[ 4830-01- p] Publ i shed August 25, 2004
DEPARTMENT OF THE TREASURY

I nternal Revenue Service

26 CFR Part 1

REG 106679-04

RI' N 1545- BD18

Interest-only REM C Regul ar Interests

AGENCY: Internal Revenue Service (IRS), Treasury.

ACTI ON: Advance notice of proposed rul emaki ng.

SUMVARY: This docunent describes and explains rules that the

| RS and Treasury are considering and may propose in a notice of
proposed rul emaki ng regarding the proper timng of incone or
deduction attributable to an interest-only regular interest in a
Real Estate Mrtgage |Investnent Conduit (REM C). This docunent
al so invites coments fromthe public regarding these rules and
other alternative rules. Al materials submtted will be
avai l abl e for public inspection and copyi ng.

DATES: Witten or electronic coments nust be received by
Novenber 23, 2004.

ADDRESSES: Send subm ssions to: CC PA: LPD: PR (REG 106679-04),
room 5203, Internal Revenue Service, PO Box 7604, Ben Franklin
Station, Washington, DC 20044. Subm ssions may be hand-
del i ver ed Monday through Friday between the hours of 8 a.m and

4 p.m to CC PA LPD: PR (REG 106679-04), Courier's Desk, Interna



Revenue Service, 1111 Constitution Avenue, NW, Washi ngton, DC
or sent electronically, via the IRS Internet site at

WWw. i rs.gov/regs or via the Federal eRul emaking Portal at

www. r egul ations. gov (indicate RS and REG 106679-04).

FOR FURTHER | NFORMATI ON CONTACT: Concer ni ng subm ssi ons of
comments, Treena Garrett (202) 622-7180; concerning the
proposals, Dale S. Collinson, (202) 622-3900 (not toll-free
nunbers) .
SUPPLEMENTARY | NFORVATI ON:
BACKGROUND

The Tax Reform Act of 1986 (100 Stat. 2085) (1986-3
C.B. Vol. 1), created a new tax entity, the Real Estate Mrtgage
| nvest ment Conduit (REM C), that was designed to be the
excl usive vehicle for the issuance of nulti-class nortgage-
backed securities. A REMC may issue one or nore cl asses of
regular interests and nust issue a single class of residua
interest. Section 860B(a) of the Internal Revenue Code (Code)
requires that a regular interest be treated as a debt instrunent
whet her or not the interest would qualify as a debt instrunent
under general tax principles. The holders of the residua
interest are required to take into account their proportionate
share of the REM C s taxable income or net | oss.

Prior to 1988, the holder of a REM C regul ar interest

was required to be entitled to a specified principal anmount plus



interest at a fixed or variable rate. The Technical and
M scel | aneous Revenue Act of 1988 (102 Stat. 3342) (1988 C. B.
1), permts the holder of a REMC regular interest to receive
interest that consists of a specified portion of the interest
paynents on qualified nortgages if the portion does not vary
during the period the regular interest is outstanding.
Section 860G a)(1)(B)(ii). The expanded definition of REMC
regular interest has allowed for the issuance of interest-only
REM C regul ar interests (REMC |1 Cs).

A REM C I O generally provides for a nonminal (or zero)
speci fied principal anmount and stated interest consisting of a
specified portion of the interest paynents on nortgages held by
the REM C.' Section 860B(a) provides that a REM C regul ar
interest is taxed as a debt instrunment. Nevertheless, a REMC
O differs froma traditional debt instrument in that the
aggregate of the amounts received by the holder of a REMC IO
may be | ess than the anmount for which the instrunent was issued.
This may occur if the underlying nortgages are prepaid at an
unexpectedly rapid rate. In that case, the anobunts of interest

paid on these nortgages will be |ess than expected, and the

The terns of a REM C may provide that the specified principal anpunt of a
REMC 1O is zero. Although section 860G a)(1)(A) requires a regular interest
“unconditionally [to] entitle[] the holder to receive a specified principal
amount (or other simlar anmpunt),” 81.860G 1(a)(2)(iv) states, “If an
interest in a REM C consists of a specified portion of the interest paynents
on the REM C s qualified nortgages, no m ni num specified principal anount
need be assigned to that interest.”



anounts payable to the holder of the REMC IO w Il be
correspondingly reduced. As a result, REMC | Os present novel
and difficult questions in the application of tax rul es that
were designed primarily to account for instrunents that qualify
as debt under traditional tax principles.

