July 13, 2000

Ms. Suzanne J. Boul e

| nt ernal Revenue Service
290 Broadway

| 2t h Fl oor

New Yor k, NY 10007

Dear Ms. Boul e:

On behalf of the Securities Industry Association,*
this letter responds to your list of questions regarding the
val uation of securities by nenbers of SIA. Wth the
exception of questions 9 and 10, the questions you pose
appear to be designed to aid the Internal Revenue Service
(the "Service") in the devel opnment of an alternative
met hodol ogy for pricing securities for which no ready narket
exi sts. For the reasons discussed below, we believe that it
is both unnecessary and unproductive for the Service to
attenpt to devel op a net hodol ogy capabl e of producing
i ndependent estimates of the fair market value of dealers
securities for purposes of Section 475. W would encourage
the Service to focus instead on devel opi ng procedures for
insuring that the valuations dealers report for Section 475
pur poses conformto the valuations deal ers use for
significant nontax purposes.

It is unnecessary for the Service to develop its
own net hodol ogy for valuing securities because a dealer's
val uations of its securities for nontax purposes generally
will provide the Service wth accurate neasures of the
securities' fair market values. |In fact, the legislative
hi story of Section 475 of the Internal Revenue Code
i ndi cates that Congress expected that deal ers' financial
statenent val uations would generally be used for purposes of
Section 475. In describing the reasons for enacting Section

* The Securities Industry Association is the trade
associ ation of the securities industry, representing
nore than 740 securities firms.
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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
incone for financial statenment purposes and in adjusting
their inventory using the LCM[| ower of cost or market]

met hod for Federal incone tax purposes."*

The accurate valuation of securities is essential
to a securities dealer's business of trading securities. A
dealer relies on its pricing nodel to determ ne whether and
when to buy and sell particular securities. |If securities
are underval ued, dealers will be nore likely to sel
securities without realizing full value and to pass up
profitable buying opportunities; overval uing securities
nmeans that a dealer will be nore likely to acquire
securities that produce inferior returns and to forego
profitable opportunities to sell the securities it holds.
Errors in the valuation of securities al so produce
i naccur ate hedgi ng, exposing the dealer to excessive risk or
causing the dealer to incur unnecessary hedgi ng expense.
Thus, failure to value securities accurately causes deal ers
to lose profits to conpetitors, and nore accurate pricing of
securities gives a dealer a significant conpetitive
advantage. As a result, a deal er devotes substanti al
resources to valuing securities as accurately as possible.
Deal ers apply state-of-the-art nodeling techni ques based on
the | atest academ c research adapted to practica
application by highly-trained in-house specialists. 1In
addition to trading, dealers also nust value their
securities for other significant nontax purposes, such as
general risk managenent, reports to investors and to the
Securities and Exchange Comm ssion and in the cal cul ati on of
enpl oyee conpensation. Typically, a dealer values its
securities consistently for all of these nontax purposes,
and uses the sanme valuations in marking to market for
Section 475 purposes. The valuations are free fromthe
i nfluence of tax pl anning.

An attenpt by the governnent to devel op a
reliable, independent valuation nethodol ogy woul d be

* H Rep. 103-11, at 223 (1993).
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unproductive because it would be extrenely costly, yet

hi ghly unlikely to inprove upon the accuracy of deal ers' own
val uations. The nodels used by deal ers undergo const ant
refinenment in response to evaluation of the nodels in
operation, changi ng market conditions and advances in
financial theory. Models used by deal ers today are nore
sophi sticated than those used a few years ago, and today's
nmodels in turn will rapidly becone obsolete. As a result,
even assum ng that the Service could approach the

sophi stication of dealers' current nodels, during the tine
it would take the Service to survey and reconstruct the

val uation nmethods in use by deal ers today, those nethods

wi |l be superceded by newer nodels. So even if the Service
were able to reproduce one year's nodels in tine to conduct
an audit of tax returns for that year, it is unlikely that
the Service's alternative nodel could be nodified quickly
enough to be useful in subsequent years. Furthernore, the
expense to the governnent of attenpting to continually match
t he pace of innovation in dealers' valuation nethodol ogi es
woul d be staggering.

Since, for the reasons discussed above, dealers
nontax valuations will generally provide accurate neasures
of fair market value, we would suggest that it would be nore
beneficial for the Service to devel op procedures for
determ ning that the securities valuations reported by
deal ers for tax purposes represent the sane val uations
enpl oyed for significant nontax purposes. Questions 9 and
10 on your |ist are exanples of the sorts of questions that
woul d be useful in making such a determ nation.

