March 28, 2007

VIA COURIER

Nancy M. Morris, Esquire

Secretary .

U.S. Securities and Exchange Commission
100 F Street, NE

Washington, DC 20549

Re: Request for Interpretive Guidanée oh Implementation of FASB Interpretation No. 48 by
U.S. Registered Investment Companies and Withdrawal of Petition for Rulemaking

Dear Ms. Morris:

Fidelity Investments (“Fidelity”), Massachusetts Financial Services Company (“MFS”) and
‘OppenheimerFunds, Inc. (“OpperheimerFunds”) respectfully request that the Commission
provide written interpretive guidance relating to the implementation of Financial Accounting
Standards Board (“FASB™) Interpretation No. 48, Accounting for Uncertainty in Income Taxes
(“FIN 48”)! by investment companies registered under the Investment Company Act of 1940, as
amended (“Funds”). In connection with this request, we hereby withdraw our petition to extend
the effective date of FIN 48 and for additional relief filed with the Commission on December 22,
2006.

We submitted our petition late last year, as the original effective date for FIN 48— January 2,
2007 for some Funds— was fast approaching and a number of issues and challenges remained .
unresolved. The Investment Company Institute (“ICI”) had filed a separate submission earlier in

! FASB Interpretation No. 48, Accounting for Uncertainty in Income Taxes (Jun. 2006) (“FIN 487).

2 Request for Rulemaking under the Investment Company Act of 1940 to Extend the Effective Date at -
Least Six Months for the Application of FASB Interpretation No. 48, Accounting for Uncertainty in
Tncome Taxes (“FIN 48”) to Investment Companies under the Investment Company Act of 1940, as
Amended, and to Address other Issues Related to the Application of FIN 48 to Such Investment
Companies submitted by Stephen D. Fisher, Senior Vice President & Deputy General Counsel, Fidelity
Management & Research Company; Eric Roiter, Senior Vice President & General Counsel, Fidelity
Management & Research Company; Maria Dwyer, Chief Regulatory Officer, Massachusetts Financial
Services Company; Scott Huebl, Vice President, Tax, Oppenheimerfunds, Inc. available at
http://www.sec.gov/rules/petitions/2006/petnd-528.pdf (“Rulemaking Request”).



Nancy M. Morris, Esquire
March 28, 2007

Page 2

December seeking delay of FIN 48’s effective date for Funds, as well as additional guidance and
relief (the “ICI Letter”).> On December 22, the Commission’s staff (“Staff”) responded to the ICI
Letter by issuing a no-action letter acknowledging the difficulties FIN 48 raises for Funds and
granting a six month delay (the “Staff Letter”).* The Staff Letter also stated the Staff’s
expectation “that funds will make good use of this additional time to carefully assess all issues
related to the implementation of [FIN] 48.”

We greatly appreciate the Staff’s responsiveness to the industry’s concerns in this matter and the
substantial guidance already provided in the Staff Letter. Because the Staff Letter provided the
single most critical aspect of the relief we requested— delay of the impending effective date— -
we hereby withdraw our December 22, 2006 petition.

We also take to heart the Staff’s exhortation to “make good use of this additional time.” As -
valuable as the guidance provided in the Staff Letter may be, we believe that Funds continue to
need additional guidance from the Commission in order to use this time appropriately. Indeed, we
submit that the involvement of the Commission in this process is vital to preventing the
occurrence, at the conclusion of the delay period, of a number of the harmful effects that the ICI
and we outlined in urging a delay, which effects the Staff recognized in granting that request.