Section 1275(d) authorizes regulations to nodify the
tax treatnent prescribed by sections 163(e) and 1271 through
1275 (relating to original issue discount (AD)) if the
statutory tax treatnent does not carry out the purposes of those
sections. The IRS and Treasury are considering whether to issue
regul ations, including regulations under the authority of
section 1275(d), with respect to the tax treatment of REMC | Gs
for issuers and initial- and secondary-market purchasers. This
advance notice of proposed rul emaki ng sets out additional
background i nformation, including summary descriptions of
possi bl e approaches to the probl ens descri bed bel ow, and
requests public comrent.

CURRENT TAX TREATMENT OF REM C | Gs

As noted, the terms of a REMC 1O generally provide
both for stated interest consisting of a specified portion of
the interest paynments on nortgages held by the REM C and al so
may provide for a nom nal anpbunt of specified principal. The
tax rules currently applicable to a REM C | O depend on whet her

the stated interest is treated as consisting entirely of



interest or as being, in part, a return of the proceeds for
whi ch the instrunent was issued.

Sone taxpayers believe that, if the stated interest is
respected as interest, it generally is qualified stated interest
(@Sl) and so is not part of the stated redenption price at
maturity (SRPM. As a result, because the specified principal
due on the REMC IO is, at nost, nomnal, a holder generally
wi |l have paid nore than the anmpbunt payable when the REMC 10
mat ures, and thus there will be bond premum On the other
hand, if the interest paynents are recast as, in part, a return
of the proceeds for which the REM C | O was issued, the portions
so recast are included in the SRPM and the instrunment is issued
with QD

Gick v. United States, 96 F. Supp. 2d 850 (S.D. Ind.

2000), wei ghed these conpeting analyses of a REMC IO The
instrunent at issue in the case had been issued for a little
over $12 million. The ternms of the instrunment provided both for
specified principal of $362,000, which was based on pri nci pal
paynents on the underlying nortgages, and for nuch |arger
expected anounts of stated interest, which were linked to, and
conti ngent upon, interest paynents on the underlying nortgages
Gven the terns of the nortgages and the rate at which
the nortgagors were, in the aggregate, expected to prepay their

nort gages, the prospectus estimated total future cash flows



under the REM C 10O of over $14 mllion. Basing its conputation
on the specified principal amount, the prospectus identified the
resulting estimated interest rate on the REM C | O as bei ng
1006. 7 percent. On the other hand, the prospectus further

di sclosed that, if a yield conputation were to be based on the

t axpayer’s purchase price of over $12 million, the anticipated
yield to maturity was just under 8 percent.

Because of falling interest rates, the nortgages
underlying the instrunent were prepaid at an extrenely fast
rate, and the taxpayer recovered less than two thirds of the
original investnent.

The Governnent argued that the instrunment was issued
at a discount and that the taxpayer’s loss on the instrunent was
capital and would be recognized only in the year the instrunent
was retired. The taxpayer, on the other hand, clainmed that the
i nstrument was acquired at a prem um and that ordinary
deducti ons were all owabl e under section 171 during the entire
period that the taxpayer held the instrunent. Explaining that
it had resolved the question by “[e]xam ning the econonic
reality of the transaction,” 96 F. Supp. 2d at 867, the court
i ssued sunmary judgnment for the Governnent.

Oiginal |ssue D scount

REM C regul ar interests are anong the debt instrunents

for which the accrual of O D is calculated taking prepaynents



into account. This is acconplished by using a nethod commonly
known as the prepaynent assunption catch-up (PAC) nethod, which
is provided in section 1272(a)(6). Under this nmethod, it is
necessary to estimate first the rate at which any outstanding
principal on the underlying nortgages will be prepaid and, then,
the yield to maturity of the instrunent. These estinates remain
constant in all PAC nethod conputations throughout the life of

t he instrunent.

In each accrual period, the daily accruals of OD are
equal to the ratable portion of the excess (if any) of the sum
of (1) the present value of the remaining paynments under the
debt instrument as of the close of the period (end-of-period
present value) and (2) the paynents during the accrual period
that are included in the SRPMaccrual - peri od SRPM recei pts)
over the adjusted issue price of the debt instrunent at the
begi nni ng of the period.?

