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Gent | enen:

W are witing in response to the recent
subm ssion of the Ad Hoc Coalition on Internmarket
Coordi nation (the “Coalition”) concerning gui dance on
constructive sal es under Section 1259 of the Code (the
“Subm ssion”). W are grateful to the Coalition for its
careful reflections and for its efforts to assist the
Treasury and IRS i n devel oping effective and workabl e
gui dance. W also think the Subm ssion provides a good
start for thinking about the rel evant issues.

Nevert hel ess, we disagree with the concl usi ons
reached by the Subm ssion in several inportant respects.
The Securities Industry Association (“SIA’) represents, as
you know, nore than 800 securities firms accounting for nore
than 90 percent of the securities business done in the
United States. These firms hedge the stock and securities
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positions of their customers in the ordinary course of

busi ness, and their activities in this regard play a
legitimate and inportant role in our econony. Hedging has,
for exanple, served to spread sone of the |osses that have
arisen fromthe recent volatility in the stock market and
therefore served to mtigate the inpact of this volatility
on both the stock market itself and the econony as a whol e.

In summary of what is discussed nore fully bel ow,
we think that Treasury and the I RS shoul d establish
reasonabl e “spread” safe harbors to acconmpdate nost of the
hedgi ng transactions entered into by taxpayers at this tinmne.
These safe harbors shoul d be designed to assure retention of
significant risk of |oss and/or opportunity for gain for
nost hedges of appreciated stocks in nost econom c peri ods,
taki ng account of all of the relevant factors, including
volatility. Qur specific recommendations for reasonable and
adm ni strabl e spread safe harbors are set out further bel ow

We therefore do not agree with the Subm ssion that
spread safe harbors should only be made avail abl e for hedges
with terns of one year or less. W |ikew se do not agree
that the spreads for such safe harbors should be w de enough
to assure retention of significant risk and opportunity on
hedges of the nost volatile stocks in the nost volatile
econonmi ¢ periods (at the cost of being unduly restrictive
for average stocks or in average econonmi c periods). W
i kewi se do not agree that there should be a single safe
harbor for all in-the-noney options with terns of nore than
one year (which is unduly restrictive when applied to
| onger-term options).

We al so do not agree that the determ nation of
whet her a hedgi ng transaction results in a constructive sale
shoul d be based on the specific volatility of the hedged
stock. W likew se do not agree that a hedgi ng transaction
should result in a constructive sale if a taxpayer cannot
provi de “clear and convincing evidence” of the significance
of the retained risk and opportunity based on such stock-
specific volatility. W |ikew se do not agree that Congress
has required the Secretary to include the specific
volatility of the hedged stock anmong the standards which
determ ne whether a hedging transaction results in a
constructive sale.
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We in any case think the approaches proposed by
t he Subm ssion are sonewhat m sleading in theory, burdensone
in practice and unnecessarily restrictive. W also think
t hey woul d favor hedgi ng through |isted options over hedgi ng
in the over-the-counter markets.

Qur concl usions are based on the foll ow ng
consi derati ons:

First, we think it inportant not to | ose sight of
t he fundanental purpose of the guidance in question.
Congress has directed the Secretary to detern ne which
transactions will result in constructive sal es because they
have “substantially the sanme effect” as conpletely
of fsetting derivative transactions. The |egislative history

anticipates that transactions will result in constructive
sales if they have the effect of elimnating “substantially
all” of the taxpayer’s risk of |oss and opportunity for gain

fromthe relevant financial position. CQCbviously the
significance of the retained risk or opportunity nust be
considered in relation to the value of the position itself.
Congress has not directed the Secretary, however, to conpare
the retained risk and opportunity to the risk and
opportunity of an unhedged position. |If the retained risk
or opportunity is significant, and the hedge therefore does
not have substantially the sane effect as a conpletely

of fsetting derivative transaction, the risk and opportunity
of an unhedged position is arguably irrelevant.

