(2). The taxpayer's rights to receive amounts under the contract are “stripped coupons” within the meaning of section 1286(e)(3) to the extent that they are rights to receive mortgage interest other than as reasonable compensation for the services to be performed.
5. The fair market value of the stripped bonds is their sale price in the transaction. The fair market value of the stripped coupons is determined on the basis of all of the relevant facts and circumstances.
6. The normal servicing fee portion is treated as revenue received by A and paid to M for servicing fees. The excess servicing fees are treated as amounts paid directly to M as interest (coupons). 
Rev. Rul. 92-32
1. Securitization – Grantor Trust – Sale of Residual Interest
2. At the time the Regs were issued, Chief Counsel made a point of telling investment professionals that the sponsor’s retaining of the residual was an important fact for grantor trust treatment. 
3. This case was after the Savings and Loan Scandal. Government wanted to be able to sell residual interests to investors. 
4. Facts: Sponsor transferred automobile installment payment contracts to the trust and received senior and subordinated certificates. Senior certificates have a right to first 90% of payments and subordinated certificates have a right to last 10% and absorb first shortfalls. Sponsor sold both classes of certificates to investors.
5. Issue: Does the sale of both classes of certificates (including the subordinated class) cause the trust to be taxed as a corporation? (Example in Section 301.7701-4(c)(2) –Sponsor retained the subordinated class of certificates. Thus the question is whether the sale of the subordinated class changes the outcome. The answer is no.)
6. Rule: An investment trust that has multiple classes of ownership interests is classified as a trust for tax purposes if (1) there is no power under the trust agreement to vary the investment of the certificate holders, and (2) the trust is formed to facilitate direct investment in the assets of the trust and the existence of multiple classes of ownership interests is incidental to that purpose.
7. Held: No power to vary the investment. Two classes were just incidental. The sale of the subordinated certificates transferred the risk of default to investors, but did not change the purpose of the trust. Trust will be taxed as a trust and not a corporation. 
Rev. Rul. 94-28
1. Hybrid Instrument – Equity for Taxes – Holding Period for Dividends Received Deduction
2. Whether the taxpayer was barred from claiming the dividend received deduction under section 243(a) by section 246(c), because the 45 day holding period never ran – because the instrument protected the holder from loss?
3. The instrument was considered debt for financial accounting purposes, but equity for tax accounting purposes. 
4. The holder of the instrument had the rights of a creditor.
5. Having the rights of a creditor, the holder was protected against loss. Thus, the 45 day holding period never began to run. 
6. Since holding period under section 246 never ran, cannot claim dividend received deduction under section 243(a).
Rev. Rul. 2002-12
1. Interest rate tables for rates to be used for certain insurance products pursuant to section 807.
Rev. Rul. 2002-31
1. Contingent Convertible Debt
2. Applies to:
a. Debt instrument which is convertible into the stock of the issuer, and –

b. Also, provides for one or more cash contingent payments.
3. Issues:
a. Issue 1 = Does the noncontingent bond method described in § 1.1275-4(b) of the Income Tax Regulations apply to a debt instrument that is convertible into stock of the issuer and that also provides for one or more contingent cash payments? 

b. Issue 2 = If so, how is the comparable yield determined?
c. Issue 3 = Does either § 163(
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4. In general, if a contingent payment debt instrument is issued for cash or publicly traded property, the noncontingent bond method applies to the instrument. See § 1.1275-4(b).
5. Under the noncontingent bond method, interest accrues on the debt instrument as if it were a fixed-payment debt instrument. This fixed-payment debt instrument is constructed by using the instrument's comparable yield and a projected payment schedule.

6. Comparable yield = In general, under § 1.1275-4(b)(4)(i), the comparable yield for a contingent payment debt instrument is the yield at which the issuer would issue a fixed rate debt instrument with terms and conditions similar to those of the contingent payment debt instrument.
a. level of subordination, 

b. term, 

c. timing of payments, 

d. general market conditions

7. Normally, the projected payment schedule is set by the issuer. 
8. If the actual contingent payment differs from the projected payment schedule, then a positive or negative adjustment must be made when the actual contingent payment is made. 
9. Convertibility alone does not make a debt instrument contingent. 
10. Section 163(l) does not prohibit the deduction of the interest expense, because it is not substantially certain that a substantial portion of the principal or interest will have to be paid with the issuers stock or stock equivalent. 
11. Section 249 does not prohibit the deduction because there is not a premium that will be paid in a conversion. 
12. It seems like Sections 163(l) and 249 are really trying to stop the use of debt instruments that really give the result of holding the issuer’s stock. In such a case, the issuer should not be allowed and interest deduction for what really amounts to dividends or gains on stock. 
13. Held that Noncontingent Bond Method applies and that interest deduction is not prohibited by section 163(l).
Rev. Rul. 2002-44
1. Timing of Short Sale of Stock

2. ISSUE = If a taxpayer enters into a short sale of stock and directs its broker to purchase the stock sold short and close out the short sale, when is a gain or a loss on the short sale realized?

3. Taxpayer wishes to close out his short sale on 12/31 of year 1. He asks his broker on that day to do a “regular way” purchase of the stock to close out the short-sale. 
4. The “trade date” is 12/31 of year 1.
5. The stock is not delivered until January 4 of year 2. Settlement date on the short sale is January 4, year 2. 
6. Situation 1 = Taxpayer has a loss on the short sale. Reg. 1.1233-1(a)(1) states that a short sale is not deemed consummated until the property is actually delivered to close out the sale. Thus, taxpayer must take the loss in year 2. 
7. Situation 2 = Taxpayer has a gain on the short sale. Because this is an appreciated position, Section 1259(a)(1) requires that gain will be recognized when there is a constructive sale. Thus, despite the effect of the regulation in situation 1, the constructive sale happens on the trade date. Thus, the gain must be recognized as of 12/31 of year 1. 
Rev. Rul. 2003-7
1. Actual and Constructive Sales – Monetization Transaction
2. For a differing result see TAM (January 27, 2007) Shares used to for short sale in the TAM were actually borrowed from the taxpayer, who was making the short sale. 
3. Transaction was not an actual or constructive sale. 
4. Facts:
a. 9/15/2002 – taxpayer enters an agreement with Bank to deliver shares or the cash equivalent of the shares on a date 3 yrs in future (9/15/2005). In exchange taxpayer receives a specific payment on 9/15/2005.
b. Taxpayer has an appreciated position (think possible section 1259 constructive sale) in the shares – basis is less than $20 current market price. 
c. On 9/15/2005 taxpayer must deliver based on the following formula:
i. 100 shares, if the market price at the time is less than $20.
ii. If the market price is between $20 and $25, the taxpayer must deliver the number of shares that = $2000.
iii. If the market price is more than $25, the taxpayer must deliver 80 shares. 
iv. In other words, the taxpayer is protected against a fall in the price below $20. The taxpayer receives the upside between $20 and $25. The bank and the taxpayer split the upside above $25, with the bank taking 80% and the taxpayer taking 20%.
d. Taxpayer must secure the deal by placing 100 shares with a third-party trustee. 
e. Taxpayer can opt to deliver the shares held by the trustee, cash settle or turn over other shares to settle at the end of three years. (No actual of economic compulsion for taxpayer to deliver the shares held in trust). 
f. Taxpayer retained right to dividends and voting rights.
5. Courts look at all the facts and circumstances to determine if there is a sale. 
6. Miami National Bank Case: “transfer of actual possession of stock or securities and legal title may not itself be sufficient to constitute a transfer of beneficial ownership when the transferor retains the unrestricted right and ability to reacquire the securities.”
7. Richardson v. Commissioner: “In cases addressing short sales of stock or securities, the courts have refused to recognize covering purchases as triggering a sale because, until actual delivery, the taxpayer retains the unrestricted right to dispose of the covering shares.”
8. “Even if the shareholder intends to complete a sale by delivering identified stock that intent alone does not cause a transaction to be deemed a sale, as long as the taxpayer retains the right to determine whether the identified stock will in fact be delivered.”
9. No actual sale because:
a. Retained dividend and voting rights
b. Transferred to third-party trustee and not the bank.
c. Right to reacquire the shares by substituting cash of different shares on the Exchange Date. 
10. Result may be different is taxpayer is under a legal or economic compulsion to deliver the specific shares held by the trustee. 
11. Section 1259 – Constructive sale. 
a. A forward contract (of an appreciated position) is a constructive sale. 
b. The term “forward contract” is defined under § 1259(d)(1) as a contract to deliver a substantially fixed amount of property (including cash) for a substantially fixed price. The legislative history indicates that a forward contact that provides for the delivery of an amount of stock that is subject to “significant variation” under the terms of the contract is not within the statutory definition of a forward contract. S.Rep. No. 33, 105th Cong., 1st Sess. 125-26 (1997), 1997-4 (Vol. 2) C.B. 1067, 1205-06.