The end-of -period present value is cal cul ated using
the two estimates referred to above. First, the amount and tine
of the remaining paynents are determ ned on the basis of both
the specified principal actually outstanding at the end of the
accrual period (taking into account any prepaynents occurring

before the close of the accrual period) and the previously

2For each period, interest income or expense with respect to the REM C regul ar
interest also includes accruals of QSI.



estimated, static assunption about the rate at which any
outstanding principal will be prepaid. Second, the present

val ue of these remaining paynents is determ ned by di scounting
themat the previously estimated original yield to maturity.

A hol der of an O D debt instrunent includes in gross
i ncome the sum of the daily portions of the OD for each day
during the taxable year on which it holds the debt instrunent.
An issuer’s interest deduction for OD accruals is conputed in a
simlar fashion.

In the case of a traditional debt instrunent that is
issued with ODor a REMC regular interest that is issued for
less than its specified principal amount, prepaynents increase
the instrunent’s yield to maturity. Failure to anticipate
prepaynments would result in uneconom c deferred accrual of AOD
i ncl usions, and the holder woul d recogni ze capital gains when
the instrument is finally sold or retired. To prevent such
uneconom c deferral of O D inclusions, the PAC nethod, in each
period, recognizes nore O D than would be recognized if no
antici pated prepaynments were taken into account. However, the
PAC nethod may result in uneconom c accel eration of O D accruals
in certain circunstances.

When section 1272(a)(6) becane | aw, an instrunent
subject to it generally provided for paynents of a fixed anpunt

of specified principal, plus paynents of QSI, which were based



on the anmount of principal still outstanding. |f the issue
price of the instrunment was | ess than the specified principal,
that difference resulted in a fixed anount of O D, which had to
be accrued over the life of the instrunment.

For such an instrunent, if actual prepaynents occur at
a slower rate than the original estimate, OD w Il be accrued
nore rapidly under the PAC nethod than the actual prepaynent
rate would justify. |If prepaynents are particularly slow, the
ODremaining to be received at the end of a period nay be
greater than the excess of the original O D on the instrunent
over the amount of the O D that had been accrued in prior
periods. As a result, the amount of O D for the current accrua
peri od under the fornmula in the PAC nethod may be a negative
number (Negative O D). This occurs if the adjusted issue price
at the beginning of an accrual period (which reflects prior QD
accrual s) exceeds the sumof (1) the end-of-period present val ue
and (2) the accrual-period SRPM receipts.

Because the anmount of O D to be received over the life
of the instrument is fixed, and thus the O D that had been
previously accrued will be received eventually, the premature
accrual s may be addressed by a period of nonaccrual of OD. An

al ternative approach would be to reverse the premature accruals

3In 1986 Congress expressed its intent that Negative O D would not be
currently recogni zed. For that reason, the termis used here to refer to a
negative result for the conputation required by the fornula in the PAC

met hod, not to an anount that is necessarily recogni zed for tax purposes.
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by recogni zing Negative O D in the current period and then to
accrue the O D again |ater

In enacting the PAC fornmula, Congress expressed its

intent that the rules inplenmenting the PAC nmethod woul d use a
peri od of nonaccrual to correct possible premature accruals and
woul d not accrue and recogni ze Negative QO D.

The conferees intend that in no circunstances,
woul d the method of accruing O D prescribed by the
conference agreenent allow for negative amounts of A D
to be attributed to any accrual period. |f the use of
the present value conputations prescribed by the
conference agreenent produce[s] such a result for an
accrual period, the conferees intend that the anmount of
O D attributable to such accrual period would be
treated as zero, and the conputation of O D for the
foll owi ng accrual period would be nmade as if such

foll owi ng accrual period and the precedi ng accrual
period were a single accrual period.

2 HR Conf. Rep. No. 841, 99'" Cong., 2d Sess. I1-239, 1986-3
(Vol. 4) C.B. 239. The IRS and Treasury understand t hat

t axpayers generally conply with this intent not only for
ordinary REM C regul ar interests but also for REMC | GCs.

The quot ed expression of Congressional intent

occurred before the 1988 amendnent pernmitting REM C | Cs.