W think it inportant to consider, noreover, that
the portion of the taxpayer’s risk and opportunity from
changes in price around the current stock price is
di sproportionately significant. Thus, if a taxpayer who
owns stock worth $100 purchases a put struck at $95, it
woul d not be reasonable to assert that the taxpayer had
elimnated 95% (and thus “substantially all”) of her risk of
| oss (as conpared, for exanple, to the case where a
corporate taxpayer which di sposes of 95% of its assets is
deened to have disposed of “substantially all” of its
assets). The risk of $5 of loss froma decline in the stock
price from$100 to $95 nmay be as significant as the risk of
$95 of additional loss froma subsequent decline in the
stock price from$95 to zero, because the former loss is
much nore likely to occur.
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We therefore do not agree with the Subm ssion’s
assertion that the determ nation of whether a hedgi ng
transaction elimnates “substantially all” of the taxpayer’s
ri sk and opportunity should be based primarily on a
consideration of the specific volatility of the underlying
stock. W think it should be based primarily on (a) the
relati on between the anounts which the taxpayer stands to
gain and/or |ose and the current stock price, and (b)
whet her the gains or losses will arise fromincreases or
decreases in value near the current stock price. W
recogni ze that the applicable legislative history states
with respect to collar transactions that “it is anticipated
that Treasury regulations will provide specific standards
that take into account various factors with respect to the
appreci ated financial position, including its volatility.”
The drafters of the legislative history nerely
“antici pated’, however, the standards which the Secretary
woul d take into account. They did not direct the Secretary
to take certain standards into account. As noted above, the
inmportant point is that the statute directs the Secretary to
determ ne when a transaction has “substantially the sane
effect” as a conpletely offsetting derivative transaction
and the drafters of the legislative history think this
occurs when a transaction elimnates “substantially all” of
t he taxpayer’s opportunity for gain and risk of |loss. They
purposefully I eft which specific standards woul d determ ne
when this occurs to be decided by the Secretary under
regul ati ons, however, because they were in no position,
given their limted tinme franme, to consider the conpl ex
guestions of logic and practical adm nistration that were
obviously relevant. W therefore think the Secretary wll
be followi ng the relevant statutory and | egislative
directives if he provides specific standards which take into
account such factors as the termof the hedge, the size of
the gap between the put and call strike prices (the so-
called “spread”) and its relation to the value of the stock
itself and nmerely considers the inpact of volatility in
provi di ng those standards.

Neither is it true, as the Subm ssion suggests,
that the New York State Bar Association recommended the
adoption of a conparative val uation approach. The New York
State Bar Association recomended a spread approach for
hedges with ternms of five years or less and then went on to
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consi der a conparative valuation approach as an alternative
possibility, recognizing at the same tinme its conplexity and
expressi ng concern about the associated adm nistrative
burden.¥ Nor is it true, as the Subm ssion suggests, that
the |l egislative history endorses the conparative val uation
approach. The rel evant House and Senate reports nerely
state that one approach that Treasury m ght take in issuing
regulations is to rely on option prices and option pricing
nodel s. They al so state, however, that it nay be
appropriate for Treasury to establish spread safe harbors.

We recogni ze, of course, that a taxpayer who owns
$100 worth of Volatile.comhas an opportunity for greater
gains or |losses than a taxpayer who owns $100 worth of
Uility Co. |If both taxpayers wite calls struck at $110
and buy puts struck at $90, however, both taxpayers stil
stand to gain or |ose anobunts equal to 10% of the val ue of
their investnment if the stock price noves at all. |ndeed,
the investor in Volatile.comis nore likely to gain or |ose
a significant anmount than is the investor in Uility Co. W
think it obvious that neither taxpayer has elimnated
substantially all of her opportunity for gain and risk of
| oss and that the transaction therefore does not have
“substantially the sane effect” as a conpletely offsetting

