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In RevenueRuling 2002-31,LR.B. 2002-22,at 102 (issuedMay 6,
2002)(the“Ruling”), theInternalRevenueService(the“Service”) discussedthe
treatmentofcertainconvertibledebtinstrumentsthatprovidedfor oneor more
contingentcashpaymentsthat wereneitherremotenorincidental(so-called
“contingentconvertibledebt”).’ IntheRuling, theServiceappliedthe
noncontingentbondmethodof TreasuryRegulationSection1 . 1275-4(b)to
determinethe issuer’sandholder’s interestdeductionsandinclusions.2 The
Ruling also discussedtheapplicability ornon-applicabilityof Sections163(1) and
249 to contingentconvertibledebt.3 On thefactsstatedin theRuling, theService
heldthatthoseSectionswould notapplyto disallowthe issuer’sdeductionsfor
periodicinterestaccruals,but that if thedebtwereconvertedinto issuerstock
havingavaluein excessofthevaluetakeninto accountin determiningthedebt’s
projectedpaymentschedule,the issuerwould not beallowedto deductthatexcess
becauseof Section249.

At thesametime astheServicereleasedtheRuling, it issuedNotice2002-
36, I.R.B. 2002-22,at 102(the“Notice”). In theNotice,theServiceobserved
that, giventheapplicability of thenoncontingentbondmethodto contingent
convertibledebt,a potentialdiscontinuityhadbeencreatedwith thetreatmentof
convertibledebtinstrumentsthatdid not providefor contingentcashpayments

‘ Theprincipaldraftersofthis reportwere David SchizerandLewis Steinberg.Helpful
commentswerereceivedfrom PeterBlessing,DicksonBrown, SamuelDimon,EdwardGonzalez,
David Hariton,RobertJacobs,JohnLutz,David Mayo,CharlesMorgan,ErikaNijenhuis,
DeborahPaul,YaronReich,RichardReinhold,RobertScarborough,MichaelSchier,Andrew
Solomon,GordonWamke,andDavidWatts.

2 In applyingthe noncontingentbondmethod,the Ruling usedtheyield at which the

issuercouldhaveissueda nonconvertiblefixed ratedebtinstrumentas thecomparableyield.

~ All Sectionreferencesareto Sectionsofthe Internal RevenueCodeof 1986,as
amended(the “Code’) or to the regulationsthereunder.



(so-called“straightconvertibledebt”). In particular,accordingto theNotice:

As apolicy matter,theServiceandtheTreasuryare
concernedwheneversignificantly differenttax
resultsobtainfor economicallysimilar financial
instruments,suchas(1) straightconvertibledebt
and(2) convertibledebtthatprovidesfor contingent
paymentsthat, while notremoteor incidental,are
relatively insignificant in amountor in likelihood of
occurrence.

TheNoticepointedout that“[s]uch inconsistenciescreatemarketinefficiencies
andincreasedtransactionalexpense”andinvited “commentsandsuggestionsfor
changesin therelativetax treatmentof straightconvertibledebtinstrumentsand
contingentconvertibledebtinstrumentsto eliminateorreducethedisparityin
treatmentof theseinstruments.”

This reportoftheNewYork StateBarTax Sectionaddressesa numberof
the issuesraisedin theNotice. It focusesfirst on thetaxtreatmentofstraight
convertibledebtfrom theissuer’sviewpoint. It identifiesthreepossible
approachesfor accountingfor the issuer’sinterestdeductionswith respectto
straightconvertibledebt: (1) thebifurcationmethod,(2) thetraditional method,
and(3) thecontingentpaymentmethod. After discussingtheprosandconsof
eachapproach,thereportconcludesthat, onbalance,thetraditionalmethod
remainsthemostappropriateway to accountfor interestexpenseon straight
convertibledebt.

Thereportthendiscussestheappropriatetreatmentof theissuerof
contingentconvertibledebtif thetraditionalmethodis retainedfor straight
convertibledebt. It concludesthat, undersuchcircumstances,amodified
contingentpaymentmethodshouldbe adopted,onethataccruesoriginal issue
discount(“OlD”) basedupontheyield to maturityat whichtheissuercouldhave
issuedcomparablestraightconvertiblefixed ratedebt. Undersuchamethod,a
contingentconvertibledebtinstrumenthavingrelativelyinsignificantcontingent
payments(otherthantheconversionright) would be taxedin amannerthat
approximatesthetraditionalmethod.

Finally, thereportdiscusseshowholdersofboth straightandcontingent
convertibledebtshouldbe taxed. It concludesthat, on balance,holdersshould
continueto be taxedin amannersymmetricalto thatof issuers.
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I. Financial Aspectsof Straight Convertible Debt.

Straightconvertibledebtis conventionallyviewedfor corporatefinance
purposesasahybrid instrumentconsistingof a combinationofnonconvertible
debtandawarrantor optionon the issuer’sown stock.4 Becauseofthewarrant
component,straightconvertibledebtwill generallybepricedat a lower yield to
maturitythannonconvertibledebthavingcomparableeconomicterms.