In the case of a REMC regul ar interest that resenbles a
traditional debt instrunent (such as the regular interests
that exi sted before the 1988 anendnent), a Negative O D
conputation is evidence that unexpectedly sl ow prepaynents

may have caused O D to accrue nore rapidly than, in
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hi ndsi ght, it should have. In such a situation,
di sal | om ng Negative O D causes a timng issue. To the
extent that O D has been overaccrued, the accrual period is
extended until the conputation for the extended accrual
peri od produces a positive result. This future positive
result of the conputation has to occur eventually as
princi pal on the debt instrument is repaid.

By contrast, in the case of a REMC IO, a Negative
O D conputation may occur because unexpectedly rapid
prepaynents reduce the anount of O D that will ever be
received or paid under the ternms of the instrunent. Rather
than the right anount of O D being accrued too fast, the
wr ong anount has been accrued. 1In the case of a REMC I Q
therefore, the prohibition against Negative OD may result
I n denying the holder current recognition of an overall
actual loss that will not be reversed in future periods and
may only be realized upon the sale or maturity of the REMC
| O.

There is also a corresponding distortion to the net
i ncone or net loss of the REMC (and thus to the incone or net
| oss of the holder of the residual interest). Even if one or
nmore holders of the REMC I Gs sell their interests and recogni ze
| osses that correct their own overaccrual of O D incone, nothing

corrects the REM C s overaccrual of A D deductions until the
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instrument is finally retired. This asymetry may result in an
understatenment of the overall tax base attributable to incone
fromnortgages held in REMCs (the total anount taxable to

hol ders of REM C regul ar interests and REM C resi dua

i nterests).

Mar ket Di scount

Section 1276(b)(3) provides that the accrual of market
di scount on a debt instrunment the principal of which nmay be paid
ininstallnments shall be determ ned under regul ations.
Regul ati ons have not yet been issued

The | egislative history of the Tax Reform Act of 1986,
however, states that, until regulations are issued, if a debt
instrunment is issued with O D and the principal of the
instrument nmay be paid in two or nore installnments, then hol ders
of the instrunment may el ect to accrue market discount for the
instrunment either on a constant yield basis or in proportion to
the O D accruals on the instrunment. Under the latter nethod,
t he amount of nmarket discount that accrues during an accrual
period is determ ned by multiplying the total remaining anount
of market discount on the instrunent as of the beginning of the
period by a fraction the nunerator of which is the anount of QD

for the period and the denom nator of which is the total
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remai ning O D at the begi nning of the period.* See 2 H R Conf.
Rep. No. 841, 99th Cong., 2d Sess. |1-842 (1986), 1986-3

(Vol. 4) C. B. 842. The IRS and Treasury understand that, under
current practice, during any period for which the PAC net hod
produces Negative O D, the nunerator of the fraction is treated
as zero, and no market discount is accrued. |In sone cases, this
practice may uneconom cally defer recognition of market

di scount .

If the rules in section 1272(a)(6) apply to a debt
instrunment (w thout regard to whether the instrunent is issued
with OD), this legislative history indicates that accruals of
mar ket di scount on the instrunment are to be determ ned using the
sanme prepaynent assunption as that used under section 1272(a)(6)
(whet her or not the taxpayer elects under section 1276(b)(2) to
accrue market discount on a constant-yield basis). See id.

The I RS and Treasury are aware of several possible
met hods, di scussed bel ow, for addressing the foregoing problens.
| NSTRUVENTS TO WHI CH NEW RULES M GHT APPLY

Because of the range of instrunents to which
section 1272(a)(6) applies and the breadth of the new accounti ng

nmet hods about which comment is being requested, any new net hod

41f an instrument that provides for two or nore principal payments is issued
wi t hout O D, Congress intended for market discount to be accrued according to
the sane rule, but with stated interest playing the role of OD. See 2 H R
Conf. Rep. No. 841, 99th Cong., 2d Sess. |1-842 (1986), 1986-3 (Vol. 4) C.B
842.
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m ght not necessarily be limted to REMC I Gs. For exanple, a
new met hod m ght apply to interest-only strips fromfixed

i nvestment nortgage trusts. In addition, a new nethod m ght
apply to all instrunents that provide for disproportionately
hi gh interest paynents (as defined in 81.860G 1(b)(5)). Under
this approach, the new rules would apply to REM C regul ar

i nterests whose issue price exceeds 125% of the specified
princi pal anpbunt and to simlar non-REM C interests.