Y See NYSBA Report on Proposed Constructive Sal e
Legi slation dated May 21, 1997 (printed in Tax Notes
Today, May 29, 1997) at p. 17: *“Accordingly, as in our
Prior Report, we recommend such a [spread] safe harbor
or presunption for any collar or simlar hedge that
has: (i) a relatively short term(e.qg., not exceeding
three or, alternatively, five years); (ii) a tota
“spread” of at |east 20% of the current trading price
of the hedged security, and (iii) a spread that
i ncludes the current trading price of the hedged
security” . . . . “Second, as in our Prior Report, we
recommend all owi ng a presunption based on options
pricing, which is nore accurate but |less easily
adm ni strabl e than the “gross spread” approach.” See
al so NYSBA Report on prior legislation dated March 1
1996 (printed in Tax Notes Today, March 6, 1996):
“Using option prices to calculate retained risk of |oss
and opportunity for gain has several limtations.”
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derivative transaction. W in any case think it nakes
little practical sense to assert that the investor in

Vol atile.comhas elimnated all of her risk and opportunity
while the investor in Uility Co. has not. As noted above,
the investor’'s ability to profit or | ose noney fromthe
first 10% of the appreciation or depreciation in the val ue
of the stock gives her far nore than 10% of the risk and
opportunity. We think this may be enough to render the
significance of volatility de mnims, or at |east not
significant enough to justify the promnul gation of conpl ex
and adm ni stratively burdensone regul ati ons.

In this regard, we think the nethods proposed by
t he Subm ssion for determ ning the significance of retained
risk of loss and opportunity for gain are poorly suited to
the retail market (i.e., the options exchange market) to
which they are directed. W have difficulty envisioning
| ess sophisticated taxpayers applying a forrmula set out in
applicable Treasury regulations to the closing prices of the
rel evant stocks for the past 90 or 365 days to conpute the
hi storic 90-day or one-year volatilities of those stocks,
| et alone going on to use a fornula such as the one set out
in Exhibit 1 of the Subm ssion--which has 10 vari abl es and
i nvol ves natural |ogarithnms and curul ative normal density
functions--to conpute the val ues of each of four
hypot heti cal options on each rel evant stock and insert them
into a fraction. W think that such regul ati ons woul d
significantly di sadvantage | ess sophisticated taxpayers who
were not in a position to hire bankers to evaluate these
conpl ex mat hemati cal expressions.

Equal ly inportant, we do not think these methods
serve their purported function in a reliable manner. For
exanpl e, the Subm ssion proposes a “probability approach”
under which a taxpayer would be deened to have retained | ess
than 10% of the risk of loss and opportunity for gain if the
probability that either a relevant put or a rel evant cal
would wind up in the noney was greater than 90% Consi der
agai n, however, the taxpayer who owns a share of
Vol atile.comworth $100. Suppose she buys a put struck at
$80 and a call struck at $120, but a share of Volatile.com
is expected to be worth either $0 or $200 when the put and
call expire and the probability of its being worth between
$80 and $120 (i.e., of neither the put nor call w nding up
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in the noney) is O W think it obvious that the taxpayer
has neverthel ess retained the opportunity for substantial
profit (i.e., $20) and risk of loss (i.e., $20) from her
$100 investnent. Any other conclusi on would not be

i npl enmenting the will of Congress, which clearly did not
intend to treat so-called collar transactions as resulting
in constructive sales.

Li kewi se, the Subm ssion proposes a conparative
val uati on approach which conpares the value of the rel evant
put and call option to the value of an at-the-noney put and
call option, on the theory that (a) the difference between
the two val ues represents the value of the retained ri sk,
and (b) the value of the at-the-noney put and call options
represents the value of the total amount of risk. The
derivatives experts we have asked, however, maintain that
there is no such thing as the value of the retained risk or
the total risk, or if there is, that the conparative
val uati on approach does not neasure them The rel evant
val ues of puts and calls are derived fromput-call parity
and reflect the values of the cost of carrying the
under|lyi ng stock. The conparabl e val uati on approach may
serve, therefore, to value the right to receive an anount
equal to the difference between the strike prices of the
rel evant put and call, but this does not equate with the
anount or significance of the retained risk. The results
under this approach are determ ned, noreover, by “historic”
volatility, which can diverge substantially frominplied
volatility (i.e., the volatility which investors actually
per cei ve, based on the prices they are willing to pay for
options). For exanple, the value of an option on a stock
whi ch has recently been very volatile is | ower than the
val ue derived fromhistoric volatility, because investors
anticipate “regression to the nean” (i.e., the unusual
volatility was partly an historical anomaly which is not
likely to be repeated).

