
 
February 1, 2006 

 
 

VIA ELECTRONIC MAIL: Kathy.K.Petronchak@irs.gov 
 
Ms. Kathy Petronchak 
Deputy Director, Prefiling & Technical Guidance 
Internal Revenue Service 
Washington, D.C. 20224 
 

Re:  Notice 2002-35 (Certain Swaps as �“Listed Transactions�”) 
 
Dear Ms. Petronchak: 
 
 This letter supplements the September 19, 2005 letter (the �“September 2005 Letter�”) of 
Managed Funds Association (the �“MFA�”) with respect to the identification of those classes of 
transactions involving notional principal contracts (�“NPCs�”) that should not be treated as 
�“substantially similar�” to the NPC transaction described in Notice 2002-351 and therefore 
excluded from the definition of �“reportable transaction�” under section 6111 of the Internal 
Revenue Code of 1986, as amended (the �“Code�”) and the regulations thereunder. 
 

MFA is the only U.S.-based global membership organization dedicated to serving the 
needs of those professionals throughout the world who specialize in the alternative investment 
sector of the capital markets, including hedge funds, funds of funds and managed futures funds.  
MFA has more than 1,000 members, including professionals from a majority of the 50 largest 
hedge funds, which manage a significant portion of the estimated $1.5 trillion in hedge fund 
assets. 
 
 In the September 2005 Letter, MFA recommended that the Internal Revenue Service (the 
�“Service�”) issue guidance under which transactions involving NPCs that do not provide for 
deferred non-periodic, non-contingent payments would be excluded from the classes of NPC 
transactions that would be treated by the Service as �“substantially similar�” to the NPC described 
in Notice 2002-35. In accordance with the Service�’s request, MFA has given further 
consideration to (1) possible additional and alternative criteria for determining when an NPC 
transaction should not be treated as �“substantially similar�” to the NPC transaction described in 
Notice 2002-35, and (2) ways in which the potential for duplicative filings might be reduced with 
respect to those NPC transaction that are treated as �“substantially similar�” to the NPC transaction 
described in Notice 2002-35. 

                                                      
1 2002-1 C.B. 92. 
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Background 

 
 Under section 6011 of the Code and the regulations thereunder, taxpayers that participate 
in a �“reportable transaction�” are required to file a statement with the Service with respect to that 
transaction.  A �“listed transaction�” is one category of reportable transaction and is defined in the 
regulations to include a transaction that is the same or �“substantially similar�” to a type of 
transaction that has been designated by the Service as a �“listed transaction�”.2 
 
 In Notice 2002-35, the Service designated as a �“listed transaction�” a transaction involving 
an NPC that provided for periodic non-contingent payments and a deferred final non-periodic 
payment.  This final payment had both a non-contingent component and a (smaller) contingent 
component.  As described in Notice 2002-35, the taxpayer deducted the periodic non-contingent 
payments, but did not accrue the non-contingent portion of the deferred non-periodic payment. As 
a result of this designation, both the NPC transaction actually described in Notice 2002-35 and 
any NPC transactions that are �“substantially similar�” to that transaction will constitute �“listed 
transactions�” with respect to which statements must be filed with the Service. 
 
 

MFA�’s Original Proposal 
 

 As discussed in the September 2005 Letter, many of MFA�’s members enter into swaps 
and other NPCs on a regular basis and in the ordinary course of business for a broad range of 
non-tax reasons, such as for hedging purposes and to increase portfolio yields.  These NPC 
transactions include total return equity swaps and credit default swaps.  In the typical case, the 
NPCs on which these transactions are based provide for both periodic payments and a deferred 
non-periodic contingent payment with no non-contingent component. 
 

For example, in a �“plain vanilla�” total return equity swap, a taxpayer will make periodic 
payments to the counterparty during the term of the swap and receive (or pay) a deferred non-
periodic payment that is wholly contingent (e.g., one that is based on the change in value of the 
reference stock during the term of the swap).  Similarly, in the case of a plain vanilla credit 
default swap (a �“CDS�”), such as that described in Notice 2004-52,3 the protection buyer will 
make either a lump sum or periodic payments until the first to occur of the end of the term of the 
CDS or the occurrence of the defined credit event.  If such a credit event occurs, the protection 
buyer will receive a contingent payment from the protection seller.  As described in Notice 2002-
52, the protection seller typically either (1) pays to the protection buyer an amount reflecting the 
reference obligation�’s loss in value from the date the CDS was entered into, or (2) purchases from 
the protection buyer at a pre-determined price an obligation that is expected to approximate the 
post-credit event value of the reference obligation. 
 