c. Because the obligation to deliver shares on the Exchange Date may vary from 80 to 100 shares, there is not a fixed amount of property and thus the arrangement is not a forward contract. 
d. This deal was not a constructive sale. 
Rev. Rul. 2003-97
1. Section 163(1) – Investment Unit = Note + Forward K for shares
2. Separable, therefore interest on note is deductable. 
3. Deductibility of Interest – Investment Units made of a 5 year note and a 3 year forward contract 
4. Issue: if a corporation issues units, each consisting of instruments in the form of a 5-year note and a 3-year forward contract to purchase a quantity of the corporation's common stock, is the “interest” accruing on the note deductible under § 163(a) of the Internal Revenue Code and not disallowed under § 163(l)?
5. Multi-step analysis:

a. Is the Note separable from the associated Purchase Contract?

b. If the Note is separable from the Purchase Contract but is not in fact separated from the Purchase Contract, does the Note qualify as debt?

c. If the Note qualifies as debt, does § 163(l

HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=1012823&DocName=26USCAS163&FindType=L&ReferencePositionType=T&ReferencePosition=SP_3cd1000064020") prevent X from deducting the interest that accrues on the Note?

6. Is the Note separable from the associated Purchase Contract?
a. Separate Transferability
b. Economic Compulsion
7. If the Note is separable from the Purchase Contract but is not in fact separated from the Purchase Contract, does the Note qualify as debt?
a. “Among the factors considered by the courts are (1) whether there is an unconditional promise to pay a sum certain in money on a specific date, (2) the intent of the parties, and (3) the holder's right to enforce the payment of principal and interest.”

8. If the Note qualifies as debt, does § 163(l) prevent X from deducting the interest that accrues on the Note?
a. Section 163(l
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b. Section 163(l
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c. Section 163(l
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i. (A) a substantial amount of the principal or interest is required to be paid in or converted into, or at the option of the issuer or a related party is payable in or convertible into, such equity; 
ii. (B) a substantial amount of the principal or interest is required to be determined, or at the option of the issuer or a related party is determined, by reference to the value of such equity; or 
iii. (C) the indebtedness is part of an arrangement that is reasonably expected to result in a transaction described in (A) or (B).

9. Conclusion: The interest accruing on a Note contained in a Purchase-Contract/Note unit is deductible under § 163(a), and the deduction is not disallowed under § 163(l
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Rev. Rul. 2006-1
1. Regulated Investment Company (RIC)- Definition of “Securities”
2. Contrast with PLR (July 14, 2006) Definition of Regulated Investment Company
3. Issue: If a corporation enters into a derivative contract that provides for a total-return exposure on a commodity index, does income from the derivative contract satisfy the test described in section 851(b)(2) of the Internal Revenue Code?
4. Income Test: To qualify as a RIC, 90% of income must be qualifying income.
5. Asset Test: Under this test, at least 50 percent of its total assets must be represented by cash, cash items, Government securities, securities of other RICs, and “other securities.”
a. “Other securities” are generally limited with respect to any one issuer to an amount not greater than 5 percent of the value of the RIC's total assets and to not more than 10 percent of the outstanding voting securities of the issuer.
6. Definition of Securities: The '40 Act defines “security” as--any note, stock, treasury stock, security future, bond, debenture, evidence of indebtedness, certificate of interest or participation in any profit-sharing agreement, collateral-trust certificate, preorganization certificate or subscription, transferable share, investment contract, voting-trust certificate, certificate of deposit for a security, fractional undivided interest in oil, gas, or other mineral rights, any put, call, straddle, option, or privilege on any security (including a certificate of deposit) or on any group or index of securities (including any interest therein or based on the value thereof), or any put, call, straddle, option, or privilege entered into on a national securities exchange relating to foreign currency, or, in general, any interest or instrument commonly known as a “security”, or any certificate of interest or participation in, temporary or interim certificate for, receipt for, guarantee of, or warrant or right to subscribe to or purchase, any of the foregoing.

15 U.S.C. § 80a-2(a)(36) (2000).

7. Held: A derivative contract with respect to a commodity index is not a security for purposes of section 851(b)(2). Under the facts above, R's income from such a contract is not qualifying income for purposes of section 851(b)(2) because the income from the contract is not derived with respect to R's business of investing in stocks, securities or currencies.

8. This ruling is based on very tenuous analysis of legislative history.  It reaches to a letter from Treasury to a Senator on the basis that the Senator said the amendment is supported by Treasury. This is very weak analysis. 
Rev. Rul. 2008-1
1. Foreign Currency Exchange Traded Notes

2. ISSUE: What is the characterization (debt or equity) for U.S. federal tax purposes of an instrument (described further below) that is issued and redeemed for U.S. dollars, but that provides an economic return that is determined by reference to the euro and market interest rates in respect of the euro?

3. HOLDING: For U.S. federal tax purposes, the Instrument is euro-denominated indebtedness of Issuer. This result is not affected if the Instrument is (i) privately offered, (ii) publicly offered, or (iii) traded on an exchange.