For example,assumethatan issuercould issueten-year(noncallable)
fixed rateseniordebtat ayield to maturityof 10%per annum.5 Also assumethat
aten-yearEuropeanstyle6warranton the issuer’sstockhavingan exerciseprice
of $1000would sellfor $122.89. Onthesefacts,ten-year$1000principalamount
(noncallable)seniorconvertibledebtissuedatparwould typically haveacoupon
(andayield to maturity)of8%per annum. In essence,theholderwouldhave
tradedoff 2%perannumof yield (ascomparedto purchasingthe issuer’s
nonconvertibledebt)in exchangefor thedebt’s conversionfeature.7

Applying thisunderstandingof thefinancialaspectsofstraightconvertible
debt,thenextsectiondiscussestheappropriatetax treatmentofissuersofsuch
debt.

See,e.g.,RichardA. Brealey& StewartC. Myers, PRINCIPLEsOFCORPORATEFINANCE
65 1-59 (6th ed.2000)

~ Convertibledebttypically paysinterestsemiannually.Forsimplicity, theexample
describedin thetext providesfor annualinterestpayments.

6 A Europeanstylewarrantor option canonly beexercisedby the holderat maturity.

An Americanstylewarrantor option, on theotherhand,is exercisableat anytimeduringtheterm
of the instrument. While mostconvertibledebt instrumentscontainan embeddedAmericanstyle
warranton the issuer’sstock,theexamplein thetext focuseson a Europeanstylewarrantfor
simplicity.

~ Theconvertibledebtpays$20 lessinterestperyear ascomparedto thenonconvertible
debt. Thepresentvalueof ten$20 annualinterestpayments,discountedata 10% discountrate
(i.e., at the issuer’snonconvertibleborrowingrate),is $122.89(i.e., the valueof theembedded
warrantrepresentedby theconversionfeatureof the convertibledebt).

In the example,the convertibledebthasbeenpricedsuchthat the issuepriceofthe
convertibledebtequalsthe sumof the “stand-alone”valuesof the nonconvertibledebtandwarrant
components. In fact, it is ourunderstandingthatconvertibledebtis typically pricedon a
“theoretically cheap”basissuchthat the issuepriceofthe convertibledebtis lessthanthesumof
the stand-alonevaluesofthe two components.

3



II. Approachesto Taxing Straight Convertible Debt: The Issuer’s
Perspective.

In decidinghow to tax straightconvertibledebt,fourpotentially
competingtaxpolicy goalsneedto be takeninto account. First, incomeand
expensefrom issuingtheconvertibledebtneedsto beclearlyreflected. Second,
therulesadoptedneedto be administrable;moreover,this suggeststhat, on
balance,asimplerapproachis to bepreferredoveramorecomplexapproach.
Third, thetreatmentof convertibledebtshouldbe consistentwith thetreatmentof
instrumentsthat arecloseeconomicsubstitutes;otherwise,taxpayerswill be free
to exploit theseinconsistenciesthroughtax-motivatedplanning, leadingto
reducedrevenuefor thefisc anddistortedtaxpayerbehavior.8Fourth,themethod
adoptedshouldbe consistentwith thesubstantivetax rulesandprinciplesthat
apply in relatedcircumstances.9

Thefollowing sectionofthereportdescribesthreepossibleapproachesfor
taxingtheissuerof straightconvertibledebt: thebifurcationmethod,the
traditionalmethod,andthecontingentpaymentmethod. As thefollowing
discussionshows,noneofthethreemethodscanfully achieveall thetaxpolicy
goalsdescribedabove. Instead,tradeoffsarenecessary,andtheprecisetradeoffis
different for eachsolution. We considerthesethreeapproachesin turn.

A. Bifurcation

As notedabove,aconvertibledebtinstrumentcanbe viewedfor corporate
financepurposesasapackageconsistingof nonconvertibledebtandawarranton
the issuer’sstock. As aresult,anobviouswayof taxingtheinstrumentwould be
to tax thesetwo embeddedcomponentsseparately— taxing theembedded
nonconvertibledebtinstrumentunderthetax rulesfor debt,while taxing the
embeddedwarrantunderthegeneralrulesfor optionson the issuer’sstock. Such
anapproach(the“bifurcationmethod”)would treattheconvertibledebtdescribed
aboveasaninvestmentunit,applyingTreasuryRegulationSection1.1273-2(h).
Thenonconvertibledebtcomponentof the investmentunit would havean issue
priceof $877.11,’0 andthewarrantcomponentof the investmentunit would have
anissuepriceof $122.89.

This tax policy goal is sometimesreferredto asminimizing taxpayerelectivity.

~ In many,althoughnot in all, cases,this goalwill overlapwith thegoal ofminimizing
taxpayerelectivity (andpossiblywith thegoal of clearly reflectingincomeandexpense).