This letter sets forth the issues we believe still need to be addressed in order to prevent adverse -
effects from FIN 48 and suggests the additional guidance we respectfully request the Commission
to provide. ' :

3 Letter from Paul Schott Stevens, President, Investment Company Institute, to The Honorable
Christopher Cox, Chairman, Securities and Exchange Commission, and Robert H. Herz, Chairman,
Financial Accounting Standards Board (Dec. 11, 2006) available at http://www.sec.gov/divisions/
investment/cox_herz_letter.pdf (“ICI Letter”). '

*  Investment Company Institute, SEC No-Action Letter (Dec. 22, 2006) available at
http://www.sec.gov/divisions/investment/letter_mutual fund_fin_48.htm (“Staff Letter”). The Staff
Letter stated that the Staff would not recommend enforcement action to the Commission under
Sections 11(a), 16(c), 22(a), 23(b) and (c), 20, 61(a) and 63(2) and (3) of the Investment Company Act
of 1940, as amended (the “1940 Act”) and Rule 22¢-1 thereunder against any Fund based solely on the
Fund’s implementation of FIN 48 under the timetable set forth in the Staff Letter, which would
commence on June 29, 2007.
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A. Background

1. FIN 48: Requirements

FASB adopted FIN 48 in June 2006 in order to address perceived inconsistencies, and the
resulting lack of comparability, in the way issuers account in their financial statements for
uncertainties relating to tax positions they may take in their tax returns. To this end, FIN 48 sets
forth the method and criteria to be used by issuers when considering the recognition and .
measurement of these tax positions in their financial statements, and addresses the types of
authorities on which issuers may rely when making FIN 48 determinations. -

FIN 48 treats any tax position that reduces an issuer’s income tax as a “benefit,” and requires an
issuer to carry out a two-step process when determining how to reflect this benefit in its financial .
statements. The first step (“recognition™) requires an issuer to determine whether a tax position,
based on “the technical merits,” is “more likely than not” to be sustained upon examination by the
relevant taxing authority. If the issuer does not determine that the tax position taken is more -
likely than not to be sustained, based on the technical merits, the issuer must record as a liability
" on its financial statements the entire amount of the tax benefit claimed on its return. -

- With respect to this first step, paragraph 7 of FIN 48 describes the process by which an issuer
assesses the more likely than not recognition standard as follows:

a. It shall be presumed that the tax position will be examined by the relevant taxing
authority that has full knowledge of all relevant information.

b. Technical merits of a tax position derive from sources of authorities in the tax law -

" (legislation and statutes, legislative intent, regulations, rulings and case law) and their
applicability to the facts and circumstances of the tax position. When the past
administrative practices and precedents of the taxing authority in its dealings with the
enterprise or similar enterprises are widely understood, those practices and
precedents shall be taken into account.’

If the recognition threshold is satisfied, the second step (“measurement”) requires the issuer to
measure the amount of the tax benefit resulting from the tax position that should be reflected on
its financial statements. Under FIN 48, the issuer may record as an asset only the largest amount
of tax benefit that is greater than 50 percent likely to be realized upon “ultimate settlement” with
the relevant taxing authority having full knowledge of all relevant information.

> FIN 48, supranote 1,at§ 7.
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2. FIN 48: Unique Impact on Funds

Because of the unique features of Funds and how they are taxed, the practical effect of FIN 48 on
Funds is fundamentally different from its effect on operating companies, in ways that could have
a direct adverse impact on Funds and their shareholders.

= Potential for false tax liabilities. First, because of the unique tax environment applicable to
Funds, FIN 48 could require Funds to recognize tax liabilities that they, in fact, will never pay
(we refer to tax liabilities that are unlikely to be paid as “false tax liabilities”). Unlike most
operating companies, Funds typically have very little, if any, audit history and would in some
cases have no definitive guidance upon which to rely in making a FIN 48 “more likely than not”
determination (as explained in our December 22 petition, as a result of a Congressional policy
determination that Fund investors, who themselves pay income taxes on Fund distributions,
should not be subject to double taxation, Funds do not pay any income taxes if they meet certain
qualification and distribution requirements).” The absence of definitive authority is particularly
acute with respect to the tax treatment of investments in new and innovative financial
instruments. In the absence of definitive guidance, the Fund industry has taken reasonable, well-
- founded and conservative positions and the IRS has typically issued any guidance objecting to
these positions on a prospective basis. For these reasons, there may be situations where the
affirmative determination required by FIN 48 to avoid recognition of a tax liability may be’
difficult, yet the real world likelihood that the Fund will ever be required to pay the tax liability is
remote.