We in any case urge the Treasury and IRS to
consider the very inportant point that volatility changes
over time. It is at precisely those tinmes when stocks are
nost volatile that taxpayers are desirous of hedging their
positions, for perfectly legitinate business reasons. And
it is at precisely those tinmes that taxpayer protection
against risk of loss is nost inportant to the econony as a
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whol e. The volatility-based approaches proposed by the
Submi ssion woul d force taxpayers to substantially w den
their collars whenever volatility increased. W doubt that
this is aresult desired by Congress. |[If Congress
effectively concluded that a three-year put struck at $90
and a three-year call struck at $110 should not result in a
constructive sale because it is not substantially equival ent
to a conpletely offsetting derivative transaction, we doubt
it would reach a different conclusion nerely because the
under |l yi ng stock had becone nore (or less) volatile. The
approaches proposed by the Subm ssion would profoundly limt
the ability of taxpayers to enter into hedging transactions
at precisely the tinme when they were nost needed.

Second, we are greatly concerned by the fact that
t he Subm ssion proposes to limt “spread” safe harbors to
hedges with terns of one year or less. Like the New York
State Bar Association, we endorse the use of spread safe
harbors as a sinple and practical approach, and as an
approach which may be as technically accurate as any
alternative that has been proposed to date. W think that
any safe harbors based on a spread approach shoul d be
ext ended, however, to cover hedges for a | ong enough period
of time (e.g., up to 10 years) to be relevant for hedging in
t he over-the-counter markets, rather than solely for hedgi ng
t hrough options listed on options and securities exchanges.
This is partly because, in light of the difficulties and
conpl exities associated with the application of guidance
based on stock-specific volatility, we think the spread safe
harbors may be the only gui dance which taxpayers and
auditors use as a practical matter.

We are al so concerned that such safe harbors not
(as the Subm ssion suggests) be made w de enough to ensure
that taxpayers retain significant risk and opportunity when
t hey hedge even the nost volatile stocks. W think they
shoul d be designed with a view to accomodating the average
stock, or at least a broad range of stocks. Mst of the
hedgi ng that is done in over-the-counter market is of higher
capitalization, lower volatility stocks which trade in
sufficient volunme to permt securities dealers to hedge
their clients on a cost-effective basis. The spread safe
har bors proposed by the Subm ssion are designed to ensure
retention of at |east 10% of the risk of |oss and
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opportunity for gain (based on the “conparative val uation”
and “probability” approaches proposed by the Subm ssion) for
stocks in the 99th percentile of volatility (i.e., snal
capitalization stocks of “start-up” conpanies that are

al nost never hedged in the over-the-counter market).

Mor eover, the Subm ssion uses 90-day historic volatility for
this purpose, which is nmuch higher than one-year historic
volatility (i.e., stocks are less volatile in the |ong

term.

As a result, the approach suggested by the
Subm ssion woul d effectively require a spread equal to 40%
of the current stock price (e.g., for a stock worth $100, a
put struck at no nore than $80 and a call struck at no |ess
than $120) for a four-year hedge.? W think this is far
too wide. It is quite clear, for exanple, that Congress did
not think a typical over-the-counter collar transaction with
a three-year termand a 20% spread would result in a
constructive sale. In fact, that is simlar to the
econonm cs of many “DECS’-type transactions wherein a
sharehol der transfers to public securities holders all of
the risk of loss (other than the risk of a decline in
di vidends) and the opportunity for gain in excess of 120% of
the current stock price on 5/ 6ths of her shares (retaining
all of the opportunity for gain on the remaining 1/6th of
her shares). Such a collar is not “substantially
equivalent” to a conpletely offsetting derivative
transaction, and all of the individuals who participated in
the drafting of the relevant legislation confirnmed this fact
when the | egislation was drafted.