10 Thisamount($877.11) representsthepresentvalueofthe interestandprincipal

paymentson thenonconvertibledebtcomponentofthe investmentunit, discountedat 10%per
annum(i.e., the issuer’snonconvertibleborrowingrate).
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With respectto thenonconvertibledebtcomponentof the investmentunit,
the issuerwould accrueinterestandOlD deductions.Overthe life ofthedebt,
this would resultin interestand OlD of$922.89.” But with respectto the
warrantcomponent,theissuerwould notaccrueanyinterestor OlD — andthis is
the essentialdifferencebetweenthebifurcationmethodandthecontingent
paymentmethoddiscussedbelow. Indeed,theissuerwould neverrecognizegain
or losswith respectto theembeddedwarrantby virtueof Section1032.12

Thebifurcationmethodhasthemerit of conformingthetaxtreatmentof
straightconvertibledebtto theconventionalunderstandingofthefinancial aspects
ofthe instrument. Furthermore,this approachwould only accrueOlD andinterest
on thenonconvertibledebtcomponentof the instrument. Thedenialof a
deductionfor anyinterestorOlD on theportionof the issuepriceofthe
convertibledebtattributableto thewarrantcomponentis consistentwith the
policies animatingSections1032, 163(1)and249.’~

Theseprovisionsmaybe viewedascodifyingaspectsof abroadcommon
law principle,premisedon thefoundationaldistinctionbetweendebtandequity,
that deniescorporationsdeductionswith respectto theircostofequity capital.’4

11 Thisconsistsoftenannualinterestpaymentsof $80 each,plusOlD of$122.89(i.e.,
theexcessof thenonconvertibledebtcomponent’s$1000statedredemptionpriceatmaturityover
its $877.21issueprice). Notethat the OlD on the debt componentis equalto the valueof the
warrant.

12 Section1032(a),secondsentence(corporatetaxpayerdoesnot recognizegain or loss

with respectto the lapseor acquisitionofan optiontobuy or sell its own stock).

13 SeeSection1032(no gain or lossrecognizedby taxpayerwith respectto its own

stock, includinglapsesoracquisitionsofoptionson its own stock); Section163(1)(no interest
deductionallowedwith respectto certainequity-linkedinstruments);Section249 (no deduction
allowedgenerallyfor premiumpaidwith respectto repurchaseof convertibledebtto theextentit
exceedsa normalcall premium).

14 SeealsoEmersonElectricManufacturingCo. v. Commissioner,3 B.T.A. 932(1926)
(expensespaid inconnectionwith issuanceof stockby corporationnondeductible);SimmonsCo.
v. Commissioner,33 F.2d 75 (1st Cir. 1929),cert. denied,280 U.S. 588 (1929)(same).

It shouldbenotedthat weare notsayingthatallowing an interestor OlD deductionon
straightconvertibledebt in excessof theamountdeductibleunderthebifurcationapproachwould
necessarilyviolate the relevantCodeprovisions. Cf Notice 2002-36(deductionfor periodic
interestaccrualson contingentconvertibledebtdoesnotviolate Sections163(1)and249). Rather,
we aresayingthat thebifurcationapproachdoesnot implicatethe typesof Congressionalconcerns
that led to theenactmentof suchprovisions.

In a prior reportwerecommendedimputationof interestincomeandexpenseon certain
deep-in-the-moneyoptions,butdeclinedto applythis recommendationto optionsthatare subject
to Section1032. SeeNewYork StateBar AssociationTax SectionReportNo. 990,“Timing and
(...continued)
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Moreover,by eliminatingany disparitybetweenthetaxtreatmentof
issuing straightconvertibledebtandan investmentunit containingawarranton
the issuer’sstock,taxpayerelectivitywill be reduced. In essence,underthe
currentrules, theissueris relatively freeto electeitherthebifurcationmethod(by
issuingan actualinvestmentunit), thetraditionalmethod(by issuingstraight
convertibledebt),or thecontingentpaymentmethod(by issuingcontingent
convertibledebt). Applying thebifurcationmethodto straightconvertibledebt
would thusreducethe issuer’soptionsfrom threeto two.’5

Notwithstandingtheseadvantages,thebifurcationmethodis problematic.
For example,thebifurcationmethodpresentsanumberofcomplexitiesand
ambiguities.’6 In particular,it will be necessaryto assignavalueto each
componentof thehypotheticalinvestmentunit. Valuingwarrantsis frequently
not astraightforwardtask. This is particularlythecasewherewhatis being
valuedis theconversionfeatureofa convertibledebtinstrument,sincesuch
embeddedwarrantshave,in essence,an increasingexerciseprice,’7 areimplicitly
subjectto any issuercallsand/orholderputs thataretermsoftheconvertibledebt
instrument,andtypically lackpublicly-tradedanalogues.’8Furthermore,
valuationstendto be sensitiveto theparticularvaluationmethodutilized andthe

(continued...)
CharacterRulesfor PrepaidForwardsandOptions” (submittedMarch26,2001),reprintedin
2001 TAx NOTESTODAY 64-H(April 3, 2001). While somemight arguethat such imputations
could resultin clearerreflectionof incomeandexpense,wewereconcernedaboutnotviolating
Section1032-typeprinciples.

15 Obviously,electivity would befurther reducedif thebifurcationmethodwere also

appliedto contingentconvertibledebt.

16 Theoretically,convertibledebtcanbe bifurcatedin a numberof differentways.

However,we believethat this complicationcouldbeadequatelydealtwith by the Service’s
prescribinga particularcharacterization,suchasrequiringthat a straightconvertibledebt
instrumentbetreatedas an investmentunitconsistingof nonconvertibledebtanda warrantto
acquirethe issuer’sstock.

