April 13, 2000

M. Jonat han Tal i sman

Assi stant Secretary for Tax Policy
Department of the Treasury

1500 Pennsyl vani a Avenue, N W
Washi ngton, D.C. 20220

M. Eric Sol onon

Deputy Assistant Secretary
Department of the Treasury
1500 Pennsyl vani a Avenue, N W
Washi ngton, D.C. 20220

Dear Assistant Secretary Talisman
and Deputy Secretary Sol onon:

We are witing in support of our view that the
Treasury Departnent has the authority to issue guidance
permtting, or even requiring, taxpayers to use financial
accounti ng book val ues for purposes of mark-to-nmarket
accounting under Section 475 of the Internal Revenue Code
(the "Code").¥

Section 475(g) of the Code gives the Treasury
authority to "prescribe such regulations as nmay be necessary
or appropriate to carry out the purposes of" Section 475.

Li kewi se, the legislative history of Section 475 expresses

Y Section 475 of the Code generally requires a securities
dealer to include the securities inits inventory at
their fair market values and, for other securities held
at the close of a taxable year, to recogni ze gain or
|l oss as if each security were sold at the end of the
year for its fair market val ue.
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Congress' intention that the Treasury Departnent issue
gui dance with respect to valuation for purposes of
mar k-t o- mar ket accounting. ?

Mor eover, the Secretary has an affirmative duty,
under section 7805(a) of the Code, to “prescribe all needful
rul es and regul ations for the enforcenent of" the Internal
Revenue Code. Such rules and regulations are valid "so | ong
as they are reasonable."¥

The conference report acconpanyi ng the enact nment
of Section 475 states that "the conferees expect that the
Treasury Departnent will authorize the use of valuation
met hods that will alleviate unnecessary conpliance burdens
for taxpayers and clearly reflect income for Federal incone
tax purposes."? For the reasons set out bel ow, valuation
by reference to the books that a securities deal er naintains
for financial accounting purposes is the only valuation
met hod that would clearly reflect the dealer's incone for
Federal incone tax purposes with reasonabl e accuracy.
Moreover, this is the only nmethod that woul d avoi d severe
conpliance burdens and adm nistrative difficulties and thus
be consistent with Congressional intent.

A dealer's valuation of its securities for
financi al accounting purposes clearly reflects incone
because a deal er uses these valuations in reports to
investors and to regulators, such as the Securities and
Exchange Conmi ssion, for internal risk managenent purposes
and generally to determ ne enpl oyee conpensation. A
deal er' s use of inaccurate valuations for these purposes
woul d i npose significant costs on the deal er, such as
over paynent or underpaynent of enployees, |oss of key
enpl oyees, potential liability to investors, penalties for

2 H Rep. 103-213, at 616 (1993).

8/ Cott age Savi ngs Associ ation v. Conm ssioner, 499 U S.
554, 560-61 (1991).

4 H Rep. 103-213, at 616 (1993).
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regul atory nonconpliance, involvenent in unprofitable
transacti ons, inadequate hedgi ng of portfolios and general
exposure to risk. For these reasons, securities dealers
devote great attention, focus and expense to these

val uations, and they are as accurate as possible.

By contrast, it is unlikely that an alternative
"artificial" valuation would clearly reflect incone. G ven
the inmportance of the non-tax issues at stake, if there were
an alternative nmethod of valuation that nore clearly
reflected incone, the dealer in question would have adopted
it. Such an alternative valuation would in any case be
exceedingly difficult to review. As noted above, and as we
have di scussed with the I RS nunerous tinmes in the past,
val uation of securities is exceedingly difficult and
conplex, and it is based on nunerous factors and anal ytic
nodel s that very over time. It cannot be reperformed years
| ater by anyone, including experts, and hindsi ght val uations
of securities do not reflect their true values for the
rel evant periods of tine.

Li kew se, requiring an alternative artificial
val uati on woul d i npose a substantial and unnecessary
conpliance burden. As the Suprene Court has recognized,
val ui ng assets in the absence of the evidence of val ue
provi ded by sales requires both the taxpayer and the
Comm ssioner to engage in a "cunbersonme, abrasive, and
unpredi ctabl e admi nistrative task."¥

In any case, it seens clear that Congress did not
expect dealers to value their securities twice, once in the
regul ar course of business, and separately for tax purposes.
Rat her, Congress concl uded that conplying with Section 475
woul d not be unduly burdensone to securities deal ers because
deal ers woul d have already nmarked their securities to market
for financial accounting purposes in the ordinary course of
business. In describing the reasons for enacting Section

= Cottage Savings, 499 U S. at 559 (internal quotation
mar ks om tted).
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475, for exanple, the House Ways and Means Conmm ttee Report
for the Revenue Reconciliation Act of 1993 contains the
foll owi ng | anguage: "lInventories of securities generally
are easily valued at year end, and, in fact, are currently
val ued at market by securities dealers in determning their
i ncone for financial statenment purposes and in adjusting
their inventory using the LCM [l ower of cost or market]

met hod for Federal incone tax purposes."¥

Regul ati ons aut horizing the use of financial
accounting valuations for purposes of Section 475 m ght of
course limt the use of book values to deal ers who
consistently use those val ues for significant non-tax
pur poses. Such regul ations m ght al so be designed to
ascertain that the book values presented to the IRS are the
sane as those that are used for all other non-tax purposes.
Apart fromthis, however, we think that Treasury not only
has authority to permt securities dealers to use their book
val ues for tax purposes, but a Congressional directive and
duty to do so.

We hope you find this letter hel pful, and we woul d
be happy to assist you in any way with regard to this
matter.

Very truly yours,

Saul Rosen

Chai rman, Committee on the
Federal Taxation of the
Securities Industry

o H Rep. 103-11, at 223 (1993).
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