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reporting of debt instruments 
and options are issued 

Executive Summary 
On November 22, 2011 the Department of Treasury ("Treasury") and the Internal 

Revenue Service ("IRS") issued proposed regulations titled "Basis Reporting by 

Securities Brokers and Basis Determination for Debt Instruments and Options" 

which affect the information reporting by brokers for certain transactions relating to 

debt instruments and options.   

Highlights of the proposed regulations, which affect transactions as early as January 

1, 2013, include guidance on: 

 The reporting of gross proceeds from a sale or closing transaction with 

respect to certain options; 

 The computation and reporting of adjusted cost basis reported on either the  

sale of certain debt instruments or certain options;  

 The information required to be reported on transfers of a debt instrument or 

an option to another broker; and  

 Reporting for organizational actions that affect the basis of a debt 

instrument or option. 

A public hearing has been scheduled for March 16, 2012. The IRS has requested that 

comments be submitted by February 24, 2012.  
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PwC observation:  Clients impacted by these broad based rules include 

custodians, banks and other brokers that are required to issue Forms 1099-B, 

Proceeds from Broker and Barter Exchange Transactions.  Issuers that engage 

in organizational transactions that affects the basis of their securities are also 

impacted by these proposed regulations.  Individual investors are affected as 

they will need to reconcile information reported to them on Form 1099-B to the 

amounts reported on Form 1040 Schedule D and Form 8949 of their individual 

income tax return.   

Brokers will need to modify their existing systems and business practices to 

comply with these regulations.  Changes to customer tax reporting will require 

brokers to also enhance existing communications and outreach strategies with 

their customers.  Training and education as well as revised policies and 

procedures for operations personnel will also be needed.  

Background 
The Emergency Economic Stabilization Act of 2008 ("the Act") imposed new broker 

reporting requirements under which a broker that is required to report the gross 

proceeds from the sale or other disposition of a covered security is also required to 

report the adjusted cost basis of such security.  The broker must also report whether 

any gain or loss on the sale of the security is long-term or short-term. 

In addition, the Act added a requirement for brokers to report information in 

connection with the transfer of a covered security to another broker; and added the 

requirement that issuers of a specified security file a return related to certain 

organizational actions that would affect the adjusted cost basis of such security.  

Generally, the cost basis reporting provisions become effective in a phased approach 

as follows: 

Type of Security Effective Date 

Stock in a corporation   January 1, 2011 

Stock eligible for the average basis method (e.g., mutual 

fund shares and stock acquired in connection with a 

dividend reinvestment plan (DRIP))  January 1, 2012 

Debt instruments and options  January 1, 2013 

Commodities, derivatives and other securities          To be determined 
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Final regulations were issued in October 2010 to provide guidance with respect to 

basis reporting for stock in a corporation and for stock eligible for average cost basis 

reporting (the first two categories above).  The newly issued proposed regulations 

provide guidance with respect to cost basis reporting on debt instruments and 

options (the third category above).  In addition, the proposed regulations provide 

additional guidance which is applicable to all covered securities. 

For more information on cost basis reporting, please see PwC's previously released 

Global IRW Newbriefs: Final regulations on cost basis are here, Long-awaited 

proposed regulations on basis reporting issued, IRS issues proposed rules on basis 

reporting, Section 6045B issuer basis reporting postponed until January 17, 2012 and 

New return obligation for actions affecting basis.  

Options  
The proposed regulations clarify the requirements for broker reporting of proceeds 

from a sale or other closing transaction with respect to options; and provide guidance 

related to cost basis and reporting requirements for such transactions.  The guidance 

is proposed to be effective for options granted or acquired on or after January 1, 

2013. 

Generally, for any sale or other closing transaction with respect to an option that is a 

covered security, a broker is required to report gross proceeds, adjusted basis, and 

whether any gain or loss is short-term or long-term on Form 1099-B. 

A closing transaction means any cancellation, lapse, expiration, settlement, 

abandonment, or other termination of a right or an obligation under an option. 

An option will be a covered security if it is acquired for cash in an account on or after 

January 1, 2013 (or transferred from another broker who provides a transfer 

statement indicating that the option was a covered security) and is an option with 

respect to a specified security (e.g., stock in a corporation and debt instruments).  