17 Economically,theexercisepriceof theembeddedwarrantis the valueof thedebt
componentof the investmentunit at thetime of exercise,which,ex ante,canbeapproximatedby
theadjustedissuepriceofthedebtfrom timeto time . Wherethe conversionfeatureofthe
convertibledebtcanbeexercisedat anytime(andthustheembeddedwarrantis Americanstyle,
seenote 6 above),the exercisepricewill effectivelyincreaseovertime.

16 Onewayof mitigatingsomeof thesevaluationissueswould beto determinethe value

of the embeddedwarrantby subtractingthevalueof thenonconvertibledebtcomponentof the
unit from theissuepriceofthe convertibledebt. Forpurposesof valuing the debtcomponent,the
interestandprincipalpaymentson theconvertibledebt would bediscountedusingthe issuer’s
nonconvertibleborrowingrate. In thecaseof floating ratedebt,the interestpaymentswould be
estimatedusingforwardrates. A similarmethodcouldbeusedto dealwith contingentconvertible
debtinstruments,particularlythoseproviding formarket-basedcontingentpayments.
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inputs(e.g.,stockvolatility) used,all ofwhichmayvary from taxpayerto
taxpayer. Thedifficulty of valuationmaythereforeencourageself-servingand
idiosyncraticvaluations.’9 Indeed,suchadministrabilityconcernscausedthe
Serviceto abandonasimilarapproachto thetaxationof (nonconvertible)
contingentdebtinstrumentsin theearly 1990’s.2°

Compoundingtheseissuesof applicationis thefactthat bifurcationwould
only apply to (straightandpossiblycontingent)convertibledebtinstruments.
Thus,we would haveimposedacomplexregimeoftaxation,onethatraises
uniqueinterpretativeandadministrativeissues,solelyon convertibles.This will
inevitably increasethecomplianceburdenon taxpayersandtheiradvisors.The
question,asalways,is whetherthis burdenis outweighedby theadvantagesof
bifurcationfrom atax policy viewpoint.

Finally, while treatingastraightconvertibledebtinstrumentasanotional
investmentunitmayaccordwith financialtheory,it doesn’taccordwith thefact
that, for corporateandbankruptcypurposes,astraightconvertibleis a single
instrument. Not only doesthisraisecertainvaluationissues,2’but it mayalso
suggestthatthebifurcationmethoddoesnotadequatelyreflectthe substanceof
the overall transaction.22

Ultimately, weconsidertheproblemsofthebifurcationmethodto bevery
significant. Onbalance,therefore,andwhile somemembersof theExecutive
Committeedisagree,theTax Sectionwould not advocatetaxing straight
convertibledebtusingthebifurcationmethod.

19 Forinstance,tax-sensitiveissuersmight arguefor higheroptionvaluationsthantax-

indifferent issuers.

20 SeeProposedRegulationSection1.1275-4(g),56 F.R.8303(1991).

Oneissuethatmight beraisedwith respectto bifurcationis whethertheServiceand
TreasuryDepartmenthaveauthorityto implementit in regulations.Cf ChockFull 0 ‘Nuts Corp
v. UnitedStates,453 F.2d300 (2dCir. 1971)(self-helpbifurcationby taxpayerdisallowed). We
believethat thebroadgrantof regulatoryauthority in Section1275(d)givesthegovernment
amplepowerto adoptthebifurcationmethod(or anyoftheothermethodsdiscussedherein)in
regulations.SeealsoSection3 85(a).

21 As notedin note7 above,convertiblesaretypically pricedon a “theoreticallycheap”

basis.

22 Oneinterestingaspectofbifurcationis that, thegreaterthe valueofthe embedded

warrantandthusthegreatertheamountof the “equity content”ofthe convertible,the greaterthe
issuer’sOlD deductions.To some,at least,this seemsrathercounterintuitive.

In thecaseofthetraditionalmethod,describedbelow,on the otherhand,the issuer’s
interestandOlD deductionsdecreaseastheequitycontentof theconvertibleincreases.
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B. Traditional Method

A secondapproachto determiningthe issuer’sdeductionswith respectto
straightconvertibledebtwould be to retainthecurrentregimefor taxingsuch
instruments(the “traditionalmethod”). Thetraditionalmethodsimply appliesto
straightconvertibledebtthenormalinterestandOlD rulesapplicableto
noncontingentdebtinstruments.Forexample,continuingwith theexample
above,thetraditionalmethodwould allow theissuerto deductatotalof $800of
interestexpenseoverthe life ofthebond.

Thetraditional methodsharesan importantadvantageof bifurcationwhile
avoidingoneof the latterapproach’ssignificantcosts. As in thebifurcation
approach,underthetraditionalmethodtheissueris not entitledto deductinterest
andOlD on theportionof the issuepriceoftheconvertibledebtattributableto the
embeddedwarrant. In addition,thetraditionalmethodis mucheasierto
administerthanbifurcation:it is simple to applyandhasthebenefitof long usage.
Also,ascomparedto thebifurcationmethod,thetraditionalmethodis more
consistentwith thefact thatastraightconvertibledebtis asingleinstrumentfor
corporateandbankruptcypurposes.

