
Expanding the Contours of a
Straddle: ‘DECS’ Are Ensnared

By Robert Willens

A corporation that owns appreciated portfolio stock
issued by another corporation (the investee) will be loath
to sell that stock because of the punishing capital gains
tax the sale will engender. Accordingly, the corporation
will frequently pursue strategies that enable it to reap the
benefit of the appreciation but in a manner that does not
crystallize the inherent gain. The corporation and the
investee may decide to collaborate on transactions that
take advantage of section 355’s nonrecognition (of gain or
loss) rule.

For example, the investee might create a new corpo-
ration (Newco), to which it conveys a considerable
amount of cash as well as a small, yet active, trade or
business that has been actively conducted for well over
five years. (The cash might comprise as much as 90
percent of Newco’s asset value.) The stock of Newco
would then be distributed by the investee to the corpo-
ration in exchange for all or substantially all of the latter’s
stock in the investee. That type of transaction, known as
a cash-rich split-off (a transaction pioneered by Janus in
connection with its divestiture of its stock in DST Sys-
tems), allows the corporation to ‘‘monetize’’ its holdings
on a tax-free basis. Assuming the transaction is carried
out for one or more valid corporate business purposes,
the requirements of section 355 should be satisfied be-
cause the distribution — which isn’t pro rata for the
investee’s shareholders — need not confront the ‘‘device’’
test. The device test is intended to prevent the use of
section 355 to avoid the tax code’s dividend provisions
(see Rev. Rul. 77-377, 1977-2 C.B. 111), and here those
dividend provisions are not avoided because the distri-
bution, if it were taxable, would be treated, under section
302(a), as a distribution ‘‘in exchange’’ for the surren-
dered stock. See reg. section 1.355-2(d)(5)(iv) and Rev.
Ruls. 64-102, 1964-1 C.B. 136 and 71-383, 1971-2 C.B. 180.
(If the device test had to be confronted, it might well be
flunked because Newco’s ratio of active business assets
to total assets is substantially disparate when compared
to the investee’s ratio; that disparity in ratios is a ‘‘device
factor’’; see reg. section 1.355-2(d)(2)(iv)(B)). That tech-
nique has piqued the interest of the Bush administration,
whose fiscal 2006 budget submission contains a proposal
that would render the cash-rich split-off much less attrac-
tive: Under the proposal, the active business require-
ment, which must be met under section 355(a)(1)(C) for a
spinoff or split-off to attain tax-free status, would be
satisfied only if the value of the assets used in the active
business (relied on to meet the active business test)
represents at least 50 percent of the aggregate value of the
corporation’s assets. Compare Rev. Rul. 73-44, 1973-1 C.B.
182; there is no requirement under current law that a

specific percentage of the corporation’s assets be devoted
to the active conduct of a trade or business.

The Bush administration fiscal 2006
budget submission contains a
proposal that would render the
cash-rich split-off much less
attractive.

The parties might instead choose to engineer a spinoff.
To do so, the investee would have to agree to undertake
a ‘‘preliminary recapitalization’’ in connection with
which it would create a class of ‘‘high-vote’’ stock that it
would issue to the corporation in exchange for its exist-
ing stock in the investee. The high-vote stock would
possess at least 80 percent of the total combined voting
power of all classes of investee stock entitled to vote, and,
accordingly, the corporation would secure section 368(c)
control of the investee. The corporation, which would
then distribute the high-vote stock to its shareholders,
therefore would meet the section 355 requirement that
immediately before the distribution the distributing cor-
poration must control (within the meaning of section
368(c)) the corporation whose stock it is distributing.
Section 355(a)(1)(A). Moreover, because the preliminary
recapitalization is wholly tax-free, thanks to section
354(a)(1), that control will have been acquired in a
‘‘permissible’’ manner. If the ‘‘control-gathering’’ transac-
tion had not been totally tax-free, the spinoff would fail,
on active business grounds, if it took place within five
years of the control-gathering transaction. See section
355(b)(2)(D), Rev. Rul. 57-144, 1957-1 C.B. 123, and
McLaulin Jr. v. Commissioner, 276 F.3d 1269, Doc 2001-
31676, 2001 TNT 249-4 (11th Cir. 2001). The IRS endorsed
the preliminary recapitalization, in Rev. Rul. 69-407,
1969-2 C.B. 50, as long as such recapitalization creates a
‘‘permanent realignment’’ of voting control. There can
therefore be, if the preliminary recapitalization/spinoff
strategy is to be effective, no plan or intention to undo the
alteration of the capital structure that the preliminary
recapitalization accomplishes. See, in that regard, LTR
200347013, Doc 2003-24983, 2003 TNT 226-24 (Aug. 19,
2003), in which the IRS permitted the taxpayer, whose
stock was distributed in a split-off, to engineer a ‘‘reverse
recapitalization’’ in which its high-vote stock and low-
vote stock were ‘‘collapsed’’ into a single class of stock,
but only because the taxpayer proved to the IRS’s satis-
faction that the reverse recapitalization was not intended
at the time of the split-off but instead was prompted by
postdistribution, unexpected changes in market condi-
tions.