The following financial products are also considered options that could be subject to 

cost basis reporting under the proposed regulations: 

 Warrants and stock rights; 

 Options on an index where substantially all of the components are 

themselves specified securities(for example, an option on the S&P 500 

Index); and 

 Options on financial attributes of specified securities such as interest rates or 

dividend yields. 
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For options that are covered securities, the reporting requirements will depend on 

whether or not the option was physically settled.   

Where a covered security is acquired or disposed of due to the exercise of an option 

(i.e., physical settlement) that was acquired or granted in the same account as the 

covered security, a broker must adjust the basis of the acquired security or the gross 

proceeds amount as appropriate to account for any premium related to the option. 

The following chart illustrates the basic rules for physically settled options.  

Adjustments to gross proceeds or adjusted basis depend on the type of option and 

whether the taxpayer is a holder or a writer of an option: 

Position Put (option to sell) Call (option to buy) 

Holder  Reduce amount realized from 

sale of underlying stock by the 

cost of the put 

Reporting Result: Reduction in 

Gross Proceeds in Box 1 of 

Form 1099-B 

Add the cost of the call to the 

basis of the stock purchased 

Reporting Result: No 

reporting until stock is sold, 

but upward basis adjustment 

is required 

Writer Reduce basis of stock by 

amount received for put 

Reporting Result: No reporting 

until stock is sold, but 

downward basis adjustment is 

required 

Increase amount realized from 

sale of stock by amount 

received for the call 

Reporting Result: Increase 

Gross Proceeds in Box 1 of 

Form 1099-B 

 

For options that are covered securities that are sold or part of a closing transaction 

that does not entail physical settlement, the broker is required to report gross 

proceeds and whether the gain or loss is long-term or short-term.  The broker must 

increase gross proceeds for all payments received on the option and decrease gross 

proceeds for all payments paid on the option. 
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These rules can be illustrated by the following examples: 

Example 1 – Non-Physically Settled Options Transaction 

On February 1, 2013, Individual A, sells a 2-year exchange-traded option on 100 

shares of Company X through Broker B.  A receives a premium for the option of 

$100.  On November 1, 2013 A pays $110 to close out the option. 

B is required to report information about the close out of the option on Form 1099-B 

because the option is on a covered security and was part of a closing transaction.  B 

will report as gross proceeds the net of the $100 received as option premium minus 

the $110 paid to close out the option, for a total of negative $10.  B must also report 

that the loss on the closing transaction is a short-term loss.  

Example 2 – Physically-Settled Option Resulting in Sale of a Covered Security 

Individual A holds 100 shares of Company X acquired on January 15, 2011 in an 

account with Broker B. On February 1, 2013, A sells a 2-year exchange-traded option 

on the 100 shares of Company X through the same account with Broker B.  A receives 

a premium for the option of $100.  On November 1, 2013 the option is exercised and 

A is required to sell its 100 shares of Company X to the option holder. 

B is required to report gross proceeds from the sale of A's Company X stock on Form 

1099-B because B acted as a broker with respect to the sale.  B must also report cost 

basis information and indicate whether any gain or loss on the sale is long-term or 

short-term because A's Company X stock is a covered security.  Because the stock was 

disposed of pursuant to an option that was acquired in the same account from which 

the Company X stock was sold, B will be required to increase the reportable gross 

proceeds by the $100 option premium received by A. 

Example 3 – Physically-Settled Option Resulting in Purchase of a Covered Security 

On February 1, 2013, Individual A, buys a 2-year exchange-traded option on 100 

shares of Company X through Broker B.  A pays a premium for the option of $100.  

On November 1, 2013, A exercises the option and purchases 100 shares of Company 

X from the option seller. 

B is not required to report information about the transaction on Form 1099-B 

because the transaction is not a sale or closing transaction.  However, because the 

Company X stock acquired by A is a covered security, B must determine and track A's 

basis in the stock.  In addition, because the stock was acquired pursuant to the 

exercise of an option acquired in the same account in which the Company X stock 
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was acquired, B must increase A's basis in the Company X stock by the $100 

premium paid for the option. 