PROPOSALS BASED ON EXI STI NG RULES FOR DEBT

PAC Met hod Wt hout Prohibition On Recogni zi ng Negative O D

Al t hough the PAC nethod may sonetines fail to clearly
reflect the income of the holder or the issuer of a REMC |IQ
the method is not wthout nerit. The nethod is specifically
designed to deal with debt instrunents that are subject to
prepaynments, like traditional REMC regul ar interests. Under
the PAC nethod, if |loans are actually prepaid faster than
expected, the projected future cash flows are adjusted
i mredi ately to nore accurately reflect incone. To a |arge
extent, the problens arising fromthe application of the PAC
method to REM C I Gs arise fromthe prohibition against taking
Negative O D into account.

Because REM C I Gs did not exist when the 1986
| egi slative history discussing Negative OD was drafted, that

di scussion related to a Negative O D conputation that woul d
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indicate that the affected taxpayers had accrued sone O D too
soon, rather than that they had accrued O D that woul d never be
paid or received. Congress mght have articulated a different
intent concerning Negative D if it had addressed the issue
once REMC I Cs were permtted

Accordingly, the IRS and Treasury are considering
whet her to propose a regulation that would follow the
section 1272(a)(6) formula in the current PAC nethod, except
that the regulation would specifically allow hol ders of regul ar
interests to accrue Negative O D deductions and would require
the REM C (and thus the holder of the REM C residual interest)
to accrue and recogni ze i ncome from Negative O D.

The consi derations supporting recognition of Negative
O Dby initial purchasers may not apply with equal force to
secondary- mar ket purchasers. Secondary market prices are |ikely
to reflect both prepaynment history and revi sed expectations
regarding future prepaynents, wth the result that the Negative
O D deduction that m ght be appropriate for an initial purchaser
may exceed any actual econom c | oss sustained by a particul ar
secondary- mar ket purchaser. The secondary-nmarket purchaser’s
depressed purchase price, however, is likely to result in a
substanti al anmount of market discount. See section 1278(a)(2).

The rules for accruing Negative O D and narket discount wll
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have to be coordinated to produce a net result that is
economi cal | y sensi bl e.

Accordingly, it may be appropriate either to devel op
explicit rules to effect this coordination or to limt
recognition of Negative OD in the case of secondary- nmarket
purchasers. For exanple, recognition of accrued Negative QD
mght be limted to the aggregate of anounts that the secondary-
mar ket hol der previously included in income as accrued QD or
accrued market discount. However, in the case of a secondary-
mar ket hol der who has suffered a real economc loss on a REMC
| O such a limtation could uneconom cally defer recognition of
t hat | oss.

Moreover, if a limtation on the allowance of Negative
ODis applied to secondary-market purchasers, perhaps a simlar
[imtation for initial purchasers wll be needed to avoid
di sparate treatnment of simlarly situated hol ders (for exanple,
initial purchasers and secondary-nmarket purchasers that purchase
shortly after original issuance at a price substantially the
sane as the issue price). However, such a limtation wuuld al so
per petuate many of the problens previously described

Any rul e recogni zing Negative O D would have to dea
wth a variety of coll ateral consequences, such as adjustnents
to the instrunent’s adjusted issue price and the holder’s basis

in the instrument to reflect any deduction for Negative O D.
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Comments are requested concerning both the range of coll ateral
consequences of recogni zing Negative O D and the ways in which
t hese consequences shoul d be dealt wth.

Al l owi ng Section 166 Bad Debt Deduction

Anot her way to nore clearly reflect the inconme of
hol ders of REM C I Gs woul d be to issue regul ations under
section 166 (which concerns deductions for bad debts). These
rul es mght both determ ne when (prior to realization) a hol der
has sustained an econom c |oss and also allow a deduction for
the | oss under section 166.° Section 166(a) provi des a deduction
for any debt that becomes wholly or partially worthless during
t he taxabl e year. |Indeed, sonme holders of REM C | Gs have
cl ai mred deductions for partial worthl essness under section
166(a) (2) and 81.166-3. The rules for determ ning worthl essness
and partial worthl essness, however, were devel oped with
reference to debts that becone worthless or partially worthless
because of the issuer’s anticipated failure ever to nmake
requi red paynents, not because certain contingencies (such as
rapi d prepaynents) have reduced the anmounts required to be paid.
Thus the existing regul ati ons under section 166 focus on whet her

a debt instrunment is uncollectible and cannot be fully satisfied

5Section 165(g) allows a deduction for |osses on worthless “securities,” as
defined in section 165(g)(2)(C). REMC regular interests, however, fal
outside this definition, because they are not issued by a governnent, a
political subdivision, or a corporation. (Under section 860A(a), a REMCis
not treated as a corporation.)
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t hrough foreclosure on collateral. See, for exanple, 881.166-2
and 1.166-6. By contrast, the existence of Negative QD for a

REM C IO is evidence that the anmobunts contractually owed under

the ternms of the instrunent are being reduced, not that the

hol der cannot coll ect whatever anounts are so owed.