Issuing ‘DECS’

When the corporation wishes to retain the stock yet
extract its value in a tax-efficient manner, it might use a
‘‘monetization’’ transaction. The corporation might issue
securities that are referenced to the portfolio stock, and
because the purchaser of those securities, known as
‘‘DECS,’’ obtains what amounts to a call option (albeit
cash settled) on the underlying portfolio stock, that
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investor is willing to accept a correspondingly dimin-
ished interest rate regarding the DECS. It is abundantly
clear that issuance of a DECS does not give rise to a
constructive sale (within the meaning of section 1259(c)) of
the portfolio stock. The DECS does not represent a
prohibited ‘‘forward contract’’ because it does not call for
the delivery of a substantially fixed number of shares at
a substantially fixed price. See section 1259(d)(1). Instead,
the return to the investor will vary with the performance
of the underlying portfolio stock and that variation in the
number of shares (or the cash equivalent) to be delivered
to the investor on maturity of the DECS removes it from
the realm of a forward contract. See Rev. Rul. 2003-7,
2003-5 IRB 363, Doc 2003-1634, 2003 TNT 12-13 (Jan. 16,
2003). Also, when the investee is not, concerning the
corporation, a ‘‘related party,’’ the DECS also constitutes
a ‘‘contingent payment debt instrument’’ (CPDI) from
which the issuer gets (assuming the arrangement is not
characterized as a straddle) ‘‘enhanced’’ interest deduc-
tions. In those cases, the issuer of the DECS will be
entitled to accrue and deduct interest at a rate that is
known as the ‘‘comparable yield’’ — the interest rate the
market would exact if the corporation had instead issued
fixed-rate debt instruments embodying, regarding the
DECS, comparable terms and conditions. See reg. section
1.1275-4(a)(4)(i)(A).

The IRS Finds a Straddle
In TAM 200509022, Doc 2005-4452, 2005 TNT 43-17

(Oct. 6, 2004), the corporation owned appreciated port-
folio stock that it sought to monetize. It issued a DECS
that it redeemed shortly thereafter because it was offered
the tantalizing opportunity to use the investee’s stock as
the currency for a cash-rich split-off that it eventually
entered into with the investee. Specifically, the corpora-
tion issued subordinated debentures that were ‘‘refer-
enced’’ to its portfolio stock holdings. As is typical of a
DECS, the principal amount of the security was equal to
the selling price (as of the date of issuance of the DECS)
of one share of the portfolio stock. Also, the DECS paid
interest at the rate of b% of the principal amount plus any
cash dividends or other distributions paid on the refer-
enced stock. At maturity, the investor would receive an
amount of cash equal to the greater of (1) the contingent
principal amount (which apparently would not be less
than the issue price of the DECS) or (2) the maturity date
value of the referenced stock. The portfolio stock, it
should be noted, was not pledged as collateral for the
DECS. The corporation properly treated the DECS as
CPDIs and claimed interest expense deductions premised
on the instrument’s comparable yield. The IRS disputed
the corporation’s ability to secure those interest deduc-
tions.

The IRS concluded that the arrangement amounted to
a ‘‘straddle.’’ A straddle is defined as (consisting of)
‘‘offsetting positions’’ on (actively traded) personal prop-
erty. Positions are offsetting if the risk of loss from
holding one such position is substantially diminished by
virtue of holding the other. Section 1092(c)(2). However,
stock is excluded from the definition of personal property
unless (among other things) the stock is part of a straddle
in which one of the offsetting positions is itself a position
(other than stock) in ‘‘substantially similar or related’’

property. Thus, if the DECS is a position (other than
stock) on substantially similar or related property, the
arrangement would constitute a straddle.

The IRS concluded that a debt
instrument may in fact represent a
‘position.’