4. Key Facts: At inception (on January 1, 2007), the Holder delivers the U.S. dollar equivalent of € 75, and at maturity (on January 1, 2010) the Issuer is required to pay the U.S. dollar equivalent of € 75, plus the U.S. dollar value at maturity of a return based on euro interest rates. 
5. “The fact that intervening currency fluctuations may cause the amount of U.S. dollars that Holder receives at maturity (on January 1, 2010) to be less than the amount of U.S. dollars that the Holder paid for the Instrument (on January 1, 2007) does not affect the characterization of the Instrument as debt, which is based on an analysis of payments with respect to the euro. The Issuer's translation of U.S. dollars into euros (on January 1, 2007) and euros into U.S. dollars (on January 1, 2010) is not relevant to the Instrument's characterization.”
6. In other words, currency fluctuation alone does not undermine the concept that debt is principal protected. 
Rev. Rul. 2008-31
1. Interests in Notional Principal Contracts – By Foreign Person using  US Real Estate Index
2. ISSUE: Is an interest in a notional principal contract, the return on which is calculated by reference to an index described below referencing data from a geographically and numerically broad range of United States real estate a United States real property interest (“USRPI”) under section 897(c)(1) of the Code?
3. HOLDING: Because of the broad-based nature of the Index, the NPC does not represent a “direct or indirect right to share in the appreciation in the value … [of] the real property” within the meaning of Treas. Reg. § 1.897-1(d)(2). Accordingly, FC's interest in the NPC calculated by reference to the Index is not a US Real Property Interest (USRPI) under section 897(c)(1).
4. FACTS: On January 1, Year 1, FC, a foreign corporation, enters into a notional principal contract (“NPC”), within the meaning of sections 1.446-3(c)(1) and 1.863-7(a)(1) of the Income Tax regulations, with unrelated counterparty DC, a domestic corporation. Neither FC nor DC is related to X. Pursuant to the NPC, FC profits if the Index appreciates (that is, to the extent the underlying United States real property in the particular geographic region appreciates in value) over certain levels. Conversely, FC suffers a loss if the Index depreciates (or fails to appreciate more than at a specified rate). During the term of the NPC, DC does not, directly or indirectly, own or lease a material percentage of the real property, the values of which are reflected by the Index.
5. Income from a NPC is income from the home country of the taxpayer. Thus, if the income is not US connected income then it is not taxed by the US. 
Revenue Procedures
Rev. Proc. 91-49
Rev. Proc. 91-50
Rev. Proc. 91-51
Rev. Proc. 2002-49
Rev. Proc. 2008-28
Rev. Proc. 91-49
1. If mortgages are considered stripped bonds (see Rev. Rul. 91-46 Excess Servicing Fees) then the OID rules apply to the stripped bonds. 
2. If OID is less than ¼ of one percent time the number of whole years to maturity, then OID rules do not apply (considered as no OID). 
Rev. Proc. 91-50
1. Safe harbor for mortgage servicing fees – This Rev. Proc. Creates safe harbor amounts for mortgage servicing contracts to avoid having underlying mortgages treated as stripped bonds and a portion of the servicing fees treated as stripped coupons under section 1286 (and Rev. Rul. 91-46). 
2. For purposes of section 4.01, the following annual rates are the safe harbor rates for servicing one- to four-unit residential mortgages: (1) for a conventional, fixed rate mortgage, 0.25 percent; (2) for a mortgage less than one year old that is insured or guaranteed by the Federal Housing Administration, Veterans Administration, or Farmers Home Administration, 0.44 percent; and (3) for any other one- to four-unit residential mortgage, 0.375 percent. However, if the original principal balance of any mortgage was $50,000 or less, the safe harbor rate for servicing that mortgage is 0.44 percent.
3. If the mortgages in the pool are mixed, use a weighted average of the rates. 
Rev. Proc. 91-51
1. Explains how to obtain consent to change accounting method to comply with section 1286 and Rev. Rul. 91-46 to treat excess servicing fees as stripped coupons and the underlying mortgages as stripped bonds. 
Rev. Proc. 2002-49
1. State legislatures created a statutory property interest allowing electric utilities to charge a specified surcharge to cover costs incurred in connection to the conversion to a deregulated market. 
2. Utilities were allowed to put the property rights to the surcharges into a pool and securitize the rights. Certificates were sold to investors. 
3. This procedure provides that investor-owned utilities will not realize gross income upon the securitization and transfer of a statutorily created intangible property right to collect charges from their customers to cover stranded costs caused by restructuring of the electrical utility industry.

Rev. Proc. 2008-28
1. Purpose – Allow lenders to renegotiate terms to avoid foreclosures under current economic circumstances. 
2. Holder or servicer reasonably believes that there is a significant risk of default based on guidelines it has developed; the terms of the mortgage can be renegotiated to something less favorable to the holder, which is reasonably believed to reduce the risk of default. 
3. Status as a REMIC or Investment trust will not be threatened by the Service. 
4. REMIC will not face 100% tax on income from prohibited transaction. 
Notices

Notice 89-21
Notice 94-47
Notice 2002-36
Notice 2008-2
Notice 89-21
1. Amortize Non-periodic Payments to a NPC over the life of the NPC
2. Lump Sum Payment Pursuant to Notional Principal Contract
3. Lump-sum payments with respect to notional principal contracts that require future payments must be taken into income over the life of the contract. The Service stated that taking the entire lump-sum payment into income when it is received or deferring the entire amount of the payment to the termination of the contract does not clearly reflect income and is an impermissible accounting method.
Notice 94-47
1. Debt/Equity Issues in Recent Financing Transactions (Debt/Equity hybrids)
2. Areas of concern – Instruments designed to be treated as debt for tax purposes, but which:
a. Are mandatorily redeemable in stock
b. Have long unreasonably long maturities.
3. Concerned about instruments that are designed to be equity for regulatory and financial accounting purposes, but debt for tax purposes. 
4. All the facts and circumstances test. Consider the following factors:
a. whether there is an unconditional promise on the part of the issuer to pay a sum certain on demand or at a fixed maturity date that is in the reasonably foreseeable future; 
b. whether holders of the instruments possess the right to enforce the payment of principal and interest; 
c. whether the rights of the holders of the instruments are subordinate to rights of general creditors; 
d. whether the instruments give the holders the right to participate in the management of the issuer; 
e. whether the issuer is thinly capitalized; 
f. whether there is identity between holders of the instruments and stockholders of the issuer; 
g. the label placed upon the instruments by the parties; and 
h. whether the instruments are intended to be treated as debt or equity for non-tax purposes, including regulatory, rating agency, or financial accounting purposes.
5. Notice limits Rev. Rul. 85-119 to its specific facts. (Holder of the notes could elect to be paid in either stock or cash.)
6. Not likely to be debt if:
a. Mandatory that the holder be paid in stock of issuer (or related party)
b. There are provisions that seem to give the holder a choice, but in reality cause the holder to choose to be paid in stock. 
7. Limits Monon Railroad case (50 year term): Have to look at the length of the term given all of the circumstances to see if it is reasonable. 
Notice 2002-36
1. Contingent Convertible Debt Instruments
2. Contingent Convertible Debt Instrument = a debt instrument that is convertible into stock of the issuer and that also provides for one or more contingent cash payments.
3. IRS Concern: As a policy matter, the Service and the Treasury are concerned whenever significantly different tax results obtain for economically similar financial instruments, such as (1) straight convertible debt and (2) convertible debt that provides for contingent payments that, while not remote or incidental are relatively insignificant in amount or in likelihood of occurrence. Such inconsistencies create market inefficiencies and increased transactional expense.
4. The current law is set forth in Rev. Rul. 2002-31which held that Noncontingent Bond Method applies and that interest deduction is not prohibited by section 163(l).
5. Section 163(l) prohibits interest deductions when payment is in issuer’s stock, but this has limitations – see Rev. Rul. 2002-31.
6. Purpose of the notice is to invite comments on the law in this area. 
Notice 2008-2
1. Prepaid Forward Contracts (sometimes called Exchange Traded Notes)
2. This notice is a companion publication to Rev. Rul. 2008-1, which concludes that a prepaid forward contract on foreign currency is treated as debt for federal tax purposes.

