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RE:  Proposed Regulations on Deemed
Distributions under Section 305(c)

Dear Mr. Wilkins and Mr. West:

The Investment Company Institute! commends the Internal Revenue Service (“IRS”) and the
Treasury Department for issuing proposed regulations? (the “Proposed Regulations”) addressing
deemed distributions on convertible securities under section 305(c). The Proposed Regulations clarify
several important questions that have arisen from the application of section 305(c) to convertible
bonds. Namely, the Proposed Regulations provide guidelines on the amount and timing of deemed
distributions, withholding on such distributions under Chapters 3 and 4 of the Internal Revenue Code,
and issuer reporting of such deemed distributions under section 6045B.

The Proposed Regulations fail to address, however, two issues of importance to the mutual
fund industry. First, the Proposed Regulations do not clarify whether deemed distributions on
convertible securities can qualify as “qualified dividend income” (“QDI”) or for the dividends received
deduction (“DRD”). The Institute believes that deemed distributions should be eligible for treatment
as QDI and for the DRD and ask the government to clarify this in the final regulations. Second, the
Proposed Regulations do not specify whether a change in method of accounting has occurred when a
taxpayer who has not been accounting for deemed distributions under section 305(c) on convertible
securities begins to do so. We also urge the IRS and the Treasury Department to answer this critical
question.

! The Investment Company Institute (ICI) is a leading global association of regulated funds, including mutual funds,
exchange-traded funds (ETFs), closed-end funds, and unit investment trusts (UITs) in the United States, and similar funds
offered to investors in jurisdictions worldwide. ICI secks to encourage adherence to high ethical standards, promote public
understanding, and otherwise advance the interests of funds, their sharecholders, directors, and advisers. ICI’s U.S. fund
members manage total assets of $17.9 trillion and serve more than 90 million U.S. shareholders.
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Additionally, we ask the government to address certain challenges that the Proposed
Regulations present for holders in general, and mutual funds in particular, with respect to the
determination of the amount of the deemed distribution and the timing of the inclusion of that
deemed distribution in income. In particular, we suggest that the final regulations provide that:

(1) The amount of the deemed distribution is simply the fair market value of the right to
acquire the additional shares provided by the conversion ratio adjustment;

(2) The holder of the convertible security is not required to recognize a deemed distribution as
income unless and until the issuer reports such distribution on Form 8937 or the holder has
actual knowledge that a deemed distribution has occurred;

(3) If the issuer provides a Form 8937, the holder may rely upon the issuer’s valuation, so long
as the holder does not have reason to believe that the issuer’s valuation is unreasonable; and

(4) Any deemed distribution that properly would be recognized by a regulated investment
company (a “RIC”) as income during the portion of the calendar year after October 31 is
treated as arising on January 1 of the following calendar year for purposes of determining
the RIC’s required distribution for excise tax purposes under section 4982.

Although we appreciate that the IRS and Treasury Department has issued proposed guidance
on the application of section 305(c) to convertible securities, we do question whether, as a policy
matter, that application is sensible. The rules in section 305(c) were meant to address earnings
stripping, which generally is not an issue for the vast majority of convertible bonds in the market. It
thus is not clear to us that there is a good policy rationale for requiring holders of convertible debt to
take deemed distributions into income due to a conversion ratio change rather than waiting until a
conversion actually takes place. We thus ask the government to reconsider whether such application
makes sense. If the IRS and Treasury Department believe that the proposed guidance still should apply,
we then ask that the final regulations include the changes we discuss below.

Qualified Dividend Income and the Dividends Received Deduction

The proposed regulations do not address whether a deemed distribution under section 305(c)
can constitute QDI under section 1(h)(11) or give rise to a DRD under section 243. The Institute
believes that a deemed distribution should be eligible for this favorable treatment because (i) the holder
of the convertible debt is deemed to receive a taxable dividend;® and (ii) the holder of the convertible
debt is treated as a shareholder for purposes of section 305(b) and (c¢).

We believe that section 1(h)(11) supports this conclusion. Section 1(h)(11) states that QDI
means “dividends received during the taxable year from” domestic corporations and certain qualified

3 See Treas. Reg. § 1.316-1(c) defining the term dividend and referring to distributions of stock treated as distributions of
property pursuant to section 305(b).
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foreign corporations. Sections 243 and 246 similarly apply to “dividends” from a corporation. A
taxpayer who receives a deemed distribution on a convertible security under section 305(c) is treated as

receiving a taxable dividend. Therefore, the statute suggests that a deemed distribution can qualify as
QDI and for the DRD.