Warrants and Stock Rights 
The proposed regulations prescribe the method that brokers should use to determine 

the adjusted basis of a right to acquire stock (including a warrant) received in the 

same account as the underlying equity in a distribution described in the Internal 

Revenue Code ("The Code") Section 305(a) (Distributions of Stock and Stock Rights).  

Brokers must generally determine adjust basis of these rights as follows: 

1. If the distribution of the stock right was taxable, then the basis of the stock 

right will be the fair market value of the stock right at the time of 

distribution. 

2. If the distribution of the stock right was non-taxable, then the adjusted basis 

of the rights depends on whether the right was allowed to expire, and the fair 

market value ("FMV") of the right at time of distribution relative to the FMV 

of the underlying stock: 

 If the stock right is allowed to expire, it will have zero basis. 

 If the stock right is exercised or sold, the basis will depend on 

whether the FMV of the stock right was 15% or more than the FMV of 

the underlying stock on which the rights were distributed. 

 If the FMV of the stock rights was less than 15% of the FMV of the 

underlying stock, then the basis of the stock rights is zero.  But if the 

FMV of the rights was 15% or more than the FMV of the underlying 

stock, then the adjusted basis of the underlying stock must be 

allocated among the rights and the stock using the ratio of the FMV 

of each to the total FMV of both at the time of distribution. 

3. Upon exercise or sale of the warrant or stock right, a broker will be required 

to treat the basis allocated to the warrant or stock right as an option 

premium (e.g., as an upward basis adjustment to the stock acquired from 

exercising the warrant or stock right). 

Finally, the proposed regulations provide that if a customer exercises a 

compensation-related option, a broker is permitted, but not required, to adjust the 

basis of the acquired stock for any amount included as compensation income.  The 

preamble to the proposed regulations notes that the IRS plans to amend the 

instructions to Form 1040 Schedule D to remind taxpayers that reconciliation of 

basis may be required if the sale reported on Form 1099-B is a sale of stock acquired 

through a stock grant or the exercise of a compensatory option.   
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Debt instruments 
The proposed regulations expand the cost basis reporting requirements to the sale or 

retirement of debt instruments.  Under the proposed regulations, upon the sale of a 

debt instrument acquired on or after January 1, 2013 (e.g., a covered debt 

instrument), a broker will be required to report the adjusted basis of the debt 

instrument and whether any gain or loss is short-term or long-term. 

PwC observation:  Under current rules, an issuer or its agent is not required 

to report gross proceeds from the retirement of book entry of registered debt 

instruments as to which the relevant books and records indicate that no interim 

transfers from the time the security was issued until the time it is retired. 

The proposed regulations would limit the application of this reporting exception 

to debt instruments issued prior to January 1, 2013.  As a result, instruments 

issued on or after January 1, 2013 that would have otherwise met the conditions 

to be excepted from gross proceeds reporting will be subject to gross proceeds 

reporting, as well as cost basis reporting.  

For purposes of the cost basis reporting rules, a security classified as debt by the 

issuer is treated as a debt instrument.  However, if the issuer has not classified the 

security, the security is not treated as a debt instrument unless the broker knows that 

the security is reasonably classified as debt under general tax principals or under a 

specific provision of the Code. 

Because of the difficulty associated in implementing cost basis reporting with respect 

to debt instruments with principal subject to acceleration, certain debt instruments 

such as certain interests in or mortgages held by a real estate mortgage investment 

conduit ("REMIC"), and pools of debt instruments the yield on which may be affected 

by prepayments, are excluded from the definition of a covered security under the 

proposed regulations, and not subject to cost basis reporting.  

PwC observation:  There are other types of debt instruments (e.g., contingent 

payments debt instruments) that would pose similar implementation issues to 

brokers as debt instruments with principal subject to acceleration.  However, 

the proposed regulations neither exclude such instruments from the definition of 

covered security nor provide any details regarding how cost basis adjustments 

should be addressed for such instruments. 