Comments are invited regarding (1) whether, in the
absence of any default by the issuer, the policy underlying the
al l omance of a deduction for worthl essness and parti al
wor t hl essness shoul d be extended to a change in the anount that
the issuer is required to pay, and (2) whether any rule allow ng
a deduction under section 166 can be extended to, or conbined
with, rules respecting correspondi ng i ncone inclusions for
REM Cs and the timng of the inclusions.

ALTERNATI VE PROPCSAL SPECI FIC TO REM C | OGS AND SI M LAR
| NSTRUMENTS

The foregoing discussion attenpts to provide a nethod
for recognizing interest inconme and deduction froma REMC | O by
altering an existing nmethod applicable to traditional debt
instrunments. Although it nmay be possible to alter an existing
nmet hod, doing so is difficult because existing nmethods are
designed to apply to debt and a REMC 10 is unlike nost debt.
Furthernore, as previously indicated, altering an existing
met hod often | eads to coll ateral problens that nust be

addressed. Therefore, an alternative nethod created especially
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for REMC I1Cs, and similar instrunents, may better reflect the
i ncone and deductions for these instrunents.

Econom cally a holder of a REMC 10 (like other
i nvestors) has invested cash in an instrument and expects to
receive cash flows fromthat investnent. What is distinctive
about a REM C 10O is that the anmount and duration of the cash
flows are unknown at the tinme of making the investnent. G ven
the economics of the REMC IO, a method for distinguishing
bet ween recei pt of inconme and recovery of the anmount originally
i nvested could be based on the projected (but uncertain) cash
fl ows under the instrument and not on the expectation of a fixed
return. The followi ng nmethod attenpts to achieve that
obj ecti ve.

First, the holder of a REM C | O woul d i ncl ude paynents
made on the REMC IO in inconme as they are received. The hol der
woul d then be allowed an offset to any paynents included in
incone for the period. The offset would be equal to an anount
that bears the sane ratio to the investnent as the paynents for
the period bears to the total expected paynents (based on a
prepaynent speed assunption). The total expected paynents woul d
be cal cul ated each period taking into account both an updated
prepaynment -speed assunpti on and any paynents nmade on the REMC
IO  For this purpose, the investnent is the total investnent

cost (i.e., the issue price).
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O fset Fornul a: O fset = Investnment X Paynents for period
Total expected paynents

At the maturity of the 10, and perhaps at earlier tinmes, a | ook-
back regine may be appropriate to correct any under- or over-
accrual of interest. See section 167(Qg)(2).

For an exanple of this nethod, see the appendi x.

Comments are requested on two aspects of this IO
specific method in particular. First, can a variation of the
met hod be applied to determ ne appropriate interest deductions
for the REM C? Second, in the typical REMC 10O cash-flows
start high and then decline to zero. For these instrunents, the
new nethod may clearly reflect income. One of the nethod s
weaknesses, however, is that, unlike O D accrual generally, the
nmet hod does not accrue O D prior to the receipt of the cash
representing the O D. An issue exists as to what reginme should
apply if the application of existing regulations to tiered
structures produces REM C I Gs the cash flows on which are not
expected to begin until well after the issue date.
SECONDARY- MARKET PURCHASERS

Unlike initial purchasers, taxpayers who acquire REM C
regul ar interests subsequent to issue may have to take into
account not nerely accruals of O D but a conbination of OD and
mar ket di scount or a conbination of O D and acquisition prem um

As di scussed above, the issues concerning O D accruals and the
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possi bl e recognition of Negative O D require separate
consideration with respect to secondary-narket acquisitions.