3. Exchange Traded Notes are a type of Prepaid Forward Contract. 
4. My question: In Rev. Rul. 2008-1, it was important to the analysis finding the instrument to be debt that the ETN dealt with a currency. Would it have been different if the ETN dealt with something other than a currency (money)?
5. Notice is asking for comments about whether an accrual system should be established to require reporting of income and expenses while such contracts are outstanding “if they are not held to be debt.” 
TAMs and FSAs
FSA (December 14, 2001) Financial Instrument Characterization
FSA (March 16, 2001) Sale of Securities for Future Delivery
TAM (January 27, 2006) Share Lending Agreements
GLAM 2007-004 (January 24, 2007)

FSA (December 14, 2001) Financial Instrument Characterization 
1. Debt/Equity - Convertible Bonds – Convertible into Stock of Another Company – Conversion of Cash at discretion of the Issuer. 
2. (Wilson v. Commissioner case) 
3. ISSUES:
a. (1) Are the quarterly payments on the Instruments, further described below, “interest” deductible under § 163(a) of the Internal Revenue Code?

b. (2) Are the Instruments part of a straddle subject to the capitalization rules of § 263(g)?

4. CONCLUSIONS
a. The Instruments are not debt instruments and, therefore, the quarterly payments cannot be “interest.” The quarterly payments are, therefore, not deductible under § 163(a).

b. The Instruments are part of a straddle subject to the capitalization rules of § 263(g).

5. Section 385(b) sets forth factors that the regulations should take into account in determining whether a debtor-creditor relationship exists or a corporation-shareholder relationship exists. These factors include, but are not limited to, the following: 
a. whether there is a written unconditional promise to pay on demand or on a specified date a sum certain in money in return for an adequate consideration in money or money's worth and to pay a fixed rate of interest; 
b. whether there is subordination to or preference over any indebtedness of the corporation; 
c. the ratio of debt to equity of the corporation; 
d. whether there is convertibility into the stock of the corporation; and,
e. the relationship between holdings of stock in the corporation and holdings of the interest in question.

6. Also see Notice 94-47 for factors indicating debt or equity. 
7. In this case, there was not a sum certain to be paid upon maturity. The payment was to be in the form of a third party’s stock. The amount to be paid thus varied with the value of the other company’s stock. 
8. “The presence of a sum certain payable at maturity is a sine qua non of debt treatment under the Code. In Towne Square, Inc. v. Commissioner, the court stated, “[a] bona fide debt…is classically “an unqualified obligation to pay a sum certain…” [and that t]he certainty of the payment of principal and interest is one of the most important factors to be utilized in judging the true nature of advances.” 45 T.C.M. 478 (1983), citing Gooding Amusement Company v. Commissioner

HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=838&FindType=Y&ReferencePositionType=S&SerialNum=1954000516&ReferencePosition=418", 23 T.C. 408, 418-19 (1954). Moreover, the court in Commissioner v. Page Oil Co., which found an instrument to be debt stated that “[t]he fact that ultimately [one] must be paid a definite sum at a fixed time marks his relationship to the corporation as that of creditor rather than shareholder.” 129 F.2d 748, quoting Commissioner of Internal Revenue v. O.P.P. Holding Corp

HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=350&FindType=Y&ReferencePositionType=S&SerialNum=1935123096&ReferencePosition=12"., 76 F.2d 11, 12, 35-1 U.S. Tax Cas. (CCH) P9179 (2nd Cir. 1935). See also Gilbert v. Commissioner, supra.”
9. Contingent debt is possible, but it must be principal protected. 
10. Is the position a straddle?
11. Definition of a straddle – Section 1092
a. Under § 1092(c)(1), the term “straddle” means offsetting positions with respect to personal property. Section 1092(c)(2)(A) provides that a taxpayer holds offsetting positions with respect to personal property if there is substantial diminution of the taxpayer's risk of loss from holding any position with respect to personal property by reason of holding one or more other positions with respect to personal property (whether or not of the same kind).

b. Examples: A straddle can be in the form of:
(1) Collar
(2) Cash settled Collar
(3) Notional Principal Contract
12. No deduction for interest or carrying charges for a straddle.
a. Section 263(g)(1) states that no deduction shall be allowed for “interest and carrying charges” properly allocable to personal property which is part of a straddle as defined in § 1092(c). Section 263(g)(2) defines “interest and carrying charges” to mean “interest on indebtedness incurred or continued to purchase or carry the personal property” and “all other amounts (including charges to insure, store, or transport the personal property) paid or incurred to carry the personal property… .” net of certain receipts with respect to the personal property.
b. Previously determined that this was not debt, so no interest. However, the quarterly payments would be carrying charges. 
13. By issuing the instruments Company A gave away much of its rights to ownership, specifically the right to appreciation and the risk of decline of the Company B stock, which it owned. It did so in exchange for an upfront payment. This is the theory behind denying interest and carrying charge expenses for a straddle. 
FSA (March 16, 2001) Sale of Securities for Future Delivery
1. Constructive Sale of Stock
2. De facto sale of shares – Income must be reported in the year of the de facto sale. (Constructive Sale)
3. In Hope v. Commissioner

HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=838&FindType=Y&SerialNum=1971290088", 55 T.C. 1020 (1971), aff'd, 471 F.2d 738 (3d Cir. 1973), cert. denied, 414 U.S. 824 (1973), the Tax Court concluded that a sale of stock was completed on the date that (1) title and possession of the certificates were transferred by the seller to the purchaser, and (2) the seller received payment in full. Hope

HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=838&FindType=Y&ReferencePositionType=S&SerialNum=1971290088&ReferencePosition=1029", 55 T.C. at 1029.

4. An examination of the benefits and burdens of ownership also leads to a conclusion that the stock was sold on Date 1. For Federal income tax purposes, a sale occurs when the benefits and burdens of ownership are transferred from the seller to the purchaser. Grodt & McKay Realty, Inc. v. Commissioner

HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=838&FindType=Y&ReferencePositionType=S&SerialNum=1982216370&ReferencePosition=1237", 77 T.C. 1221, 1237 (1981) and Lowe v. Commissioner

HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=838&FindType=Y&ReferencePositionType=S&SerialNum=1965001185&ReferencePosition=369", 44 T.C. 363, 369 (1965). The question of when a sale occurs is essentially one of fact that must be resolved by an examination of all of the facts and circumstances, no single one of which is controlling. Baird v. Commissioner

HYPERLINK "http://www.westlaw.com/Find/Default.wl?rs=dfa1.0&vr=2.0&DB=838&FindType=Y&ReferencePositionType=S&SerialNum=1977290122&ReferencePosition=124", 68 T.C. 115, 124 (1977).

5. In determining whether the benefits and burdens of ownership have shifted, courts have considered various factors. These factors include: 
a. (1) Whether the sale price was fixed; 
b. (2) whether a significant amount of the agreed price has been paid;
c. (3) the descriptive terms used in the agreement; 
d. (4) whether an effective date has been agreed upon fixing a specific time for recognition of the rights and obligations of the parties; 
e. (5) whether the purchaser bears the risk of loss and opportunity for gain; 
f. (6) whether legal title has passed; 
g. (7) the intention of the parties; and 
h. (8) the probability that the transaction would be consummated.
6. Held that the sale took place in year 1. 
TAM (January 27, 2006) Share Lending Agreements
1. Sale or Exchange – Section 1001 and Nonrecognition - Section 1058
2. ISSUE 1: Is there a current sale of shares for tax purposes when Taxpayer has entered into an agreement to sell shares to Counterparty and placed those shares in a pledge account for the benefit of Counterparty, and Counterparty has borrowed those shares pursuant to a share lending agreement?
3. Compare to Rev. Rul. 2003-7, 2003-1 C.B. 363. Case is like Rev. Rul. 2003-7, except taxpayer sold short, and the counterparty borrowed the taxpayer’s own shares to lend to the taxpayer for the short sale. In the Rev. Rul. The taxpayer borrowed shares from out in the markets. The shares he had in another account were lent to someone else in the market, but not to the taxpayer. In that case the Rev. Rul. found no sale. 
4. When Taxpayer has loaned shares to Counterparty that were originally pledged to the Counterparty, and the Counterparty disposed of the shares, the cumulative effects of the agreement result in a current sale of shares for tax purposes, notwithstanding Rev. Rul. 2003-7, 2003-1 C.B. 363.

