Section 165.—Losses for contingent payments based on an evelitthe reset event occurs, the interest rat
that will occur (or not occur) with a proba-doubles to 11.4 percent, compounded qua
26 CFR 1.165-1: Losses. See Rev. Rul. 2000-12, bility of 50 percent on December 1, 1993erly. If the reset event does not occur, th

page 744. (the reset event). The reset event does rinterest rate is reset at zero.
depend on actively traded personal prop- Note 4 has the same terms as Note
erty. If the reset event occurs, the interesixcept that the consequences of the col
Section 1275.—Other rate doubles to 11.8 percent, compoundedthgency are reverged. Thus, if_ the rese
Definitions and Special Rules qua_rterly. If the reset event does not occuevent occurs, the interest rate is reset «
the interest rate is reset at zero. zero. If the reset event does not occur, th
26 CFR 1.1275-2: Special rules relating to debt Note 2 has the same terms as Noteifterest rate doubles to 11.4 percent, con
instruments. (Also section 165; 1.165-1.) except that the consequences of the copeunded quarterly.
26 CFR 1.1275-6: Integration of qualifying debt tingency are reverged. Thus, if_ the reset At the time the notes are purcha_sed
instruments. event occurs, the interest rate is reset bhased upon the structure of the notes, it ce

zero. If the reset event does not occur, thee expected that, as a result of the reset, o
Treatment of certain debt acquisi- interest rate doubles to 11.8 percent, commote will increase significantly in value and
tions. This ruling addresses three situapounded quarterly. the other note will decrease in value by th
tions in which a taxpayer acquires two At the time the notes are purchasedsame amount. The expected tax loss on tt
debt instruments that are structured sgased upon the structure of the notes, it caote that decreases in value significantiy
that it is expected that the value of on@e expected that, as a result of the reset, omeceeds any reasonably expected econorr
will increase significantly at the samenote will increase significantly in value andoss on the two notes.
time that the value of the other one dethe other note will decrease in value by the On December 1, 1998, the reset ever
creases significantly, and holds that iRame amount. The expected tax loss on tHees not occur. Thus, on that date, the ir
each situation the taxpayer cannot recogpte that decreases in value significantlterest rate on Note 3 is reset at zero, and i
nize the claimed loss on the sale of thexceeds any reasonably expected econoniiterest rate on Note 4 doubles to 11.4 pe
debt instrument that decreases in valugss on the two notes. cent, compounded quarterly. As a result o
while not recognizing the gain on the On December 1, 1993, the reset evetite reset, the fair market value of Note 4 in
other debt instrument. does not occur. Thus, on that date, the icreases significantly because of the dot
terest rate on Note 1 is reset at zero, afuing of its interest rate, and the fair marke!
Rev. Rul. 2000-12 the interest rate on Note 2 doubles to 11¥alue of Note 3 decreases by the sam
ISSUE percent, compounded quarterly. As a reamount. On December 2, 19985sells
sult of the reset, the fair market value oNote 3 for its fair market value and claims &
Under the circumstances describedlote 2 increases significantly because dbss.
below, if a taxpayer acquires two debt inthe doubling of its interest rate, and the .
struments that are structured so that it is efair market value of Note 1 decreases byituation 3
pected that the value of one will increaséthe same amount. On December 2, 1993,7is a corporation that files returns on
significantly at the same time that the valuX sells Note 1 for its fair market value anctalendar—year basis. On September :
of the other one decreases significantly, carlaims a loss. 1998, Z purchases two privately-placed

the taxpayer recognize a current loss onthe ;
sale of the debt instrument that decreasesfuation 2 debt instruments, Note 5 and Note 6, fron
unrelated issuers.

value while not recoggizing the gain onthe v s 4 corporation that files returns on a Note 5 is purchased for $1,000,000
other debt instrument: calendar-year basis. On September Note 5 has a 10-year term and a stated pri

FACTS 1998, Y purchases two privately-placedcipal amount of $1,000,000. It provides for
debt instruments, Note 3 and Note 4, fromuarterly interest payments, beginning or
Situation 1 unrelated issuers for $1,000,000 each. December 1, 1998. The interest rate for th