*  Daily NAV Calculation and Impact on Share Pricing. Second, Funds not only will face
unique difficulties in making the FIN 48 determinations, but also will have to make these

¢  Funds normally elect to be taxed as regulated investment companies (“RICs”) under Subchapter M of

the Internal Revenue Code of 1986, as amended (the “Code™), in order to take advantage of the “pass
through” taxation regime available to RICs under Subchapter M. Congress provided this tax treatment
for RICs in order to provide Fund investors tax treatment comparable to what they would achieve by
direct investments in securities. A Fund will qualify as a RIC with respect to a taxable year if it
satisfies certain requirements with respect to the source of its income and the diversification of its
assets in that taxable year. See Code Sections 851(b)(2) and (3).

In accordance with this Congressional policy, a RIC that satisfies certain minimum distribution
requirements is not required to pay tax at the RIC level to the extent that it distributes its net income
and net gains to its shareholders. See Code Section 852(a)(1). As a result, almost all Funds taxed as
RICs never pay any tax, since they distribute all of their income and gains to their shareholders. This
treatment is achieved through the allowance of a deduction to a RIC for the amount of its dividends
paid in a timely manner to its sharebolders (the “dividends paid deduction”) in computing the amount
of its “investment company taxable income” and net capital gains. See Code Sections 852(b)(2) and

3).
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determinations on a daily basis, with a direct impact on the pricing of their shares. Because
Funds generally compute their net asset value (“NAV”) on a daily basis in accordance with -
generally accepted accounting principles (“GAAP”), Funds would be required to make FIN 48
determinations every business day.” These determinations would then be used to calculate the
price at which investors purchase and redeem Fund shares (i.e., NAY), thereby having a direct
impact on shareholder value. If a new tax issue arises, or if a past inadvertent error is discovered,
Funds must make judgments involving potentially complex issues in a matter of hours, often
without full information or analysis, and investors will immediately bear the brunt of these rushed
. judgments.

»  Unintended Consequences — Potential Arbitrage and Frequent Trading. As a result of the

timing, share-pricing and false-tax-liabilities issues described above, FIN 48 has the potential to -~

create substantial arbitrage opportunities that could invite exploitation by sophisticated investors,
encourage frequent trading, and deter investment by the long-term investors that Funds are
designed to protect. This danger is exacerbated by the effect of the mechanical operation of tax-
related statutes of limitation under FIN 48, whereby a recognized tax liability will automatically -
disappear—and, correspondingly, a Fund’s NAV will immediately increase—upon expiration of
the statute of limitations.® '

As a result, sophisticated investors who are aware that application of FIN 48 to a Fund may result
in an artificial decrease or increase in the Fund’s NAV could redeem or purchase, respectively, .
shares of the Fund prior to this price movement.

This discussion applies primarily to open-end Funds. Open-end Funds are required to calculate NAV
in accordance with the Commission’s Rule 2a-4, which does not expressly mention GAAP but refers to
items that will be on the Funds’ financial statements at such times as they are issued. Many closed-end
Funds also calculate NAV daily as a matter of practice.

This movement in a Fund’s NAV tied solely to the FIN 48 requirements has the effect of harming
Fund shareholders that held shares while the Fund recorded the tax liability and redeemed their shares
prior to the expiration of the applicable statute of limitations. These shareholders would be unable to
attain the full economic benefit of their investment in the Fund even where the Fund knew, or had
reason to believe, that it would never make a payment in connection with the artificially recorded tax
liability. Further, shareholders that entered the Fund after the redeeming shareholders, and that
remained in the Fund when the statute of limitations expired, would receive an economic benefit tied
to Fund activities that took place prior to their purchase of Fund shares. This economic benefit would
effectively accrue at the expense of the redeeming shareholders.