The I RS and Treasury are considering alternative rules
for the accrual of market discount attributable to REM C | Cs.
One possible rule is to require accruals under a fornmula simlar
to the PAC nethod, including the use of a prepaynent assunption
and discount rate that remain static. However, instead of the
proj ected prepaynent speed and the projected yield to maturity
being fixed as of the date on which the REMC issues all of its
regular interests, they would be fixed for a subsequently
acquired REMC 1O at the tinme of the acquisition. Essentially a
hol der of a REM C I O woul d apply the same net hodol ogy regardl ess
of whether its acquisition was on the issue date (wth the
hol der cal culating O D based on estimates that were fixed on
that date) or on a subsequent date (with the hol der cal cul ati ng
mar ket di scount based on estimates that were fixed on the
subsequent acquisition date).

| f the anpbunt of market discount is based on the
revised issue price, as provided in section 1276(a)(2) and (4),
the rules will need to integrate accrual of market discount
(which will be specific to each holder) and accrual of QD
(which will be the sanme for all holders). |If the anmount of
mar ket di scount is based on remaining SRPM at the tinme of

acquisition, accrual of the market discount will be a substitute
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for any O D accrual. |In either case, a holder with any market
di scount will need substantial amounts of individualized data
fromthe REM C servicer. Coments are requested as to the REMC
servicer’s ability to provide the necessary individualized dat a.

It woul d be possible to revise the rules for accrual
of market discount w thout adopting a rule recogni zing Negative
O D. As described above, however, if this recognition is
permtted generally and is made avail abl e to secondary- mar ket
purchasers as well as initial purchasers, additional questions
will be presented for secondary-nmarket purchasers. These would
i ncl ude whet her the anmount of market discount should be
redeterm ned and, if so, what the effect of that determ nation
woul d be on col |l ateral consequences of market discount such as
the deferral of interest deductions under section 1277. One
possibility would be to condition the recognition of Negative
O D for secondary-nmarket purchasers on an el ection by the hol der
to be taxable under the OD rules on both OD and market
di scount or premum (See the election under 81.1272-3.)
NEGATI VE YI ELD | NSTRUMVENTS

The I RS and Treasury are aware that there are sone
REM C I Gs for which the prepaynent speed that the servicer
projected at the pricing date produces a projected negative
yield. Arnms-length investors do not voluntarily enter

transactions with antici pated negative yields. Rather, such an
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i nvestor may subjectively anticipate a different prepaynent
speed, or the investor may be “making a bet” on the occurrence
of a prepaynent scenario with a rate of return that nore than
conpensates for its | ow probability of occurring.
Mat hematically, “discounting” a cash flow at a negative yield
produces a present value that is greater than the sumof the
future values of the cash flow. Unnodified application of the
PAC net hod woul d therefore be unreasonabl e because it would
require the holder to include anbunts in inconme that are based
on unrealistically high deened present val ues of future cash
flows. Comments are requested on whether the PAC nethod shoul d
be altered by requiring the use of a discount rate that is no
| ess than an econom cally reasonabl e di scount rate or whether
sonme ot her adjustnent woul d be nore appropriate.
REQUEST FOR COWMENTS

The I RS and Treasury request coments on the
desirability of adopting special rules for taxing REM C I Gs,
high-yield REM C regul ar interests, and apparent negative-yield
i nstrunents, and whet her those special rules should al so be
applied to other simlar instrunments (including howto identify
such simlar instruments). Coments and suggestions are al so
request ed regardi ng possi bl e approaches to what additi onal
special rules nay be desirable, including the possible

recogni tion of Negative O D, the formulation of speci al
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gui delines for the application of section 166 to REMC I Gs and
simlar instrunments, and the adoption of a new alternative
met hod applicable to REMC IGs and sim |l ar instrunents.

Persons provi ding comments may want to consi der, anong
ot her things, the follow ng questions. Should recognition of
Negative OD be limted to prior inclusions of OD, to prior
inclusions of OD and nmarket discount, or to sonme other anount?
If any limt is inposed, should the |imt apply to all holders
or only to those who do not acquire their interests at original
issue? |If recognition of Negative O D by initial purchasers is
[imted to prior AODinclusions, should recognition of Negative
O D be pernmitted for secondary-market purchasers to the extent
of prior market discount inclusions as well as O D inclusions?
| f recognition of Negative ODis unlimted for initial
purchasers, should it be limted for secondary- market
purchasers? Should recognition of Negative O D for secondary-
mar ket purchasers result in a redeterm nation of a purchaser’s
mar ket di scount and, if so, should the redeterm nation affect
the application of the interest deferral provisions in section
1277? Aternatively, is the situation addressed adequately by
currently recogni zing both Negative O D and currently accruing

mar ket di scount? Should recognition of Negative O D by



secondary- mar ket purchasers be conditioned on an election to

treat all discount and prem umon the instrunment as O D?