In determining the adjusted cost basis of a debt instrument, a broker will be required 

to determine and account for original issue discount ("OID"), bond premium, 

acquisition premium, market discount, and principal payments. 
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In making its calculations and adjustments, the proposed regulations provide that the 

broker is to assume that its customer has elected to use the constant interest rate 

method to determine the amount of accrued market discount, and has elected to 

amortize bond premium on a taxable debt instrument. 

Moreover, a broker must use a consistent accrual period to determine accruals of 

discount or premium.  If a debt instrument has both OID and market discount, the 

accrual period used for the OID computation must be used for the market discount 

computation.  In all other instances, a broker must use the shorter of an annual 

accrual period or a period that matches the frequency of scheduled payments of 

principal or interest at regular intervals of one year or less over the term of the debt 

instrument. 

PwC observation:  The IRS has tried to make these rules taxpayer friendly 

and allow for consistency in the computation of basis by the broker.   In the 

preamble to the proposed regulations, the government recognized that both of 

these elections have the effect of minimizing the customer's ordinary income 

inclusion when compared with alternatives available under existing rules.   

In addition to the cost basis reporting requirements, in the case of a sale of a covered 

debt instrument between interest payment dates, the proposed regulations would 

require a broker to separately report the amount of any accrued market discount in 

addition to the accrued and unpaid interest that brokers already are required to 

report. 

PwC observation:  When bonds are sold between interest payment dates, 

brokers have for many years been required to report accrued and unpaid 

interest on Form 1099-INT and the principal on Form 1099-B.  The amount 

reported on Form 1099-INT excluded market discount and OID.  The proposed 

regulations retain the reporting requirement, but modify it for covered debt 

instruments.  For sales of covered debt instruments, the accrued interest sold 

that is currently reported on Form 1099-INT will include market discount.  This 

is a significant change that may impact Form 1099-INT reporting and 

downstream backup withholding functions. 

PwC observation:  Broker and other middlemen have historically been 

permitted to rely on IRS Publication 1212, Guide to Original Issue Discount 

(OID) Instruments, to determine whether a debt instrument has OID and for the 

amount of OID to report on Form 1099-OID.  The IRS recognized many years 

ago that it could be impractical for brokers and other middlemen to calculate 

OID for debt instruments issued by unrelated third parties.  The proposed cost 

basis regulations on debt instruments do not mention whether brokers could 
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rely on Publication 1212 for purposes of adjusting the basis of a debt 

instrument.  If no such reliance is permitted, some brokers and middlemen may 

be challenged to develop complicated systems in a compressed time frame to 

calculate OID, market discount, acquisition premium and bond premium. 

Responsibility of the customer 
The proposed regulations provide that a customer is not bound by the assumptions 

used by a broker to satisfy its reporting obligations and is entitled to use any method 

or make any election permitted by Code or the regulations.  For example, even 

though a broker will compute and report any accrued market discount on a debt 

instrument by assuming that a customer made an election to use the constant 

interest rate method, the customer can determine the amount of accrued market 

discount using the rateable accrual method. 

The proposed regulations also provide that notwithstanding the information 

provided by a broker, a customer is still required to comply with all relevant 

provisions of the Code and regulations.  For example, if a customer sells a debt 

instrument at a loss in one account with Broker A and reacquires a substantially 

identical debt instrument in a different account with Broker B within 30 days of the 

loss transaction, Broker A is not required to apply the wash sale rules when reporting 

the sale.  However, the customer is required to properly apply the wash sales rules to 

defer some or all of the loss and must make the appropriate basis adjustments. 

The proposed regulations provide that if a customer uses an assumption or method 

different from the assumption or method used by the broker to determine a debt 

instrument's adjusted basis or other information for purposes of the Form 1099 sent 

to the customer, the customer must reconcile the amount reported on Form 1099 to 

the amount reported on the customer's tax return. 

PwC observation:  Brokers need to be prepared to address customer 

questions as customers attempt to reconcile the amount reported on Forms 1099 

to their respective income tax returns.   
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Standard reporting of gross proceeds 
For sales of securities, a broker can currently choose to report gross proceeds from 

the sale of a security as the entire proceeds from the sale or as the proceeds reduced 

by commissions and transfer taxes.  In order to standardize broker reporting on 

Form 1099-B and taxpayer reporting on Form 1040 and in response to comments 

received from industry, the proposed regulations require a broker to reduce gross 

proceeds by commissions and transfer taxes for sales after January 1, 2013. 