W are simlarly concerned that the Subm ssion
proposes a spread safe harbor for deep-in-the-noney options
with terns of nore than one year which is (as the Subm ssion
itself suggests) far too restrictive for options with terns
of substantially nore than one year. Thus, a three-year put
option could not qualify for the safe harbor if it was nore
than 20% in the noney. Corporations have been issuing so-
call ed “PERQ” securities for years, however, and these

2 This is based on the Subm ssion’s assunption that the
requi red spread should increase with the square root of
the termof the hedge. See p. 22 of the Subm ssion.
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securities have the econom cs of three-year put options that
are anywhere from30%to 50%in the noney. As set out in
Exhi bit B (see exanpl es 14A-15C), even a three-year 50% i n-
t he- noney put option on the |east volatile stock (unlike the
case of collars, the | ess volatile stock results in |ess
risk retention) retains nore than 15% of the risk of |oss
and opportunity for gain, using the conparative val uation
approach suggested by the Subm ssion. W in any case do not
believe that Congress viewed the issuance of a PERQ as
resulting in a constructive sale.

In Iight of the above, we reconmend that the
Secretary provide for the follow ng spread safe harbors for
collar-type hedges with terns of 10 years or |ess and that
t hese safe harbors apply to hedges of all stocks:

For hedges with terns of 3 nonths or less, we
recommend a m ni num spread of 5% of the current stock price;
for hedges with terns of 1 year or |less, we recomend a
m ni mum spread of 10% of the current stock price (e.g., a
put struck at $95 plus a call struck at $105 woul d
qualify); for hedges with terns of 3 years or |ess, we
recomend a m ni num spread of 15% of the current stock
price; for hedges with terns of 5 years or less, we (like
the New York State Bar Associ ation--see fn.1, above)
recomend a m ni num spread of 20% (e.g., a put struck at $90
plus a call struck at $110 would qualify); and for hedges
with ternms of 10 years or |ess, we reconmend a m ni mum
spread of 30% of the current stock price. |In order for a
hedge to qualify for these “collar” safe harbors, the
current stock price at the time of the hedge woul d have to
be | ess than, or equal to, the strike of the call and
greater than, or equal to, the strike of the put. Swaps and
ot her derivative hedges woul d have to have substantially
simlar econom cs.

Li kewi se, we recommend the foll ow ng safe harbors
for in-the-nmoney put options: for puts with terns of 1 year
to 2 years, in the noney by an anount that is no greater
than 20% of the stock price; for puts with ternms of 2 to 3
years, in the noney by an anount that is no greater than 40%
of the stock price; for puts with terms of 3 to 5 years, in
the noney by an anobunt that is no greater than 60% of the
stock price; and for puts with terns of 5 to 10 years, in
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the noney by an anpbunt that is no greater than 90% of the
stock price (i.e., the strike price of the put cannot be
greater than 1.9 tinmes the current price of the stock).

The perm ssible in-the-noney anounts nust be
smal ler for in-the-noney call options for two reasons:
first, the total anmount by which a call option can be in the
nmoney is not unlimted (as in the case of a put option) but
rather is limted to the stock price; second, because stock
prices are generally expected to rise over tine, the
retained risk becones |ess, rather than nore, significant as
the termof the option increases beyond several years. W
therefore recommend the foll ow ng safe harbors for in-the-
nmoney call options: for call options with ternms of up to 2
years, in the noney by an anount that is no greater than 10%
of the current stock price; for call options with terns of 2
to 10 years, in the noney by an anount that is no greater
than 15% of the current stock price.