5. The facts of the instant case are clearly distinguishable from the facts described in Rev. Rul. 2003-7. Most significantly, in this case, the Counterparty acquired possession and unfettered use of the pledged shares shortly after the Tranche execution date, which is the date at which a Tranche is executed. The revenue ruling did not envision delivery of the pledged shares at the time the shares were initially pledged into the collateral account. As a result, the conclusion reached in Rev. Rul. 2003-7 is not controlling.
6. Section 1001(c) provides that, except as otherwise provided in subtitle A of the Code, the entire amount of gain or loss, determined under § 1001, on the sale or exchange of property shall be recognized.
a. However, the code does not define sale or exchange.
b. Courts use a facts and circumstances test. 
c. Apply substance over form. 
d. Factors to consider: Courts considering whether a transfer of stock occurred have placed more weight on (
i. 1) who has the right to share in appreciation and who bears the risk of loss, 
ii. (2) who has the right to vote the shares, 
iii. (3) who has the right to receive dividends, and 
iv. (4) who has the right to sell or rehypothecate (pledge) the shares.
7. Held: Taxpayer transferred ownership of the shares. 
8. Section 1058 – Nonrecognition provision does not apply.
a. “Section 1058(b) provides that an agreement qualifies for nonrecognition treatment only if it does not reduce the lender's risk of loss or opportunity for gain in the securities lent. § 1058(b)(3). Section 1058 clearly envisions that the “lender” retain a significant amount of risk of loss and opportunity for gain on the subject property as well as the ability, at any time, to regain possession of the subject property. Congress wanted to ensure that a taxpayer receiving nonrecognition treatment under § 1058, in substance, retains some ownership characteristics over the subject shares, despite the fact that a share lending transaction generally results in transfer of ownership of the shares.”
9. Issue 2 - Whether the transfer qualifies for open transaction treatment, such that no gain or loss may be recognized in the contract year.
10. Test: Can the amount of gain be “reasonably ascertained?” Section 1001. 
11. The open transaction doctrine is a “rule of fairness designed to ascertain with reasonable accuracy the amount of gain or loss realized upon an exchange, and, if appropriate, defer recognition thereof until the correct amounts can be accurately determined.”
12. The open transaction treatment applies only in “rare and extraordinary circumstances.”
13. Open transaction doctrine does not apply because: In the instant case, the pledged shares are publicly-traded stock, and therefore, have a readily ascertainable value. As a result, the value of the property received is presumed to be equal to the value of the stock transferred. The contingent contract right received by Taxpayer has a value equal to the stock transferred less the cash received and taxable gain may be “reasonably ascertained” for tax purposes
GLAM 2007-004 (January 24, 2007)
1. Constructive Sale
2. “Economic reality” test
3. Applies where there are offsetting but “related contracts” citing Helvering v. LeGierse, 312 U.S. 531 (1941)
4. Not treating two contracts as one, instead consider the contracts together
5. Concludes that together, the prepaid forward and share loan, transfer “almost all” of the benefits and burdens
PLRs
PLR (July 14, 2006) Definition of Regulated Investment Company
PLR (March 13, 1993) Original Issue Discount
PLR (July 14, 2006) Definition of Regulated Investment Company
1. Regulated Investment Company (RIC) – Definition of Securities
2. Contrast with Rev. Rul. 2006-1: Is the knockout provision the difference?
3. Funds request that the Internal Revenue Service rule that income and gain arising from the commodities-linked note described in this letter will constitute qualifying income to Funds under section 851(b)(2).
4. Description of the Notes, which will be purchased by the Funds: The Note will be issued to a Fund at par value in increments of $x. Its payout formula will be determined with reference to Index. Its term will be one year and one day. A Fund, as holder of the Note, has the right to put the Note to the issuer at the calculated redemption price based on the closing Index as of the end of the next day after notification to the issuer. In addition, if the Index falls to a level that is equal to or more than y% below the beginning Index value on any day, the Note will “knockout” and automatically redeem based on the closing Index value of the next day. The repayment obligation upon early redemption, knockout, or at maturity is calculated by first multiplying (A) the face amount of the Note, by (B) a leverage factor of z, by (C) the percentage of the increase or decrease of the beginning Index level compared to the ending Index level for the applicable period. To this amount is added the face amount of the Note plus a coupon amount calculated at a w% rate times the face amount of the Note. From this amount is subtracted an annual fee amount of v basis points of the notional value (leveraged face amount) of the Note.

a. Knockout provision is important – it limits possible loss. Not tied absolutely to commodity prices. 
5. To be a RIC 90% of gross income has to come from qualifying sources (851(b)(2): 
a. dividends, 

b. interest, 

c. payments with respect to securities loans (as defined in section 512(a)(5)), and 

d. gains from the sale or other disposition of stock or securities (as defined in section 2(a)(36) of the 1940 Act) or 

e. foreign currencies, or 

f. other income (including but not limited to gains from 

i. options, 

ii. futures or 

iii. forward contracts) 

g. derived with respect to [the RIC's] business of investing in such stock, securities, or currencies ….