) . ) Note 3 has a 10-year term and a statdiist quarter is 5.7 percent, compoundec
Xis a corporation that files returns on &y cinal amount of $1,000,000. It pro-quarterly. Note 5 provides for contingent
calendar-year basis. On September Yijeq for quarterly interest payments, bepayments based on an event that will occt
1993, X purchases two privately-placedyinning on December 1, 1998. The interegor not occur) with a probability of 50 per-
debt instruments, Note 1 and Note 2, froflye for the first quarter is 5.7 percent, coneent on December 1, 1998 (the reset even
unrelated issuers for $1,000,000 each. 5 nqed quarterly. Note 3 provides foffhe reset event does not depend on active
Note 1 has a 10-year term and a stateghingent payments based on an event theaded personal property. If the reset ever
principal amount of $1,000,000. 1t Pro<iy oecur (or not occur) with a probability occurs, the interest rate doubles to 11.4 pe
vides for quarterly interest payments, b€s¢ 50 percent on December 1, 1998 (theent, compounded quarterly. If the rese
ginning on December 1, 1993. The intelraset event). The reset event does not devent does not occur, the interest rate |

est rate for the first quarter is 5.9 percenfiony on actively traded personal propertyeset at zero.
compounded quarterly. Note 1 provides



Note 6 is purchased for $615,000is not allowable.See ACM Partnership v. or a variable rate debt instrument that
Note 6 has a 20-year term and a state@ommissiongrl57 F.3d 231, 252 §Xir. pays interest at a qualified floating rate.
principal amount of $615,000. It providesl998) (“Tax losses such as these ... whidlvhen § 1.1275-6 applies, the combined
for quarterly interest payments beginninglo not correspond to any actual economicash flows of the qualifying debt instru-
on December 1, 1998. The interest ratesses, do not constitute the type of ‘bonment and the § 1.1275-6 hedge generally
on Note 6 for the first quarter is set at 3fide’ losses that are deductible under thare treated as a synthetic debt instrumen
month LIBOR. If the reset event occurs|nternal Revenue Code and regulations.”for all federal income tax purposes. The
the interest rate is reset at zero. |If theert. denied526 U.S. 1017 (19998cully purpose of § 1.1275-6 is to permit a more
reset event does not occur, the interest United Statgs840 F.2d 478, 486 (7 appropriate determination of the character
rate doubles to 200 percent of 3-montiCir. 1988) (to be deductible, a loss musand timing of income, deductions, gains,
LIBOR, adjusted quarterly. be a “genuine economic loss"$hoen- or losses than would be achieved by sepa

At the time the notes are purchasedyerg v. Commissiongi77 F.2d 446, 448 rate treatment of the components. Sectior
based upon the structure of the notes, (8" Cir. 1935) (to be deductible, a lossl.1275-6 generally applies to qualifying
can be expected that, as a result of threust be “actual and real"fert. denied debt instruments issued on or after August
reset, the value of one note will increas296 U.S. 586 (1935). 13, 1996.
significantly and the value of the other The courts similarly have disallowed Under § 1.1275-6(b)(1), a contingent
note will decrease significantly. The exdosses from option-straddle transactionpayment debt instrument (CPDI) that is
pected tax loss on the note that decreasimst were found to be devoid of economigssued for cash is a qualifying debt instru-
in value significantly exceeds any reasorsubstance. The option-straddle transament. Under § 1.1275-6(b)(2)(i), a §
ably expected economic loss on the twtions were prearranged to generate a 104s1275-6 hedge is any financial instru-
notes. for tax purposes while deferring an offsetment (including a debt instrument) if the

On December 1, 1998, the reset eveting gain. Even though the relevant tradesombined cash flows of the financial in-
does not occur. Thus, on that date, the imay have taken place, the loss deductistrument and the qualifying debt instru-
terest rate on Note 5 is reset at zero, amthimed was not allowed because no trument permit the calculation of a yield to
the interest rate on Note 6 doubles to 20@ss had occurredLerman v. Commis- maturity (under the principles of § 1272)
percent of 3-month LIBOR, adjustedsioner, 939 F.2d 44, 52 @3Cir. 1991), or the right to the combined cash flows
qguarterly. As a result, the fair marketert. denied 502 U.S. 984 (1991), andwould qualify under § 1.1275-5 as a vari-
value of Note 6 increases significantly beKeane v. Commissione865 F.2d 1088, able rate debt instrument that pays interes
cause of the doubling of its interest ratel092 (9" Cir. 1989),aff’g Glass v. Com- at a qualified floating rate or rates (except
and the fair market value of Note 5 demissioney87 T.C. 1087 (1986). for the requirement that the interest pay-
creases significantly. On December 2, The sale of Note 1 iSituation 1does ments be stated as interest)(fixed-or-float-
1998, Z sells Note 5 for its fair market not produce an allowable loss under fhg requirement).
value and claims a loss. 165. WhenX sells Note 1 before its ma- Section 1.1275-6(b)(2)(ii)(B) provides
turity date but retains Note X does not that a debt instrument can be a § 1.1275—¢
realize an actual economic loss becausedge only if it is issued substantially
the purported loss on the sale of Note 1 isontemporaneously with, and has the
substantially offset by the unrealized gaisame maturity (including rights to accel-