As comparedto thebifurcationmethod,thetraditionalmethodproduces
lower interestandOlD deductionsfor the issuerwith respectto theconvertible
debt.23 This approachwould alsoallow taxpayerelectivity. If the issueris tax
indifferent, it might issuestraightconvertibledebt,therebyminimizing thetax
liabilities oftax sensitiveholders.24 Alternatively, if the issueris tax sensitive,it
could increaseits deductionsby issuinganinvestmentunit, suchthatthetax
treatmentwould be comparableto bifurcation.25 Finally, if contingent
convertibledebtcontinuesto be taxedasset forth in theRuling, thedegreeof
electivity would be maximized.26In suchcase,tax sensitiveissuerswould secure

23 Whetherthis shouldbe viewedasviolating theclearreflectionof incomegoal,

however,turnson whetheronebelievesthata straightconvertibledebt instrumentshouldmore
properlybeviewedfor taxpurposesasasingleinstrument(as it is for corporateandbankruptcy
purposes)orasa notionalinvestmentunit (as it customarilyis for corporatefinancepurposes).

24 Thisassumes,of course,thatthe treatmentof theholderandthe issuerare consistent,

as is thecaseundercurrentlaw. SeePartIV below.

25 The ability to provide“self-help” bifurcationthroughissuinginvestmentunits

predatesthedevelopmentof contingentconvertibledebtandis an opportunitythathasonly rarely
beenavailedof by issuers,inpartbecauseof the currently lessfavorabletreatmentof investment
unitsfor financialaccountingpurposes.

26 The pre-taxresult,ofcourse,would notbeidenticalto thatof thestraightconvertible

debtissuancebecauseof theneedto includeone or morenonremote/nonincidentalcontingentcash
payments.Nevertheless,as theServiceitself suggestedin theNotice, while suchcontingent
(...continued)

8



potentially greaterdeductions,accruinginterestexpensebasedon thefull issue
priceof thedebtinstrument,including thevalueof theembeddedwarrant.27This
third structurepresumablycouldbe issuedmostreadilyto tax indifferentholders.

C. Contingent PaymentMethod

A final approachto taxing straightconvertibledebtis thenoncontingent
bondmethodof TreasuryRegulationSection1.1275-4(b)that, pursuantto the
Ruling, currentlyappliesto contingentconvertibledebt(the “contingentpayment
method”). Applying thismethodto ourexamplewould resultin the issuer
deducting$1119of interestoverthe life of theconvertibledebt;28depending
uponthe issuer’sstockpriceat maturity,however,the issuermightberequiredto
recognizeanegativeadjustmentof up to $319at maturity. Nevertheless,in the
casewherethevalueofthe issuer’sstockincreasedsufficientlyoverthe life of the
debtto equalor exceedthevalue(s)takenintoaccountin determiningthe debt’s
projectedpaymentschedule,thecontingentpaymentmethodwould resultin
greaterinterestdeductionsthanthebifurcationmethod(and,afortiori, the
traditionalmethod). Indeed,in thecaseoflong-maturitydebt, in certaincasesthe
contingentpaymentmethodmayresultin greatertax benefitsto the issuer(ona
presentvaluebasis) thanthebifurcationapproachevenif the issuer’sstockprice
doesnot increase.

Thecontingentpaymentmethodavoidsthevaluationandotherdifficulties
associatedwith bifurcation. In addition,applyingthecontingentpaymentmethod
to straightconvertibledebtwould allow for identicaltreatmentof straightand
contingentconvertibledebt(assumingthat contingentconvertiblescontinueto be
taxedunderthis approach),aswell asfor identicaltreatmentofconvertibledebt
andnonconvertiblecontingentdebt.29 Forthosewho believethattherulesof

(continued...)
paymentscannotberemoteand incidentalwithin themeaningof Treas.Reg. Sec.1.1275-2(h),
they may(arguably)haverelativelylittle economicsignificance,with theresultthatthetaxpayer
is essentiallyfreeto electinto contingentpaymenttreatment.

27 SeethediscussionofthecontingentpaymentmethodinPartII.C. below.

28 That is, the issuerwill accrueinteresteachyearat a 10%rate, initially on an issue

priceof$l000. Sincethe annualcouponpaymentsonthedebtwill beonly $80,the excesswill
resultin an increasein theconvertibledebt’sadjustedissueprice,thusresulting in compounding
of interest. In termsof maximizingtax benefitsandreducingcashoutflow, thebenefitto the
issuerincreasesas (i) theoutstandingtermof the convertibledebt increasesand (ii) cashinterest
paymentson thedebt areminimized.