Nancy M. Morris, Esquire
March 28, 2007

Page 6

3. The ICI Letter

On December 11, 2006, the ICI submitted a letter to the Honorable Christopher Cox, Chairman of
the Commission, and to Robert H. Herz, Chairman of FASB, requesting a delay of FIN 48’s
effective date as applied to Funds and additional written guidance on three specific aspects of the
implementation of FIN 48 by Funds. The ICI Letter to the Commission requested a delay in the
effective date of FIN 48 for Funds until supplemental written guidance could be provided. The
ICI explained that FIN 48 uniquely affects the mutual fund industry because Funds must apply
FIN 48 on a daily basis to determine NAV, and thus the prices at which Fund shares are
purchased and redeemed. The ICI expressed concern that Fund share prices would be inaccurate,
and thus harmful to Fund shareholders, whenever FIN 48 required a Fund to recognize tax
liabilities that the Fund would not be required to pay (what we have called false tax liabilities),
and described for the Commission three scenarios in which a literal application of FIN 48 could
require Funds to reduce their NAVs inappropriately:

a. Tax is not paid because of Internal Revenue Service (IRS) administrative practices.
FIN 48 limits the types of authorities on which a Fund may base its more likely than
not determination to “specified authorities and, in limited circumstances,
administrative practices and precedents.” In reality, however, because of the tax
environment in which they function, Funds do and must rely on more informal
guidance and practices, for example, the IRS’s practice of providing guidance
prospectively, in a manner that does not require the payment of tax for prior years.

b. Tax paid by another party. In the case of mistakes, FIN 48 would require an
immediate adjustment to a Fund’s NAV, even if it is expected that another party
(e.g., the Fund’s advisor) will pay any tax liability a Fund incurs.

c. Tax positions taken in prior years. In prior years, Funds may have legitimately
taken tax positions on their returns based on the applicable “substantial authority”
standard, which is lower than the FIN 48 more likely than not standard. Thus, Funds
could be required to reduce NAVs on the first day FIN 48 applies, even though the
position is unlikely to be challenged.

4, Our December 22. 2006 Petition

On December 22, 2006, in the absence of a Commission response to the ICI request, we filed a
petition for rulemaking requesting an extension of the effective date of FIN 48 for Funds and
additional relief. The purpose of the extension was “to give the entire mutual fund industry and

®  ICI Letter, supra note 3. ,
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the Commission adequate time to address the unique interpretive and implementation issues
relating to Funds that, absent Commission action, could adversely affect Fund shareholders as
early as January 2, 2007.”"°

In that petition, we provided a fuller discussion of the unique situation of Funds (summarized
above under Section A.2), an explanation of how Funds are taxed, and a discussion of our view
that, in light of the matters addressed and the potential harm to shareholders, FIN 48 should not
be applied to Funds at all. In addition to the requested delay, we suggested a number of
alternatives for the Commission’s consideration, designed to eliminate or reduce the potential for
harm. As our preferred alternative, we asked the Commission to allow Funds to continue to use
the accounting framework established by FASB Financial Accounting Statement No. 5,
* Accounting for Contingencies (“FAS 5”), under which Funds are required to record a tax liability
and reflect that liability in NAV when, but only when, there is a real-world likelihood that the tax -
in question will be paid and shareholder value actually will be impaired."

5. The Staff Letter

Later in the afternoon on the same day that we filed our petition, the Staff issued its response to
the ICI Letter, granting the requested delay for, in effect, a six-month period, by means of a no-
action position. In doing so, the Staff recognized the difficulties identified in the ICI Letter and
our petition:

In light of the unique issues and challenges that the application of Interpretation 48
present for funds (particularly with respect to the calculation of NAV), we would not
object if a fund implements Interpretation 48 in its NAV calculation as late as its last
NAYV calculation in the first required financial statement reportmg period for its fiscal
year beginning after December 15, 2006."

Under this extension, calendar year Funds, which would be the first group to be affected, would
implement FIN 48 no later than their June 29, 2007 NAV calculation, and the effects of FIN 48

1 Rulemaking Request, supra note 2.

~ FAS 5 employs a three-part test to determine whether an issuer should accrue a liability regarding a
loss contingency involving the possible disallowance of a tax position: (1) it must be probable that the
reported tax treatment will be challenged; (2) it must be probable that the future resolution of the
challenge will confirm that a loss has been incurred; and (3) the amount of the loss must be reasonably
estimable. As applied to tax uncertainties, when a Fund has a potential tax liability that is probable and
the amount can be reasonably estimated, the Fund would generally record a liability in the amount
reasonably estimated.