6. Issue is whether the notes constitution a security and thus produce qualified income?
7. To qualify must not be subject to the Commodities Exchange Act (CEA). 
8. Held that the notes are exempt from CEA and qualify as securities, and thus produce qualified income. 
PLR (March 13, 1993) Original Issue Discount
1. Section 1272 – OID on Convertible Bonds
2. LYONs – This case was for Liquid Yield Option Notes
3. Taxpayer requests a ruling that the original issue discount (“OID”) on a zero coupon convertible subordinated note to be issued by Taxpayer will be deductible as the OID accrues in accordance with sections 163(e) and 1272 of the Code.
4. At maturity:
a. Holder will receive $e, resulting in a yield to maturity of f percent, compounded semiannually. 
b. Or, under the terms of the Note, Holder has the option to convert the Note into d shares of Class B Common Stock of Taxpayer. 
i. (Notice the number of shares are set from the start=opportunity to participate in the appreciation of the shares)
ii. Could be a note plus a option (however without the actual numbers not clear if interest rate is below market and the difference is the premium on the option. )
5. The Note's conversion ratio, however, is not adjusted to take into account the OID that accrues from the Note's issue date to the conversion date.
6. Notes are subordinated to all existing or future debt of the taxpayer. 
7. Notes redeemable after 2 years, but can be redeemed earlier, if the taxpayer’s stock hit a particular level. 
8. Based on the Taxpayer's representations and the applicable law, the Note has OID in an amount equal to the excess of the Note's stated redemption price at maturity ($e) over the Note's issue price ($c). See section 1273 of the Code. Thus, the OID on the Note will be deductible as the OID accrues over the term of the Note in accordance with sections 163(e) and 1272 of the Code.
9. Surprisingly, no real discussion of whether this is a debt or equity of the taxpayer. 
Congressional History
Senate Report 109-82 Highway Reauthorization and Excise Tax Simplification Act of 2005
Senate Report 109-82 Highway Reauthorization and Excise Tax Simplification Act of 2005 (Treatment of Contingent Payment Convertible Debt Instruments)
1. OID
2. Option to convert into stock of issuer of third party does not make a debt a contingent debt. 
3. Contingent convertible debt = convertible debt, plus other contingent payments. 
a. Must use Noncontingent Bond Method. 
4. Change in the law tries to prevent issuers from kicking things into the contingent debt regs in a way that artificially increases the issuer’s interest deductions. 
5. Using Noncontingent Bond Method, a convertible contingent debt must be compared with a convertible noncontingent debt, because the convertibility normally reduces that actual interest that must be paid on the debt. 
Articles
Financial Contract Innovation and Income Tax Policy, Harvard Law Review, December 1993
Tax Treatment of Structured Finance Transactions, Thomas A. Humphries, et.al, 2007
Cunningham Letter (May 19, 2008)
Denmark Offers a Model Mortgage Market, George Soros, October 10, 2008
Financial Contract Innovation and Income Tax Policy, Harvard Law Review, December 1993
1. Put Call Parity : S + P = Z + C Stock plus a Put equals a Zero coupon bond plus a Call.
2. These instruments are not treated the same for tax purposes, but you can build the economic equivalent of one any of them with the other three.
3. This means that you can construct the economic equivalent, but with different tax treatment. 
Tax Treatment of Structured Finance Transactions, Thomas A. Humphries, et.al, 2007
1. The purpose of this outline is to give the reader an overview of the tax consequences of both developed and developing asset securitization structures.
2. Choice of the Securitization Entity (four possible choices)
a. Pass-Through Trust (Choice #1)
i. Grantor trust – “Section 671 provides that if the grantor or another person is treated as the owner of any portion of assets held in trust (as determined under Sections 672-677) then the grantor (or other person) includes all items of income, deduction, and credit attributable to such portion of the trust assets in computing its taxable income.”

ii. Treas. Reg. § 301.7701-4(c) – Sears Regs.
1. Fixed Investments: The trust agreement cannot contain a power to vary the investment of the certificate holders.
2. If the trustee can take advantage of changes in the market, then that will be power to vary the investment. 
3. Limited power during first 90 days for things like replacing defective mortgages is not a power to vary the investment. 
iii. Prohibition against multiple classes of ownership: Treas. Reg. § 301.7701-4(c) ordinarily classifies a trust with multiple classes of beneficial ownership as a business entity under Treas. Reg. § 301.7701-2.

1. Fast pay – slow pay are thus not allowed with a Pass-Through Trust. 
2. These regulations are known as the Sears Regulations, because they were promulgated in response to Sears Mortgage Securities Corporation’s creation of a fast pay – slow pay transaction. (Sears Regs finalized in 1986)
3. Sears Regs, Treas. Reg. § 301.7701-4(c)(1), do allow multiple classes if:
a. there is no power to vary the investment of the certificate holders, 
b. the trust is formed to facilitate direct investments in the trust assets, and 
c. the existence of the multiple classes is merely incidental to such purpose.
4. A simple Senior-Subordinated structure is not prohibited by the Sears Regs. – (Merely incidental exception applies.)
a. After 1992, the informal policy of the IRS restricting the transfer of the subordinated class certificates by the sponsor was removed. Probably this change was in response to the Savings and Loan scandal, which resulted in the government holding subordinated interests. 
5. Multiple classes to create stripped bonds also permitted. 
a. TIGR - Treasury Investment Growth Receipts
b. IO/PO
c. Partial interest strip permitted (e.g. strip of one percent of the mortgage interest).
i. An example could be excess servicing, where mortgage originator takes off part of the interest in order to reduce the rate on the primary class of certificates to bring the interest rate in line with current market rates (i.e. rates have fallen since the mortgage were originally made.)
1. Excess servicing is treated as a coupon strip and subject to section 1286. This usually means immediate recognition of gain. 
2. With variable rate mortgages, it is possible to have a “squeezed servicing” problem, which could potentially result in trust being taxed as a corporation. 
3. Safe harbor amounts for Servicing:
a. 0.25% for a conventional fixed rate mortgage, 
b. 0.44% for a mortgage less than one - year-old insured or guaranteed by the Federal Housing Administration, Veterans Administration or Farmers Home Administration and  
c. 0.375% for anything other than one-to four-family residential mortgages. 
d. 0.44%, if a mortgage's original principal balance is $50,000 or less.
e. The safe harbor also includes other servicing income collected in connection with servicing loans (e.g., float income).
b. Leveraged Trust or Corporation (Choice #2)
i. Levered Trust is also called an Owner-Trust
ii. Refers to bother Levered Trusts and Corporations as “Levered Entities.”

iii. FAS 125 – previously to get Trust off of the sponsor’s balance sheet, the sponsor had to sell more than half of the equity in the trust. In 1997, FAS 125 was adopted for financial accounting purposes, which allowed the sponsor to hold more than 50%, if it did not “control” the owner trust. 
iv. The Leveraged Entity is typically used when more sophisticated repackagings are desired that cannot be accomplished through a pass-through trust because of the prohibition in the Sears Regulations on multiple ownership classes. Reasons to use a levered entity include:
1.  converting interest income on the Assets into interest eligible for the portfolio interest exemption from U.S. withholding tax for foreign investors, 
2. creating a residual investment that can be sold, and 
3. structuring a transaction that clearly involves a power to vary the investment of the trust.
v. Basic transaction structure:
1. The Entity is formed as a trust or corporation under state law. 
2. The Transferor contributes or sells the Assets to the Entity and takes in return equity interests in the Entity (either stock in the corporation or trust certificates in the owner trust) plus cash. 
3. The Entity issues its debt instruments (“Notes”) to Investors and uses the proceeds to provide the consideration for the transfer of the Assets from the Transferor. 
4. The Transferor then either retains the equity interests in the Entity or sells them to other investors. 
5. The Entity holds the Assets and uses cash flow from the Assets to service the debt.
vi. Levered Entity differs from a grantor trust because it issues two classes of securities: 
1. debt instruments and 
2. equity interests, i.e., stock or owner trust certificates
vii. Primary source of tax transparency is accomplished through the interest deduction of Section 163. (Pays out most of the interest income from the assets to the debt instrument holders.)
1. Corporation may have some entity level tax, if income is not entirely offset. 
2. Entity level tax can be entirely avoided in a transaction is properly structured using a trust.
viii. Form vs. substance issue. Important to make sure that a levered entity is different in substance from a pass-through trust, so that it is not declared an invalid pass-through trust under the Sears regulations. 
1. Possible consequences (post Check-the-box Regs.)
a. income to certain tax-exempt entities (including pension funds) could be “unrelated business taxable income,” 
b. income to foreign holders generally would be subject to U.S. tax and U.S. tax return filing and withholding requirements, and 
c. individual holders might be subject to certain limitations on their ability to deduct their share of the Owner Trust's expenses. As a consequence, avoiding equity characterization of the Notes still remains a major concern when structuring an Owner Trust.