For exanpl e, question 9 asks whet her deal ers’
nodel s are arbitrage free. By this, we assune you nean that
all portfolios having the sanme risk and return
characteristics are priced identically, so that
opportunities to profit frompure arbitrage are elim nated.
The answer to this question is yes: a securities dealer's
nodel s are designed to be arbitrage free. Arbitrage-free
pricing enables dealers to identify profitable trading
opportunities and hedge their portfolios appropriately. As
di scussed above, because the valuation of securities is the
heart of a dealer's business, deal ers devote great
attention, focus and expense to such val uations, and they
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are as accurate as possible.* A dealer's use of a nodel
that was not arbitrage free in valuing its securities for
Section 475 purposes m ght therefore suggest that the

val uations were tax notivated. On the other hand, the use
of an arbitrage free nodel in valuing securities for
Section 475 purposes is an inportant indication that the
deal er's val uations are not influenced by tax planning.

Question 10 asks whether a deal er uses nore than
one nodel for trading and back office purposes. The answer
to this question is no. Dealers’ pricing nodels generally
do not differ for trading and back office purposes, for
i mportant business and regul atory reasons. As we have
i ndi cated, dealers typically use the valuations they enpl oy
in trading for all purposes: in reports to investors and to
regul ators such as the Securities and Exchange Conmm ssion,
for internal risk managenent and to determ ne enpl oyee
conpensati on, because the fair market value of a security is
the rel evant valuation for each of these purposes. Since it
is wdely recognized that, as a matter of business
necessity, a securities dealer nust value its securities as
accurately as possible, investors and regulators insist that
t hese val uations be enployed in financial reports. A
deal er’ s key enpl oyees are conpensated based on these sane
val uati ons because fair market val ues provides the nost
direct neasure of an enpl oyees’ contributions to the
dealer’s profits. A dealer’s use of valuations not based on
fair market val ues would inpose significant costs on the
deal er, not only the involvenent in unprofitable
transacti ons and i nadequat e hedgi ng of portfolios noted
above, but al so general exposure to excessive ri sk,
over paynent or under paynent of enpl oyees and | oss of key
enpl oyees, potential liability to investors and penalties
for regul atory nonconpliance. Therefore, a dealer's
consi stent use of valuations for nontax and tax purposes is

* More specifically, dealers generally followthe
recommendati ons of the G oup of Thirty and value their
portfolios based on m d-market |evels |ess specific
adj ust ments, such as unearned credit spread, close out
costs, investing and funding costs and adm ni strative
costs. Goup of Thirty d obal Derivative Study G oup,
Derivatives: Practice and Principles, Appendix I, at 6
(1993).
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an indication of the reliability of the tax valuations, and
a lack of consistency a sign that the tax valuations may be
tax driven.

We presune that you have concerns about the
sources of the valuations a dealer reports for Section 475
purposes. If it is helpful, therefore, here are sone
guestions the Service could ask to address those concerns,
ei ther through regulatory guidance or in the course of an
audit, with an indication of the likely answers in the case
of a typical dealer:

! Are the values of securities reported for Section 475
pur poses the sanme as those reported on the dealer's
financial statenments?

' Cenerally deal ers consistently use the val ue of

securities determned for financial accounting purposes

for all other valuation purposes.

For what ot her nontax purposes does the deal er use the
val ues of its securities reported on its financial

st at enment ?

' As noted above, dealers generally al so use book val ues
inreports to regulators, for internal risk managenent
and in determ ning enpl oyee conpensati on.

For what purposes, if any, does a deal er use an
alternative nodel to value its securities?

' In general, a dealer does not rely on nore than one
nodel to value securities at any one tine.

Are there any reasons why the book values of a dealer's
securities should systematically differ fromfair

mar ket val ues?

' In general, a dealer's nodel should not systematically
underestimate or overestimate fair market val ues.

NY 12532: 282076.1 —5—



Ms. Suzanne Boul e

We woul d be happy to provide further assistance in
this matter, including the determ nation of how deal ers
val uations of securities for nontax purposes could be
properly used for Section 475 purposes. |In addition, we are
attaching a copy of a letter that we recently sent to the
Assi stant Secretary and the Deputy Assistant Secretary for
Tax Policy concerning this subject.

Very truly yours,

Saul Rosen

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