Staff Letter, supra note 4.

11
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would be reflected in the Funds’ semiannual ﬁnanc1a1 statements contained in thelr Form N-CSR
filings for the first half of 2007.

In addition to granting the delay, the Staff Letter addressed the first of the three scenarios the ICI
described as presenting the danger of a false tax liability under FIN 48, and in consequence an
incorrect reduction in NAV— where the tax is not paid because of IRS administrative practices
(this scenario is summarized in Section A.3.a above). The ICI had expressed concern that FIN 48 -
appeared to limit the types of authorities and administrative practice that may be relied on in
making the more likely than not determination in a manner that would exclude the “less formal
guidance and administrative practices” that, for Funds, comprise a significant component of the
very sparse tax authority and precedents that are available to them on certain issues. In particular,

~ it was not clear whether Funds could treat as permissible guidance, and continue to rely on as

they have done in the past, the IRS’s practice of pr0v1dmg tax guidance prospectively rather than
imposing tax on past positions. :

The Staff Letter provided significant assurances on these issues, in an effort expressly designed to
“alleviate[] [the Fund indusiry’s] concerns about reliance upon less formal guidance and
administrative practices and precedents to support their tax positions.””’> The Staff Letter
confirmed both that FIN 48 does not limit the types of evidence that may be considered and that a
taxing authority’s practice of granting only prospective relief could be considered as an
-administrative practice. .

With respect to the absence of limits on permissible evidence, the Staff Letter stated:

We agree that informal guidance of the taxing authority is often an important form of
evidence that one looks to when assessing the technical merits of a tax position.
However, we believe that the provisions of Interpretation 48 do permit, and indeed
necessitate, the consideration of such informal guidance. Specifically, we do not believe
Interpretatlon 48 places any limits on the type of evidence that an enterprlse can look to
in making its determination of the technical merits of a tax position."*

The Staff explained that the list of certain forms of evidence provided in FIN 48— legislation and
statutes, legislative intent, regulations, rulings, and case law— should not be viewed as an .
exclusive list. On the contrary, the Staff implied that 1t would be incorrect for Funds to so limit
their consideration:

13. Id.
Yo



Nancy M. Mbrris, Esquire
March 28, 2007

Page 9

Less formal forms of guidance from the taxing authority should be considered as well.
A fund’s management should weigh all available forms of evidence based on their
persuasiveness.”’

With respect to the use of administrative practices and precedents of the taxing authority, the
Staff noted the ICI’s assertion that when the IRS objects to a Fund’s tax position, “the IRS at
times grants prospective transition to cure the underlying deficiency such that no additional taxes
are due for prior periods.”'® The Staff stated that where this is the case, “funds can, and should,
consider the taxing authority’s practice of addressing fund industry issues on a prospective basis
as part of the administrative practices and precedents of the taxing authority.”'” The Staff Letter
explained further: ' :

We would expect a fund’s management to analyze the technical merits of a particular tax
position, any known views of the taxing authority with respect to the position, the history
of the taxing authority with respecting to resolving fund tax issues with similar levels of
technical support, and any other relevant information. Of course, when performing this .
analysis, pursuant to paragraph 7(a) of Interpretation 48, a fund must presume that the tax -
position will be examined by a taxing authority that has knowledge of all relevant
information.'® : :

Finally, the Staff Letter referred to discussions the Staff has had with representatives of the Fund
industry regarding the importance of considering all available evidence: '

These discussions have given us the opportunity to note, as is summarized again in this
_ letter, that Interpretation 48 should not be read to limit the types or forms of evidence that
may be considered.” . :

The Staff Letter did not acknowledge or comment on the other two scenarios identified by the
ICL Rather the Staff urged the Fund industry to make good use of the additional time granted by
its letter to carefully assess all issues related to the implementation of FIN 48. -

B Id (emphasis added).

.

17. Staff Letter, supra note 4 (emphasis added).
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