2. To avoid substance vs. form problems, the entity in substance must be engaged in “financing.” In other words, you have to do many of the thing you try to avoid with a Pass-through trust structure. (Make it look like a separate business activity.)
a. Create differences in the cash flows from the assets and the flows paid out on the debt. 
b. Cash flows paid to the debt should not be too dependent (too closely tied) to the cash flows being received from the assets. 
c. An economically significant portion of the cash flows from the assets should be retained for equity (residual) interest. 1.5% to 2% for mortgages. 4% to 6% in some other instances. 
d. Retain a right to call the debt, when a substantial amount of the assets are still outstanding. (probably 20% to 40%). 
e. Create differences in the interest received on the assets and the interest paid on the debt. (e.g. fixed rate assets, but pay variable rates on to debt.)
ix. Trust – Structuring so it is a flow-thru entity.
1. Can be done with grantor-trust, but then back to all of the Sears Reg requirement. 
2. Partnership Rules
a. Old law, have to worry about showing that trust had the characteristics of a partnership and not a corporation. 
b. Check-the-box Regs. Since 1997, can elect to be taxed as a partnership (flow-through) under these regulations. 
i. Step 1: Show that there is in fact a distinct entity for federal tax purposes. 
ii. Step 2: Show that the trust is a “business entity” and not a “mere trust.” Multiple classes and power to vary the investment support this conclusion. 
iii. Step 3: Make sure that trust is an eligible entity (i.e. not a per se corporation).
iv. Step 4: Eligible entity can select tax treatment as corporation or partnership – if only one owner, instead of partnership it is a disregarded entity. 
v. Default – no election required to be a partnership or disregarded entity. 
c. Other dangers – despite check-the-box regs, need to be concerned about publicly traded partnership (PTP) rules and Taxable Mortgage Pool (TMP) rules that could require that the entity be taxed as a corporation. 
i. PTP - A PTP is defined under Section 7704 as a “partnership whose interests are (1) traded on an established securities market, or (2) offered with the expectation that there will be a secondary market for such interests, or (3) readily tradable in a secondary market (or the substantial equivalent thereof).” See article p. 11 for exception to keep Owner trust from being a PTP. 
c. REMIC (Choice #3)
i. The real estate mortgage investment conduit (“REMIC”) is used when the Assets are real estate mortgages (see below) and the parties want to accomplish a more sophisticated repackaging of the mortgages. 
1. The REMIC gives ultimate flexibility for financial accounting purposes; 
2. It can be structured as a sale or financing. 
a. From a tax standpoint, however, it is treated as a sale of the Assets. Therefore, it is not appropriate when a tax sale is undesirable, for example, where the Transferor does not want to recognize a taxable gain on sale of the Assets.
3. REMIC governed by Sections 860A -860G
4. Transparent for tax purposes.
5. Seven Statutory Requirements to be a REMIC:
a. Requirement #1- Entity Requirement: The REMIC must be an “entity.” Section 860D
i. Not defined but can be a partnership, corporation or trust.
b. Regular or Residual Interest Requirement: All of the interests in the REMIC must be regular or residual interests. Section 860D(a)(2).
i. Requirement #2 - Regular Interests
1. A regular interest is an interest in the REMIC whose terms are fixed on the start-up day (the REMIC's first day of existence) and which:

a. Unconditionally entitles the holder to receive a specified principal amount (or other similar amount), and

b. Provides that interest payments (or similar amounts), if any, at or before maturity are payable based on a fixed rate (or to the extent provided in Treasury regulations, a variable rate). Section 860G(a)(1).
c. An I/O can be a regular interest if there is a specified principal amount and right to specified portion of interest. Section 860G(a)(3)
d. Regular interests must be specified. Can designate on first tax return.
ii. Requirement #3 - Residual Interests
1. (A) A residual interest is an interest in a REMIC which is not a regular interest and which is designated as a residual interest. Section 860G(a)(2). It must be issued on the REMIC's start-up day.

2. A residual interest can have zero economic value.
3. The residual is designed to be a clean-up mechanism to make sure that no income is lost as a result of repackaging the mortgages in a REMIC.
4. The residual holder is subject to tax on the REMIC's net income.
c. Requirement #4 - Asset Requirement: 

i. The fourth REMIC requirement is that after an initial formation period substantially all of the REMIC's assets must consist of: 
1. qualified mortgages and 
2. permitted investments. 
ii. The initial formation period begins on the start-up day and ends on the last day of the third calendar month beginning after the start-up day.
iii. A qualified mortgage is any real estate mortgage, certain replacement mortgages, and regular (but not residual) interests in other REMICs.
iv. Permitted investments include: 
1. cash flow investments (temporary investments of mortgage cash flows until the next distribution date on the regular interests, including guaranteed investment contracts), 
2. qualified reserve assets (intangible assets that are part of a qualified reserve fund designed to prevent defaults on regular interests due to defaults on qualified mortgages or to pay expenses), and 
3. foreclosure property (property acquired through foreclosure or as a result of default or imminent default, held during a two-year extendible grace period). Section 860G(a)(5).
d. Requirement #5 - Election: 
i. The fifth requirement is that an election must be made to treat the REMIC as such. Section 860D(a)(1).

ii. The election must be made for the REMIC's first taxable year, that is, the REMIC cannot have a non-REMIC year. Section 860D(b)(1).

e. Requirement #6 - Calendar Taxable Year: 
i. The sixth requirement is that a REMIC must have a taxable year that is the calendar year. Section 860D(a)(5).
f. Requirement #7 - Reasonable Arrangements Prohibiting Disqualified Organizations from Owning a Residual 
i. Generally non-US taxpayers or people who could not pay the tax – remember phantom income problem.
ii. Formation of the REMIC
1. Transferor 
a. No gain or loss recognized by the transferor at the time the mortgages are transferred into the REMIC.
b. However, the as stated above, this is treated as a sale, so any gain or loss created by the transfer to the REMIC has to be amortized over the life of the “regular interests.”
c. The basis of the residual and regular interests which the transferor receives in exchange for the property placed in the REMIC equals the value of the property (mortgages) placed in the REMIC, plus the costs of setting up the REMIC.
d. The basis must then be allocated to the different regular and residual classes based on their FMV.
i. FMV for the regular interests would be the price at which they are sold to the public
ii. FMV of the residual interest is also the price for which it is sold. However, if it is not sold, then FMV must be estimated. 
e. Holding Period – The holding period for the Regular and Residual interests should relate back to the property transferred into the REMIC. So if the transferor made the loans in June, but created the REMIC in August, the 2 months would be added to the holding period. 
2. REMIC 
a. No recognition of gain or loss for exchange of property in forming the REMIC.
b. REMIC’s basis in the property transferred to it is the FMV of the regular and residual interests.
i. Determined by the issue price.
ii. If an interest is retained by the transferor and not sold, the REMIC’s basis must take into account the FMV of that interest, as well. (Estimate)
iii. Taxation of the REMIC
1. Normally the REMIC is not subject to taxation. Section 860A(a)
2. The REMIC is subject to a 100% penalty tax on net income from “prohibited transactions,” which include:
a. Dispositions of qualified mortgages other than protected dispositions. Section 860F(a)(2)(A). 
b. A protected disposition (not subject to the 100% penalty tax) is:

i. Substitution of a qualified replacement mortgage for a qualified mortgage (see above). Section 860F(a)(2)(A)(i). TAMRA also allowed repurchase of a defective obligation to qualify as a protected disposition.

ii. Disposition “incident to” foreclosure, default or imminent default of the qualified mortgage. Section 860F(a)(2)(A)(ii).

iii. (C) A disposition incident to the REMIC's bankruptcy or insolvency. Section 860F(a)(2)(A)(iii).

iv. (D) A disposition incident to a qualified liquidation. A qualified liquidation is any liquidation of the REMIC pursuant to a plan where the REMIC's assets are sold and cash distributed within 90 days after the plan is adopted. Sections 860F(a)(2)(A)(iv) and 860F(a)(4).

v. (E) Any disposition necessary to prevent default on a regular interest where the threatened default resulted from a default on one or more qualified mortgages. Section 860F(a)(5)(A), flush language. TAMRA added an exception for dispositions necessary to facilitate a clean-up call. 
1. Treas. Reg. § 1.860G-2(j) defines a “clean-up call” as the redemption of a class of regular interests when, by reason of prior payments on those interests, the administrative costs of servicing that class outweigh the benefits of maintaining it. 