PwC observation:  Brokers who do not report gross proceeds net of 

commissions and transfer taxes may need to modify year-end reporting 

systems and any year-end guides provided to customers. 

Transfers of securities 
Currently, the information associated with the transfer of a security between brokers 

does not need to reflect organizational actions taken on the transfer settlement date.  

The proposed regulations amend this exclusion to clarify that it will only apply to the 

broker receiving custody of a transferred security.  The broker transferring a security 

needs to reflect all necessary adjustments with respect to organizational actions taken 

through and including the transfer settlement date when completing a transfer 

statement. 

Consistent with the requirements in the October 2010 final regulations relative to the 

transfer of stock between brokers, the proposed regulations maintain the 

requirement that the transferring broker to provide the receiving broker with certain 

information relative to the transferred security that will enable the receiving broker 

to properly report the security's adjusted basis.  Moreover, the proposed regulations 

require that in the case of a transfer of a debt instrument, the following additional 

information also be provided: (1) a description of the payment terms, (2) the issue 

price of the debt instrument, (3) the issue date of the debt instrument, (4) the 

adjusted issue price of the debt instrument as of the transfer date, (5) the customer's 

initial basis in the debt instrument, (6) the yield used to compute any accruals of 

OID, bond premium, and/or market discount, (7) any market discount that has 

accrued as of the transfer date, and (8) any bond premium that been amortized as of 

the transfer date.  

In the case of a transfer of an option, the transfer statement must include the date the 

option was granted or acquired, the amount of the premium, and whether the 

premium was paid or received.  The transfer statement also must include any other 

information required to describe the option. 
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PwC observation:  Brokers who have already established their transfer 

statements will need to revisit the format to incorporate the additional 

information required. 

Reporting by issuers of actions affecting basis of 
securities 
Currently, the issuer of a specified security must file an issuer return if it executes an 

organizational action that affects the basis of the security.  The proposed regulations 

amend the final regulations to provide clarity that if an organizational action results 

in an original option contract being replaced with a different number of option 

contracts, the option writer is the issuer of the option and must prepare an issuer 

return. 

Prior to the release of these proposed regulation, the IRS had issued a draft version of 

Form 8937, Report of Organizational Actions Affecting Basis of Securities, and draft 

Instructions for Form 8937 on November 10, 2011 and October 17, 2011, respectively.  

The instructions follow the regulations and indicate that Form 8937 is required to be 

filed with the IRS on or before the 45th day following the organizational action or, if 

earlier, January 15 of the year following the calendar year of the organizational action 

by the issuer of a specified security that takes an action that affects the basis of that 

security.  The filing requirement generally applies to organizational actions after 

December 31, 2010.  However, in the case of organizational actions that affect stock 

in a regulated investment company, the filing requirement applies to organizational 

actions after December 31, 2011.   

Issuers may file the return before the organizational action if the quantitative effect 

on basis is determinable.  To report the quantitative effect on basis by the due date, 

an issuer may make reasonable assumptions about facts that cannot be determined 

before the due date.  The issuer must file a corrected Form 8937 within 45 days of 

determining facts that result in a different quantitative effect on basis from what was 

previously reported. 

Issuers required to file Form 8937 must provide a copy of the return or a written 

issuer statement with the same information to each security holder (U.S. non-exempt 

recipient) of record (or nominee) as of the date of the organizational action and all 

subsequent holders of record (or nominees) up to the date the statement is given.  If a 

written issuer statement is provided, it must indicate that the information is being 

provided to the IRS.  In lieu of filing a Form 8937, issuers can post this information 

on a public website and retain the necessary information for 10 years.  

PwC observation:  In Notice 2011-18, the IRS provided that penalties would 

not be imposed on an issuer for failing to file an issuer corporate action return 

within 45-days after the date of a corporate action in 2011 related to a specified 

security if the issuer files the return or makes the information publicly available 

on its website by January 17, 2012. 
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