Section 165(a) of the Internal Revenu@ Note 2. Such an artificial loss is not alerate or delay payments) as, the qualify-
Code provides that there shall be allowelbwable for federal income tax purposes.ing debt instrument.
as a deduction any loss sustained durin ) Section 1.1275-6(c)(2) grants the
the taxable year and not compensated fotuation 2 Commissioner authority to integrate a
by insurance or otherwise. Section ggactions 1271 through 1275, and thgualifying debt instrument that is a CPDI
1.165-1(b) of the Income Tax RegUIa'regulations thereunder, provide rules fopith a 8 1.1275-6 hedge if the combined
tions provides, in addition, that for a 10S§e taxation of holders of debt instru£ash flows are substantially the same as
to be aII_owabIe as a _deductlon under ents, including debt instruments tha_?'ther of_the cash fl(_)ws necessary to sat-
165(a), it must be ewden_ced b)_/ Closeﬂrovide for one or more contingent paylsfy the flxed-or-ﬂoatlng requirement of §
_and _c_ompleted transactions, flxed_ bYnents. These rules generally requir\]—:'1275__6(b)(2)(')' This rule allows th_e
|den_t|f|able events, and actually SUSta'_”eHolders of debt instruments to accru(g_:or_nmlssmner to prevent the potential
during the taxabl_e year. SeCt'Orbriginal issue discount (OID) using thetln_wlng_;; and Characte_r mismatches that
1_.165—1(t?) also provides that only a bonEOnstant—yieId method. Note 3 and Not@'ise if the CPDI and its hedge are treatec
fide loss is allowable and that sgbstancg are subject to the OID rules because ﬂﬁgparajtely. _
and_ not mere fqrm shall govern in deteryytag provide for contingent payments. Sectl(_)n 1.1275—6(d_)(2) provides rules
mining a deductible loss. Section 1.1275-6 generally provideéor legging out of an integrated transac-

The courts have held that a Ios_s is akyr the integration of a “qualifying debt tion. Section 1.1275—5((_1)(2)(|)(B) sets
lowable as a dedu<_:t|_on for fede_zral INCOME,strument” with a “§ 1.1275-6 hedge” ifo_ut the rules for _determlmng _vvh_en a leg-
tax purposes only if |'_c is bona fide and reghe combined cash flows of the compoding out occurs |f_th_e Comm|§3|0ner has
fle(_:t_s_actual economic consequences. Atents are substantially equivalent to thl:_ntegrate_d a q_uallfymg debt instrument
artificial loss lacking economic substance.,qh flows on a fixed rate debt instrumer@Nd @ financial instrument under §