There is some uncertainty, however, as to whether the holding period requirements in section
1(h)(11) and section 246 preclude such favorable treatment. Section 246 sets forth limitations on the
availability of the DRD under section 243. The QDI rules in section 1(h)(11)(B)(iii) cross-reference
the holding period requirements in section 246 to determine whether a dividend qualifies as QDI.

Pursuant to section 246(c)(1), DRD treatment is not permitted for “any dividend on any share
of stock” unless the taxpayer holds the stock for at least 46 days around the ex-dividend date. Section
1(h)(11) similarly provides that QDI treatment does not apply to “any dividend on any share of stock”
for which the holding period requirements of section 246(c) are not met, substituting a minimum of 61
days for 46 days. Under section 246(c)(4), a taxpayer’s holding period for these purposes is reduced for
any period in which the taxpayer has reduced its risk of loss in the stock by, for example, holding an
option to sell, or being under a contractual obligation to sell, substantially identical stock or securities.

It is not clear how the holding period requirement of section 246(c)(1) and the related rules in
section 246(c)(4) apply when the holder of a convertible debt instrument is treated as receiving a
deemed dividend distribution pursuant to section 305. By their terms, sections 246(c)(1) and
1(h)(11)(B)(iii) apply with respect to “any dividend o7 any share of stock” (emphasis added). The
holder of convertible debt, however, does not own shares of stock. Rather, it holds a debt instrument
with an embedded warrant. One thus could argue that sections 1(h)(11) and 243 cannot apply to a
deemed distribution under section 305(c) because the holder of the convertible debt does not own any
“share[s] of stock” and therefore cannot meet the holding period requirements.

On the other hand, one could argue that the holding period requirements in section 246(c)(1)
and 246(c)(4) simply do not apply to deemed dividends resulting from conversion rate adjustments on
convertible debt because they apply o7/y to dividends on actual shares of stock. As a holder of
convertible debt does not hold shares of stock, one could read the statute to permit DRD treatment
without the holding period requirements. Similarly, one could read the statute to permit the
application of the QDI rules of section 1(h)(11)(B)(i) without the holding period rules of section

1(h)(11)(B)(ii).

We believe that both of these readings are incorrect; rather, the proper interpretation lies
somewhere in between. The statutory language in sections 246(c)(1) and (4) and 1(h)(11) logically
should apply to deemed distributions under section 305(c). We thus believe the proper interpretation
is that the QDI and DRD rules should apply, provided that the taxpayer holds the convertible debt
instrument for the same number of days that a shareholder must hold shares of stock, 7.e. at least 61

days for QDI and 46 days for the DRD. Further, the taxpayer must do so without reducing risk of loss
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with respect to the equity component of the convertible debt, by having an option to sell or a
contractual obligation to sell the instrument.

We recognize that Revenue Ruling 94-28 raises some questions as to whether a holder of
convertible debt can be viewed as reducing the risk of loss. For the reasons discussed below, however,
we believe that the circumstances and rationale of that ruling are distinguishable. The revenue ruling
addressed the application of section 246(c)(4) to certain instruments that are not in form equity for
corporate law purposes but were found to be for federal income tax purposes. The instruments mature
and pay a fixed amount of principal on a specified date, and holders have creditor rights with respect to
the issuer’s obligation to repay the principal due on the instrument. The ruling concludes that a
holder’s right to the principal upon retirement of the instrument at maturity is an option to sell or a
contractual obligation to sell the instrument for purposes of section 246(c)(4)(A). Asa result, a
corporate holder of the instrument cannot accrue any holding period for purposes of section 246(c)(1)

and will not be eligible for the DRD.

The ruling distinguishes these instruments from shares of mandatorily redeemable preferred
stock that do not afford a holder creditors’ rights.* The ruling notes the mandatory redemption feature
might be viewed as an obligation to sell, but states that section 246(c)(4)(A) generally is interpreted as
containing an exception for traditional mandatory redemption rights that are “common in the terms of
many preferred stocks.” The ruling goes on to say that this exception must be narrowly construed and
does not extend to instruments, such as those that are the subject of the ruling, that afford holders
creditor rights to receive a fixed payment on a specified date.

A broad reading of some of the language in Rev. Rul. 94-28 could suggest that holders of a
convertible debt instrument cannot satisfy the holding period requirements for DRD or QDI
treatment because they have creditor rights to receive the stated principal amount of the convertible
debt instrument at maturity. We believe, however,