29 Theability to conformthe issuertreatmentof contingentconvertibleandcontingent

nonconvertibledebt,however,maybe an illusory benefit. Many (perhapsmost)issuersof
contingentnonconvertibledebtholdor enterinto positionsthat hedgetheir economicexposureto
theembeddedcontingencies.As a result,pursuantto the integrationrulesof TreasuryRegulation
(...continued)
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TreasuryRegulationSection1.1275-4representan economicallypreciseway to
dealwith contingentpaymentsand candiscernno relevantdistinction(insofaras
determinationofthecomparableyield is concerned)betweencontingencieslinked
to the issuer’sown stockandthosethat arenot solinked, adoptionofthe
contingentmethodwould thusresultin bothreducedtaxpayerelectivity and
clearerreflectionofincome.

However,asnotedabove,thecontingentpaymentmethodmayallow for
greaterinterestaccrualsover the life ofthebondthanbifurcationor thetraditional
method. In essence,theseenhancedinterestdeductionsareattributableto the
warrantcomponentembeddedin theconvertibledebt. In particular,thecontingent
paymentmethodaccruesinterestandOlD on thefull purchasepricefor the
convertibledebtinstrument,including theportionthereofattributableto the
conversionright.30 Webelievethat allowingsuchenhanceddeductionsto the
issuerwould be inconsistentwith theCongressionalpurposesbehindsuch
provisionsasSections1032, 163(1)and249 and,moregenerally,with the
fundamentalprinciplethat an issueris notentitled to adeductionfor thecostof its
equity capital.3’

(continued...)
Section1.1275-6or theproposedregulationsunderSection263(g),theirnet interestexpenseis
generallyreducedin a mannerthat approximates(on a presentvaluebasis)thatofthebifurcation
method. Issuersof convertibledebt,however,havea “natural” hedgein their ability to issuetheir
own stock. Thus,issuersof convertibledebttypically do notenterinto separatehedging
arrangements.Theendresult is thatthebenefitof the contingentpaymentmethodis maximized
in a casewherecontingentconvertible(versuscontingentnonconvertible)debtis issued.

30 Somemay arguethatthis conclusionbegsthequestionby, in essence,implicitly

assumingthatbifurcationis themosteconomicallyaccurateway oftaxinga straightconvertible
debt instrument. Oneneedn’tbecommittedto bifurcation,however,in orderto acknowledgethat
a portion ofthepurchasepriceof a convertiblemustbeattributableto the conversionright; after
all, absenttheconversionright, a holderwould paylessfor the instrument.(While the traditional
methodalsoaccruesintereston theentirepurchasepriceof theconvertibledebt,it doesso ata
lowerrate,thusresultingin evenless interestexpensethanbifurcation.)

31 Becausea warrantdoesnot involve anunconditionalpromiseto paytheholderasum

certain,but ratherrepresentsa conditionalobligationto issuestock(or its equivalentin value)in
the future, assimilatingthe treatmentof stockandwarrants(or, equivalently,conversionrights)
from the issuer’sperspectiveseemseminentlysensible. This,of course,is exactlywhat Sections
1032and249 do.

In RevenueRuling 2002-32,I.R.B. 2002-22,102,the Servicedenieda deductionto the
issuerto theextentthevalueof thestockissueduponconversionexceededtheconvertibledebt’s
adjustedissueprice,citing Section249. Thepolicy underpinningthis conclusion,as we
understandit, is thatsuchamountsconstitutepartof the issuer’scostof equity capital. Allowing
an issuerto accruedeductibleintereston theportionofthe issuepriceof theconvertibledebt
attributableto theconversionright would in our view equallycontravenethat tax policy. In
(...continued)
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Somemembersarguethat theability to payotherwisedeductibleexpenses
usingataxpayer’sown stockindicatesthatthereis no generalCongressional
intentto denydeductionswith respectto corporateequity. For example,theynote
that acorporationthatpaysits employeesusingstockremainsentitled to a
compensationdeduction. SeeSection83. Deductionshavealso beenallowed
underSections162 and170 for othertypesofbusinessexpensesandcharitable
contributionspaidwith stock. Indeed,so long asSection163(1)is not violated,
eveninterestremainsdeductibleif paidwith issuerstock.32

This argument,however,is ultimatelyirrelevant. In thecasescitedabove,
thesourceof thedeductionis anindependenttransactionunconnectedto the
issuanceof stockby thecorporation;rather,stockis merelyusedasthemedium
of paymentofotherwisedeductibleexpenses.Ontheotherhand,allowing
deductibleinterestto accrueontheportionofthe issuepriceof theconvertible
debtthatis attributableto theconversionright,asin thecaseofthecontingent
paymentmethod,createsadeductionfor whatwebelieveis properlyviewedas
thecost ofthe issuer’sownequity capital,aresultwe find unwarrantedand
inconsistentwith fundamentaltaxpolicies.33

(continued...)
essence,suchinterestwould representthedifferencebetweentheexpectedpayoffon the
conversionright andtheportionofthe issuepriceallocatedthereto.

It shouldalsobe notedthat,absenta sufficient increasein thevalueofthe issuer’sstock
overthe life of the convertibledebt,the issuerutilizing thecontingentpaymentmethodwill suffer
a negativeadjustment(andthusa recaptureof someof its previousinterestdeductions).In
essence,then,the netamountof interest/OlDdeductibleunderthe contingentpaymentmethodis a
function,in part,of thepriceperformanceof the issuer’sstock overthetermof theconvertible
debt. Putdifferently, a portionof the interest/OlDwill bepaid, if at all, only with the issuer’s
stock(or by referenceto its value). Thisseemsto usto implicate thepoliciesunderlyingSection
163(1).