 The types of transactions described in the preceding paragraph are typical of the total 
return swaps and credit default swaps that are entered into by MFA members.  In MFA�’s view, 

                                                      
2 Treas. Reg. § 1.6011-4(b)(2). 

3 2004-32 I.R.B. 68. 
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such transactions should not be treated as �“substantially similar�” to the NPC transaction described 
in Notice 2002-35.  For this reason, the September 2005 Letter recommended that the Service 
issue guidance that provides as follows: 
 

 A total return swap or a credit default swap that does not provide for any 
deferred non-contingent non-periodic payments will not constitute a transaction 
that will be treated as the same as, or substantially similar to, the NPC transaction 
described in Notice 2002-35. 

 
 MFA�’s recommendation was based upon the premise that it is was the failure to accrue 
the deferred non-contingent, non-periodic component of the final payment that prompted the 
Service to treat the NPC transaction described in Notice 2002-35 as a listed transaction.  The 
question whether accruals should be required with respect to deferred contingent non-periodic 
payments is now under active consideration in connection with proposed regulations issued by 
the Service and the Department of the Treasury on February 26, 2004.4  MFA believes that such 
contingent amounts should be disregarded for purposes of the listed transaction rules until the 
proposed regulations are finalized and taxpayers can reasonably determine if and when accruals 
will be required with respect to deferred contingent non-periodic payments under an NPC.5 
 

Additional Criteria 
 
 In accordance with the Service�’s request, MFA has considered whether there are 
appropriate additional criteria one or more of which could be used by the Service in conjunction 
with MFA�’s original recommendation as guidance that would be sufficient to eliminate the 
apparent practice of many taxpayers of making protective filings for plain vanilla total return 
swaps and credit default swaps.  Specifically, MFA recommends consideration of the following 
additional criteria: 
 

 1.  An NPC transaction under which any non-contingent portion of any 
deferred non-periodic payments is properly taken into account over the term of 
the NPC in accordance with Treas. Reg. § 1.446-3(f) and Rev. Rul. 2002-306 
would not be treated as a transaction that is the same as, or substantially similar 
to, the NPC transaction described in Notice 2002-35. 
 
 2.  An NPC transaction between a taxpayer and a counterparty that the 
taxpayer reasonably believes to be a dealer would not be treated as a transaction 
that is the same as, or substantially similar to, the NPC transaction described in 

                                                      
4 REG-166012-02. 

5 If, as some apparently have suggested, it is theoretically possible to approximate the economic effects of 
the NPC transaction described in Notice 2002-35 with a completely contingent deferred non-periodic 
payment, MFA would have no objection to the addition of an appropriate limitation to its original 
recommendation. 

6 2002-21 I.R.B 971. 
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Notice 2002-35 if the taxpayer accounts for the NPC using a mark-to-market 
methodology that is acceptable for federal income tax purposes. 
 
 3.  A total return equity swap will not be treated as a transaction that is 
the same as, or substantially similar to, the NPC transaction described in Notice 
2002-35 if substantially all the amounts payable under the NPC (other than 
payments by reason of default by one of the counterparties) consist of (a) 
periodic non-contingent payments such as payments based on the product of a 
specific interest rate or index and the notional principal amount of the NPC, and 
(b) a contingent deferred non-periodic payment based on the change in value of 
the underlying reference security. 
 
 4.  A credit default swap would not be treated as a transaction that is the 
same as, or substantially similar to, the NPC transaction described in Notice 
2002-35 if substantially all the amounts payable under the NPC (other than 
payments by reason of a default by one of the counterparties) consist of payments 
described in Notice 2004-52 as typical payments made under a credit default 
swap. 

 
If any guidelines are published to enable taxpayers to identify what NPC transactions will not be 
treated as substantially similar to the NPC transaction described in Notice 2002-35, MFA believes 
it is critically important that those guidelines contain a specific provision to the effect that no 
inference is intended whether an NPC transaction that does not satisfy the guidelines is or is not 
substantially similar to the NPC transaction described in Notice 2002-35.  Likewise, any 
guidelines should be applicable to all transactions entered into on or after January 1, 2003. 
 

Reduction in Multiple Filings for the Same Transaction 
 
 MFA also believes that, as others have suggested, the Service could reduce the 
administrative burden on its own personnel as well as on taxpayers by taking action to limit the 
so-called �“cascading effect�” where a partnership (or a limited liability company that is treated as a 
partnership for federal tax purposes) is required to file a statement with respect to a reportable 
transaction.  To illustrate, steps might be taken to eliminate multiple filing requirements for tiered 
partnerships that are under common control and to address situations involving investment 
partnership that have substantial numbers of partners who are merely passive investors and do not 
participate in decisions with respect to specific investments by the partnership. 
 
   *   *   * 
 
 MFA stands ready to respond to any questions you may have with respect to this letter 
and would welcome the opportunity to discuss the issues involved with you and your colleagues. 
 
       Respectfully submitted, 
 
       /s/ John G. Gaine 
        
       John G. Gaine 
       President 