Acting Deputy Conmi ssioner for Services and Enforcenent.



APPENDIX

Exanpl es

| ssue Price $8.97 Expected Yield 8.455%
Expected Cash Fl ows:

Year O (8.97)

Year 1 5.00

Year 2 2.50

Year 3 1.50

Year 4 1.00

Year 5 0. 50

| f pays as expected:

End ALP  Paynents Beg. AIP OD

4.73 5. 00 8. 97 .76
2.63 2. 50 4.73 . 40
1.35 1.50 2.63 .22
0. 46 1. 00 1.35 11
0 0. 50 0. 46 .04

1.53

Actual Yield 8.455%
| f pays faster than expected:

End AP Payments Beg. AIP AD

1. 89 5. 00 8. 97 (1.11)
1. 05 1. 00 2. 86 (0. 35)
0. 54 0. 60 1. 50 (0.19)
0.18 0. 40 0.72 (0.09)
0 0. 20 0.23 (0.03)

(1.77)

Actual Yield -12.397%

Hol der’s O D Inconme under Current Rules (w Negative O D
prohi bition):

Year 1 0
Year 2 0
Year 3 0
Year 4 0
Year 5 0

1.77 loss at maturity



Hol der’s O D i nconme under Proposal allow ng Negative O D:

Year 1 (2.08)1 oss
Year 2 0.16
Year 3 0. 09
Year 4 0. 05
Year 5 0.02

Overall income (1.77)

ALTERNATI VE METHOD EXAMPLE

Exanpl es:

| nvest ment/ | ssue Price $8.97 Expected Yield 8.455%

Total expected return: $10.50

Exanple 1

Expected Cash Fl ows:
Year O (8.97)
Year 1 5.00

Year 2 2.50

Year 3 1.50

Year 4 1.00

Year 5 0.50

(O fset anpbunts in bold.)

Year 1
paynments for year/total expected paynents =

5/10.5 = .47
ratio multiplied by investnent =
.47(8.97) = 4.27

Year 2

2.5/10.5 = .23
.23(8.97) = 2.14
Year 3

1.5/10.5 = . 143
.143(8.97) = 1.28
Year 4

1/10.5 = . 095
.095(8.97) = .85
Year 5

.5/10.5 = . 047
.047(8.97) = .43

[4.27 + 2.14 + 1.28 + .85 + .43 = 8.97]



Exanpl e 2
| f the expected return is not updated, the holder won't recover

its investnent.

Actual Cash Fl ows:

Year O (8.97)
Year 1 5.00
Year 2 1.00
Year 3 0. 60
Year 4 0. 40
Year 5 0. 20
Year 1

5/10.5 = .48
.48(8.97) = 4.27
Year 2

1/10.5 = . 095
.095(8.97) = .85
Year 3

.6/10.5 = .06
.06(8.97) = .51
Year 4

.4/10.5 = .04
.04(8.97) = .34
Year 5

.2/10.5 = .02
.02(8.97) = .17
[4.27 + .85 + .51 + .34 + .17 = 6. 14]

Exanpl e 3

| f you update the expected return after year 1:

Actual Cash Fl ows:

Year O (8.97)
Year 1 5.00
Year 2 1.00
Year 3 0. 60
Year 4 0. 40
Year 5 0. 20
Year 1

5/10.5 = .48

_48(8.97) = 4.27
After year 1, total expected return is 7.20 (5+1+.6+.4+.2):



Year 2

1/7.2 = .14
.14(8.97) = 1.25
Year 3

.6/7.2 = .08
.08(8.97) = .75
Year 4

.4/ 7.2 = .06
.06(8.97) = .50
Year 5

.2/ 7.2 = .03
.03(8.97) . 25
[4.27 + 1.25 + .75 + .50 + .25 = 7.02]

| f the hol der recal cul ates Year 1, using the new total expected
return ((5/7.2)(8.97)) = 6.23), and takes into account the

di fference between that anount (6.23) and the anount cal cul at ed
using the original expected return (4.27), which equals 1.96,

the holder will recover its total investnent.