32 In thepast,otherrestrictionson theuseof stockto pay interestandOlD havebeen

proposed.See,e.g.,JointCommitteeon Taxation,DescriptionandAnalysisofCertainRevenue-
RaisingProvisionsContainedin thePresident~Fiscal Year1998BudgetProposal(JCS-IO-97)
(April 16, 1997). These,however,were neverenacted.

~ Somehavearguedthatstraightconvertibledebtshouldmoreproperlybe
conceptualizedas aninvestmentunit consistingof (i) nonconvertibledebtbearinginterestatthe
issuer’snormal (nonconvertible)borrowingrateandissuedatpar and(ii) a warranton the issuer’s
stock,thepremiumwith respectto which is requiredto bepaidovertimeby the holderoutof
interestpaymentson thedebt. Thus, in our basicexample,thenonconvertibledebtcomponentof
the investmentunitwould be viewedas payinginterestat a rateof 10%perannumandhaving
beenissuedat par, andtheholderwould beviewedas beingrequiredtopay$20 perannumas
warrantpremiumovertheten-yearlife oftheconvertibledebt. In suchcase,the issuerwould be
entitledto $100 of interestdeductionsperyear,whichis lessthanunderthecontingentpayment
method. However,unlike the contingentpaymentmethod,the issuerwould not berequiredto
recapturea portion of its interestdeductionsif its stock did notappreciatesufficientlyoverthe
(...continued)
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D. Recommendation

On balancethen,havingrejectedthebifurcationapproachbecauseof its
complexity,34andhavingrejectedthecontingentpaymentmethodbecauseof its
inconsistencywith thepoliciesunderlyingSections1032,249and 163(1)and
generalprinciples,theTax Sectionsupportsretentionofthetraditionalmethodfor
determiningthe issuer’sdeductionswith respectto straightconvertibledebt. In
particular,webelievethat, ascomparedto the contingentpaymentmethod,the
traditional methodis moreconsonantwith theprohibition on anissuer’sdeducting
thecostofits own equity capital.35

III. Issuer’s Treatment with respectto Contingent Convertible Debt.

If thetraditionalmethodis retainedwith respectto thetax treatmentof
issuersof straightconvertibledebt,an obviousquestionarises: how should
issuersofcontingentconvertibledebtbe taxed?We haveidentifiedtwo possible
approaches.

First, contingentconvertibledebtcouldcontinueto be subjectto the
contingentpaymentmethod,asdescribedin theRuling. This,however,would
maintain thediscontinuitybetweenthetax treatmentofstraightandcontingent
convertibledebt,with the consequentpotentialfor taxpayerelectivity.36

(continued...)
termof the debt. Thus,dependingon thefacts, sucha characterizationmight or might not resultin
morefavorabletaxtreatmentfor the issuerthanthecontingentpaymentmethod.

Whateverthe merits of sucha characterizationwherethe instrumentis, in form and
substance,structuredas an investmentunit, we find suchacharacterizationfar less compelling
wherethe instrumentis structuredasasinglestraightconvertibledebtinstrument. In particular,
sucha characterizationwould hypothesizea circularflow of cash(i.e., interestpaid on thedebt
beingautomaticallyreturnedto the issueraswarrantpremium)which,undergeneraltax
principles,is typically ignored.

~ As notedabove,somemembersof theExecutiveCommitteewould proposeusingthe
bifurcationmethodfor taxing issuersof straightconvertibledebt.

~ Retentionof thetraditionalmethodmightalso amelioratethetax complianceburdens
of unsophisticatedissuersandholdersby limiting thepotential applicabilityofthe contingent
paymentmethod. However,we suspectthat this isnot apracticalconcern.

36 If thetraditionalmethodis retainedfor straightconvertibledebtwhile the “classic”

contingentpaymentmethodcontinuesto apply to contingentconvertibledebt,theTaxSection
believesit is imperativethatthe Serviceissueguidanceas to whencontingentpaymentson
convertibledebtwill betreatedasnon-remoteandnon-incidental.A low thresholdfor this
purposewill obviously increasetaxpayerelectivity. This issue,ofcourse,hasramificationseven
in thecaseof nonconvertibledebt instruments.
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Moreover,asdescribedabove,thedecisionto retainthetraditionalmethodfor
straightconvertibledebtis premised,in greatpart, on concernsaboutallowing
deductionsfor thewarrantcomponentof suchdebt. It is hardto seewhy these
concernsareany lesscompellingin thecaseof contingentconvertibledebt.