The IRS concluded that a debt instrument may in fact
represent a ‘‘position.’’ The taxpayer argued that it could
not constitute a position because section 1092(d)(7) ex-
pressly provides that a debt instrument denominated in a
nonfunctional currency can be a position on that cur-
rency. The section 1092(d)(7) rule, the taxpayer argued,
would be superfluous if debt instruments generally
could be characterized as positions. The IRS easily dis-
missed that argument stating that a rule (of the type
found in section 1092(d)(7)) that a debt instrument can be
a position in nonfunctional currency does not without more
establish that only debt instruments in nonfunctional
currencies are positions. Was the DECS a position on
substantially similar or related property? The answer
would be yes if, under reg. section 1.246-5(b)(1)(i)(A), the
values (of the stock and the DECS) primarily reflect the
performance of a single firm or enterprise and changes in
the value of one are ‘‘reasonably expected’’ to approxi-
mate changes in the value of the other. See reg. section
1.246-5(b)(1)(ii). At that point in the analysis, the IRS
swatted away the corporation’s other principal argu-
ment, that the IRS had the ability to identify only
property that is similar or related to stock in regulations
that would have a prospective effect. The Service rejected
that line of reasoning by noting that the legislative
history of the straddle rules does not indicate that
Congress intended to place a limitation on the IRS’s
ability to issue regulations.

Here, the value of the referenced stock and the DECS
both reflected the performance of the investee. The issue
price of the DECS was equal to the trading price of the
referenced stock on the date on which the DECS were
issued; the projected payment schedule (the mechanism
by which the issuer of a CPDI secures enhanced interest
deductions) was based on the forward price of the stock;
and the issuer possessed the ability (which was quickly
availed of) to call the securities, before maturity, for an
amount equal to the price of the referenced stock, rather
than the principal amount of the DECS. Also, changes in
the value of the DECS were, when issued, reasonably
expected to approximate changes in the value of the
referenced stock and, in fact, there was a (predictably)
high correlation in the price movements of each security.
Thus, at the end of the day, a straddle was created. The
DECS was a position, other than stock, on substantially
similar or related property and, when coupled with the
referenced stock, the overall arrangement amounted to a
straddle.

When a straddle is found to exist, section 263(g)(1) is
activated and requires the capitalization of ‘‘interest and
carrying charges’’ properly allocable to personal property
that is part of a straddle. The interest so subject to
capitalization includes only interest on indebtedness

COMMENTARY / VIEWPOINTS

TAX NOTES, April 11, 2005 247

(C
) T

ax A
nalysts 2005. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



‘‘incurred or continued to purchase or carry’’ the relevant
personal property. Section 263(g)(2)(A)(i). The DECS, in
addition to being characterized as a position (other than
stock) on substantially similar or related property, was,
for purposes of section 263(g)(1), regarded as debt in-
curred to ‘‘carry’’ the portfolio stock, and the interest on
that indebtedness would therefore be subject to capitali-
zation. The IRS concluded that the relationship between
the DECS and the referenced stock was similar economi-
cally to a taxpayer who obtains a loan by collateralizing its
portfolio stock (in the collateralization case, it is well-
settled that the debt is incurred to carry the underlying
financial instrument; see Rev. Proc. 72-18, 1972-1 C.B. 740,
and Rev. Rul. 88-66, 1988-2 C.B. 34). Like a collateraliza-
tion, a monetization establishes a ‘‘direct transactional
nexus’’ between the borrowing and the borrower’s con-
tinued ownership of the stock. The taxpayer argued that
the arrangement did not resemble such a secured bor-
rowing, because here the taxpayer’s ability to dispose of
the referenced stock was not restricted, either by contract
or by ancillary agreement. True enough, but the IRS
examined the substance of the arrangement and found
the requisite equivalence. The facts, it found, clearly
indicated that the taxpayer’s ability (and desire) to ‘‘as-
sume the risks’’ (of writing what amounts to a ‘‘naked’’ as
opposed to a ‘‘covered’’ call option on the referenced
stock) on the disposition of the referenced stock, while

the DECS remained outstanding, was an economic re-
striction (to such a disposal of the referenced stock) that
in operation was every bit as effective as an express legal
restriction.

Therefore, the interest expenses (including the pre-
mium paid to redeem the security and the unamortized
debt issuance costs associated with the DECS) incurred
on the DECS were required to be capitalized and added
to the basis of the personal property (the referenced
stock) with which the DECS was inextricably linked.
Ironically, because the taxpayer then swapped that high-
basis stock for stock of Newco, in the cash-rich split-off
the parties subsequently engineered, its basis in that
high-basis stock (which was transferred under section
358 to the Newco stock) would eventually disappear if, as
seems likely, the taxpayer liquidates Newco (to gain
access to its cash hoard) under section 332. See, in that
regard, Peerless Investment Co., 58 T.C. 892 (1972). There-
fore, at the end of the day, not only did the taxpayer here
lose the ability to currently deduct its interest expense,
those expenses will likely never be ‘‘recovered,’’ as an
offset against otherwise taxable income, because the basis
of Newco’s stock (which includes the capitalized interest
expenses and carrying charges) will be, under section
334(b)(1), should the inevitable section 332 liquidation of
Newco ensue, completely lost.
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