LAW AND ANALYSIS

Situation 1



1.1275-6(c)(2). Under those rules, thé result is unreasonable only if there igegulations as necessary or appropriate
taxpayer legs out of the integrated transn expected substantial effect on th& prevent this unreasonable result.
action if, prior to the maturity of the syn-present value of a taxpayer’s tax liabil- In this case, the Commissioner de-
thetic debt instrument, the requirementgy. parts from the literal requirements of the
for Commissioner integration under 8§ A principal purpose of 88 1271integration rules by integrating the two
1.1275-6(c)(2) are no longer met. Sedhrough 1275 and related sections of theotes before Note 5 is sold. Upon the
tion 1.1275-6(d)(2)(ii) provides that if theCode is to tax holders of debt instrusale of Note 57 is treated as legging out
taxpayer legs out of an integrated transacients according to economic income asf an integrated transaction under §
tion, then the taxpayer is treated as sellingetermined by the constant-yieldl.1275-6(d)(2)(ii). Under the legging
or otherwise terminating the synthetianethod. These provisions ensure thaut rules of § 1.1275-6(d)(2)(ii), imme-
debt instrument, immediately before legthe holder of a debt instrument cannaodiately before Note 5 is sold,is treated
ging out, for its fair market value and re-artificially avoid, defer, or offset timely as disposing of the synthetic debt instru-
alizing and recognizing at that time anyecognition of the economic incomement for its fair market value, and
resulting income, deduction, gain, or lossfrom the debt instrument. must realize and recognize at that time
In Situation 2 unlike Situation 1 the In Situation 3 the notes are issued afteany gain or loss on the deemed disposi-
notes are issued after the effective datbe effective dates of the integration ruleon. As a resultZ cannot recognize the
of the integration rules of § 1.1275-60f § 1.1275-6 and the anti-abuse rule of @aimed loss on the sale of Note 5 while
and qualify for integration by the Com-1.1275-2(g). But for the anti-abuse rulenot recognizing the gain on Note 6.
missioner under § 1.1275-6(c)(2). Irthere are two reasons why the integration
this case, the Commissioner integratesiles would not apply. First, it cannot bd1OLDING
the notes under § 1.1275-6(c)(2) as afetermined at the time of issuance |4 o5ch situation the taxpayer cannot
the issue date. Upon the sale of Note 8yhether the combined cash flows will bq'ecognize the claimed loss on the sale of
the requirements for Commissioner intesubstantially the same as either of thg,o qept instrument that decreases in
gration under § 1.1275-6(c)(2) are neash flows necessary to satisfy the fixed;5,e while not recognizing the gain on
longer met. ThereforeY is treated as or-floating requirement  of the other debt instrument.
legging out of the integrated transactiol.1275-6(b)(2)(i). Second, the notes |, gityation 1 the loss on the sale of
under § 1.1275-6(d)(2)(ii). have different maturities and, thus, theyste 1 is not allowed under § 165.
Under the legging out rules of 8do not meet the same-maturity limitation |, sityation 2 the integration rule of
1.1275-6(d)(2)(ii), immediately beforeof § 1.1275-6(b)(2)(ii)(B). § 1.1275-6(c)(2) applies. The Commis-
Note 3 is sold)Y is treated as disposing If the structure of the transaction wergj;ner integrates the notes as of the issu
of the synthetic debt instrument for itsespected for federal income tax purgaie. Upon the sale of Note $,is
fair market value, and must realize poses,Z would be able to recognize the;aated as legging out of the integrated
and recognize at that time any gain oclaimed loss upon the sale of Note 5 evep,nsaction. Accordingly is treated as
loss on the deemed disposition. As a reéhough it could be expected, whgrpur- disposing of the synthetic debt instru-
sult, Y cannot recognize the claimed losghased the two notes, that, as a result gfant at its fair market value immedi-
on the sale of Note 3 while not recognizthe reset, one note would increase signif}itmy before the sale.
ing the gain on Note 4. cantly in value and the other note would | situation 3 the anti-abuse rule of §

decrease significantly in value. The €X1.1275-2(g) applies. The Commis-

pected tax loss on the note that decreasggner integrates the notes before Note 5
Under § 1.1275-2(g), if a principal pur-" value significantly exceeds any reasong soid. Upon the sale of Note B,is
pose in structuring a debt instrument oRPY €xpected economic loss on the Wheateq as legging out of the integrated
engaging in a transaction is to achieve 30tes. ~ Essentially purchased a seriesyansaction. AccordinghZ is treated as
result that is unreasonable in light of th@f cash flows that, absent the applicatiogisyosing of the synthetic debt instru-
purposes of §§ 163(e), 1271 througRf the anti-abuse rule of § 1.1275-2(9) (Ofyent at its fair market value immedi-

1275, or any related section of the Codé 185 principles), would produce an artiya|y pefore the sale.
the Commissioner can apply or deparffc'al loss immediately after the reset.
from the regulations under the applicable 'NiS result is unreasonable in light of
sections as necessary or appropriate {Ble purposes :)f tzedOI_D rulets.tThe OIMRAFTING INFORMATION

; - rules were intended, in part, to ensure o _
achieve a reaso_nable resu_lt. Sectmrﬁ‘at the holder of a debt irs]strument can- The principal authors of this revenue
1.1275-2(g) applies to debt instrumentd? - i ;
: not artificiall d. def tfset ruling are Charles W. Culmer and
issued on or after August 13, 1996. y avolid, defer, or orise e - :

. IS imel iti f th .. - Christina A. Morrison of the Office of As-
Section 1.1275-2(g)(2) provides thaf!Mely recognition of the economic in- = - : - -
- - ome from the debt instrument. In thiSistant Chief Counsel (Financial Institu-

whether a result is unreasonable is dete?S s jons and Products). For further informa-
mined based on all the facts and circunf@se, the transaction is structured to e :

stances. A significant fact is whether th&€2t this purpose by creating an artificial/o" regarding this revenue ruling contact

treatment of the debt instrument is exioSS immediately after the reset. SectioffIr- Culmer on (202) 622-3950 or Ms.

pected to have a substantial effect on the 1275-2(9) authorizes the CommisMorrison on (202) 622-3960 (ot a toll-
issuer’s or a holder’s U.S. tax liability. SION€r to apply or depart from the oipfree cal).

Situation 3