A second,andwebelievebetter,approachwould be to utilize amodified
versionofthecontingentpaymentmethod(the “modified contingentpayment
method”) for determiningthe issuer’sdeductionswith respectto contingent
convertibledebt. Thismethodwould apply thenoncontingentbondmethodof
TreasuryRegulationSection1.1275-4(b),but, unlike theRuling, thismethod(i)
wouldusethe issuer’sconvertible(ratherthanits nonconvertible)borrowingrate
asthecomparableyield (the issuer’s“convertiblecomparableyield”) in applying
thatmethodand(ii) would not treatthe conversionright asapotentialcontingent
payment. Theconvertiblecomparableyield is theyield atwhich theissuercould
haveissueda straightconvertiblefixed ratedebtinstrumentwith aconversion
premiumidenticalto that, andhavingothertermscomparableto those,ofthe
contingentconvertibledebtinstrumentthatwasactually issued.37

Comparedto theclassiccontingentpaymentmethod,themodified
contingentpaymentmethodwould preventtheissuerfrom deductinginterestand
OlD with respectto thewarrantcomponentofthe convertibledebt. At theendof
theday, this approach,coupledwith theinability underSection249 to deduct
positive adjustmentsattributableto unanticipatedincreasesin thevalueofthe
issuer’sstock overthe life ofthedebt,shouldleadto resultsthat approximatethe
traditionalmethoddescribedabovefor taxing straightconvertibledebt. Adopting
suchamodifiedcontingentpaymentmethodwould go far to harmonizingthe
treatmentofstraightand contingentconvertibledebt. It would alsopreserve,to
somedegree,acontinuitybetweenthetax treatmentofcontingentconvertibleand
contingentnonconvertibledebt.

Werecognizethat determiningaconvertiblecomparableyield maybe
moredifficult thandetermininganonconvertiblecomparableyield. Nevertheless,
webelievethat issuersandinvestmentbankersgenerallyhavetheanalytical
ability to makereasonabledeterminationsofconvertiblecomparableyields.

~ Unlike the (nonconvertible)comparableyield, the convertiblecomparableyield
shouldnotberequiredto be at leasttheapplicableFederalrate.

As in the caseof determiningtheprojectedpaymentschedulefor nonconvertible
contingentdebt instruments,theprojectedpaymentschedulefor contingentconvertibledebt
would bebaseduponforwardpricesin thecaseofmarket-basedcontingentpayments(otherthan
the conversionright), andon theexpectedvaluesof othercontingentpayments(again,otherthan
theconversionright). Theconversionright, of course,would notbetakeninto accountin
determiningtheprojectedpaymentschedule(or otherwisegive riseto a deduction).
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Indeed,our senseis thatbankerstypically computethis informationin pricing
contingentconvertibledebtinstruments.

Onbalance,therefore,theTax Sectionbelievesthat, if thetraditional
methodof taxing issuersofstraightconvertibledebtis retained,theuseofthe
modifiedcontingentpaymentmethodwould be themostappropriatewayto tax
issuersof contingentconvertibledebt. Moreover,to theextentthat some,if not
all, of the recentissuanceof contingentconvertibledebtis primarily tax

motivated(insofarastheadditionof contingenciesotherthantheconversionright
is concerned),requiringuseof themodifiedcontingentpaymentmethodmay
eliminatetheperceivedbenefitsofissuingsuchinstrumentsandmakethewhole
exerciseacademic.

IV. Tax Treatment of Holdersof Convertible Debt.

Up to this point,wehavefocusedonthetaxtreatmentof issuersof
convertibledebt. Becausethattax treatmentimplicatesCongressionalconcerns
aboutallowing deductionswith respectto an issuer’scostofequity capital, it has
receivedthegreatestamountofattention. Thetax treatmentof holdersof
convertibledebt,on theotherhand,would not implicatethesetypesof concerns.

While argumentscanbe madethat, giventheabsenceof Section1032-
typeconcerns,holdersshouldalwaysbe subjectto contingentpaymenttreatment,
asdescribedin theRuling,wequestionwhetherit is worth thecomplexityand
complianceburdensto mandatediffering treatmentfor issuersandholders.38

More significantly, at leastin thecaseof straightconvertibledebt,requiring
contingentpaymenttreatmentfor holdersmayadverselyaffectthemarketfor
suchinstruments,with correspondinglynegativeimpactson issuers’costof
capital. Given all this, webelievethat anydecisionto mandatenonconforming
treatmentof issuersandholdersshouldnotbe undertakenlightly andshouldonly
be reachedaftercarefulstudyofthe resultingeconomiceffectson issuersand
holders.

38 Somehavearguedthat Section163(e) would requireconsistenttreatmentof issuers
andholders.ButseeSection1275(d)(broadgrantof authorityto provideregulationsmodifying
therulesof Section163(e),which governsissuerdeductionsof OlD, aswell astheOlD rules
applicableto holders,to carryout thepurposesofthe respectivesections).

Somehavealso arguedthat requiringconformity betweenthetax treatmentof issuersand
holdersalso reducesthepotential of tax arbitrage. In ourexperience,clienteleeffectsare
sufficiently strongto seriouslyweakenthis argument.
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Conclusion

In conclusion,theTax Sectionwould supportretainingthetraditional
methodfor taxingissuersofstraightconvertibledebt,andamodifiedcontingent
paymentmethodfor taxing issuersofcontingentconvertibledebt. In thecaseof
both straightandcontingentconvertibledebtinstruments,theTax Section
believesthat it would be bestto continueto taxholdersandissuersin a
symmetricalfashion.
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