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IRS National Office Rules
Adversely on Variable Prepaid
Forward Contracts with Securities
l.oan

Unless and until further guidance is provided, taxpayers must exercise caution
before entering into VPFCs (or similar transactions) that include a loan of the underlying shares
to the counterparty or a related person.

HOWARD J. BARNET, JR.

n late January the Internal Revenue Service

formally released a highly anticipated technical

advice memorandum on variable prepaid forward
contracts (VPFCs).! In it, the IRS National Office
has taken the position on audit that the taxpayer,
which had entered into several VPFCs with respect
to shares of a publicly traded company, had sold
such shares for tax purposes. TAM 200604033 relies
primarily upon the fact (as determined by the IRS)
that, as part of “one whole, continuous transaction,”
the taxpayer also loaned the underlying shares to its
counterparty under the VPFC. The risk arising from
associated securities loans was well known, and
not many transactions are as vulnerable as those in
the TAM. However the fundamental pattern of the
transaction at issue was not uncommon, and the
issuance of the TAM—indeed, the earlier rumors
of its impendency—has had a chilling effect on the
use not only of VPFCs but also of related hedging
transactions that are potentially subject to the same
reasoning, such as equity collars. In the absence of
further clarification from the IRS, the holder of a
long position who engages in a derivative “short”
transaction will wish to consider the tax risks very

' TAM 200604033 {October 20, 2005).
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carefully before making a securities loan to the same
(or a related) counterparty.

The use of VPFCs and similar transactions to
monetize large positions in low-basis securities grew
exponentially after 1997 for two principal reasons:
(1) the enactment in that year of the constructive
sale rules of Section 1259.% rendering “short against
the box” transactions taxable, and (2) the continued
rise (well into 2000) of the U.S. equities markets.
Many wealthy individuals and even companies saw
a substantial part of their net worth concentrated in
stock of a single issuer. VPFCs and related deriva-
tive transactions are intended to allow a taxpayer to
diversify his exposure on a pre-tax basis.’

Typical Variable Prepaid Forward Transaction. To illus-
trate the basic VPFC transaction, assume a taxpayer,
T, owns 100,000 shares of XYZ corporation, which
trade at $100 per share, but for which T has a very
low tax basis.* T enters into a VPFC with a counter-
party, often an investment bank or brokerage firm.
Details of the agreement vary from one financial insti-

2 All Section references are to sections of the Internal Rev-
enue Code of 1986, as amended (the “Code™) unless otherwise
indicared.

¥ Other techniques, such as exchange funds, also exist, of
course, but with quite different costs and benefirs.

* T may have received the XYZ shares on the sale, pursuant o
a tax-free reorganization, of a family company.
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