3. The REMIC is also liable for withholding taxes
a. These will either be foreign withholding taxes (although no withholding tax is required on most regular interests, see Conf. Rep. p. II-237) under Sections 1441 and 860G(b) or backup withholding taxes under Section 3406.

b. As a practical matter, most withholding taxes will actually be the responsibility of nominees or brokerage firms that hold REMIC interests on behalf of their clients.

4. Tax on net income from Foreclosure Property
a. Taxed at the highest corporate rate. 
5. 100 percent penalty tax on any contribution to the REMIC after the start-up day. Section 860G(d)
a. Exceptions
i. Contributions to facilitate a clean-up call or qualified liquidation,

ii. Payments in the nature of a guarantee,

iii. Contributions within three months of the start-up day,

iv. Contributions to a qualified reserve fund by a residual owner, and

v. Other contributions permitted by Treasury regulations.

iv. Taxation of REMIC Interest Holders
1. Regular Interests

a. The regular interest holder is taxed as though he held a debt instrument (Section 860B(a)), with two important differences.

i. Income must be reported under the accrual method of accounting, regardless of the holder's actual accounting method. Section 860B(b).

ii. Gain on sale of a regular interest is ordinary income to the extent: 
1. a hypothetical yield equal to 110% of the Applicable Federal Rates (AFR) (with the AFR being determined at the beginning of the taxpayer's holding period), is greater than amounts actually reported as ordinary income. Section 860B(c).

iii. This rule apparently exists to ensure that gain from prepayments is not treated as capital gain although it makes less sense in light of the revisions made to the OID rules by the REMIC legislation (see below).

2. Residual Interests
a. The residual holder includes his share of the REMIC's quarterly net income or loss on his income tax return. Section 860C(a)(1).

b. Income or loss is treated as ordinary income or loss. Section 860C(e)(1).

c. The REMIC computes its taxable income each quarter. The net income or loss is allocated pro rata to each day during the quarter. A holder includes the income or loss according to the number of days he held the residual interest during the quarter. Section 860C(a)(2)(A). – Like OID.
d. Net losses cannot exceed holder’s basis. Any excess losses must be carried forward. 
e. REMICs often result in Phantom income early on, which is later matched with offsetting losses on later periods. However, Congress has created several rules to ensure that Residual Interest holders pay taxes on the Phantom Income. (Result of fast pay – slow pay interests)
i. Restriction on transfers to foreigners and others, who may not pay tax on the Phantom income. 
ii. Transfer with a primary purpose to avoid the payment of the tax can result in the transfer being disregarded and the transferor being responsible for the tax. 
3. Taxable Mortgage Pool (TMP) Rules
a. Congress wanted to ensure that for multiple class mortgage pools, REMICs are the exclusive option. 
b. No TMP issue with using single class grantor trust structure to mortgages. 
c. Failure to meet REMIC requirements (see 7 Requirements, above) could cause REMIC to be a TMP.
d. TMPs are taxed as Corporations.
e. Consider what being a TMP/corporation might mean to the Regular interest. If thinly capitalized, there is an argument that the regular interests (or some of the regular interests) are equity. This would mean no more deduction for interest payments for the REMIC, which would significantly increase the net income amount that the REMIC would be taxed on as a corporation. 
d. Trust Borrower (Choice #4)
i. This structure has been widely used for repackaging credit card accounts (“Accounts”) and in that context is referred to as a “Credit Card Trust.”
ii. Steps to Create the Structure
1. A trust is formed and the Transferor (i.e., the owner of the Accounts) 
2. Transferor transfers the Accounts to the trust. 
3. The trust sells trust certificates (“Investor Certificates”), which represent an undivided interest (“Investor Percentage”) in the assets of the trust, including the Accounts to Investors. 
4. The Transferor retains an interest in the assets of the trust (“Seller Certificate”) of between 5%-25%.

iii. Transparency results for Partnership Rules (Check-the-box) if more than one party holds the Seller Certificates. 
1. Must avoid being classified as a Publicly Traded Partnership (PTP) or as a TMP.
iv. This is different from the other structures, because the pool is dynamic. As card holders pay on balances or borrow on their accounts, the balance in the pool changes. There are defaults. Often new accounts are added or subtracted by the transferor to the pool. (Thus, cannot qualify as grantor trust). 
v. Investor certificates are very debt like – specific interest amount for a specific term (e.g. 2 years). They are freely transferable.
vi. Seller certificates are usually not transferable and they act as the residual. 
vii. The transferor usually services the accounts and receives a fee. 
viii. The Trust has a limited life and terminates on a specific termination date. If all investor interests are not paid by that date, the assets are liquidated and the investor interests are paid. 
ix. Tax treatment – Argued that the investor certificates are simply loans from the investor to the transferor (seller). 
1. Argue that the tax treatment should follow the substance and since only the seller certificates bear the risk, the substance is simply a loan to the transferor. 
2. Danger – Taxpayer chose the form and must be held to his choice. 
a. Commissioner v. Danielson – except for something like fraud, t/p held to his selected form. 
b. Alternative standard – Strong Proof standard, which is normally applied by the Tax Court. 
c. To counter this danger, investor certificates normally state that they are considered to be the debt of the transferor for tax purposes. 
x. Starting in 1990, Home equity loans (with changing balances) also placed in this type of structure. They do not fall into REMIC/TMP problem, because only one class of debt is issued by the trust. 
3. Original Issue Discount Considerations
a. Both Investors and Transferors must follow OID rules with regard to securitization transactions. 
b. Consider issues like:
i. Coupon stripping rules (I/O and P/O)
ii. Qualified states interest
iii. Daily pro rata OID
Cunningham Letter (May 19, 2008)
1. Shared Appreciation Mortgages (SAM)
2. Shred Equity Mortgage (SEM)
3. This email discusses the tax treatment of SAMs and SEMs with different scenarios. 
Denmark Offers a Model Mortgage Market, George Soros, October 10, 2008
1. American system of financing mortgages is broken:
a. In GSEs profits accrue to private sector, but risk is publicly underwritten.
b. People who originate and service mortgages are not the same people who invest in mortgages. This creates a conflict. 
c. Securitization reduces flexibility for dealing with defaults and thus increases risk associated with mortgages. 
d. Mortgage market is asymmetric. When interest rates fall, people can refinance and withdrawn equity, but when rates increase they can only refinance at the par value of the loan, even though the market value of the loan is less than the par value. 
2. In Danish system, all mortgages are converted into standardized bonds. Mortgages can be paid off with an equivalent amount of bonds. Thus, if interest rates climb and the value of the mortgage falls, a homeowner can pay the cheaper price for bonds and use the bonds to pay of the mortgage at its lower market value. 
1