As set out in the attached Exhibit B, even using
t he conparative val uati on approach proposed by the
Subm ssion, these safe harbors would effectively require the
t axpayer to retain between 15% and 20% of the risk of |oss
and opportunity for gain for hedges of stocks of average
volatility and at |east 10% of the risk of |oss and
opportunity for gain for hedges of stocks of exceptionally
high volatility (or for hedges of unusually stable stock in
the case of in-the-noney options).¥ |n any case, these

=l This assunmes that the volatility of the average stock
that is hedged by taxpayers is 30% that the volatility
of an exceptionally volatile stock is 50% and that the
volatility of an unusually stable stock is 20% For the
foll ow ng reasons, we think these assunptions are
conservative

Over the past 13 years, the inplied volatility of the

average stock in the S& 100 i ndex has been 25.3%

Hi storic volatility has been approximately the sane.

See Exhibit C attached. The average volatility of

smal l er capitalization stocks is higher, but the anount

of hedgi ng which occurs in respect of these stocks is
(continued. ..)
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safe harbors would assure retention of significant risk and
opportunity for the vast nmgjority of stocks in npbst economc
periods. W think this is as far as Congress intended the
Secretary to go, and we think it would be reasonable, and
within the directive of Congress, for the Secretary to

provi de for significantly narrower spreads.

Finally, we are greatly concerned by the
Subm ssion’s suggestion that there be a presunption of a
constructive sale in any case where a taxpayer cannot
provi de clear and convinci ng evidence of retention of nore
than 10% of the risk of |oss and opportunity for gain based
on one of the volatility approaches proposed by the
Submi ssion. No safe harbor devised by Treasury and the I RS
coul d possibly cover all of the transactions that are likely
to arise over the course of the com ng decades. W cannot
vouchsafe that there will even be a recogni zabl e “put

8(...continued)
far smaller, both because the val ue of the outstanding
stock positions is |ower and because the positions
t hensel ves are nore costly to hedge. Thus, the average
volatility of the stocks conprising the Russell 3000
I ndex in the year 1997 (wei ghted for market
capitalization) was 33% the nedian volatility was
30.3% the 75th percentile of volatility was 36.1% the
90th percentile of volatility was 46.8% and the
average volatility of stocks in the nost volatile
quintile of stocks was 49.3% Active hedging in the
over-the-counter markets only occurs, however, in
connection with stocks of the largest 1,000 conpanies
in the Russell 3000 (i.e., the stocks that are in the
Russel |l 3000 but not in the Russell 2000). The average
volatility of these stocks in 1997 was 32.1% the
medi an volatility was 29.5% the 75th percentile was
35.5% and the 90th percentile was 42. 7% Wthout any
wei ghting for market capitalization, noreover, the
medi an volatility was 30% the 75th percentile was 38%
and the 90th percentile was 52% The chart attached as
Exhi bit A shows these unweighted volatilities. Qur
volatility assunptions are al so discussed in Exhibit B.
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strike” and “call strike” of hedging transacti ons which
taxpayers enter into in the year 2010. W think the

determ nati on of whether transactions which do not qualify
for a safe harbor devised in 1998 have substantially the
sane effect as conpletely offsetting derivate transactions
(because they effectively elimnate substantially all of the
taxpayer’s ri sk and opportunity) nmust be based on the

rel evant facts and circunstances taking account of the
specific standards that are set forth by the Secretary in
regul ations. The legislative history urges that the
Secretary issue guidance which includes “safe harbors”, not
exclusionary rules, and we think this neans a subset of
transactions which are automatically safe, not a presunption
that transactions which do not qualify are automatically

di sallowed. W therefore urge the Secretary to (a) clarify
that the nmere fact that a hedging transacti on does not
qualify for a safe harbor does not create a presunption that
the transaction results in a constructive sale, and (b) set
forth the factors to be considered in such a case in
determ ni ng whether the transaction does result in a
constructive sale.

Thank you for your consideration.

Very truly yours,

Ant hony J. Cetta
Chai rnman, Conmittee
on the Federal
Taxation of the
Securities Industry
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