
 

 

 

 

 

 

 

 

April 6, 2012 

 

 

Via Electronic Filing:  
 

Internal Revenue Service 

CC:PA:LPD:PR (REG–120282–10),  

Room 5203 

P.O. Box 7604 

Ben Franklin Station 

Washington D.C. 20044 

 

Re: MFA Comments IRS REG–120282–10, Dividend Equivalents from Sources 

within the United States 

Dear Ladies and Gentlemen: 

Managed Funds Association (“MFA”)
1
 appreciates the opportunity to respond to 

IRS Reg 120282-10, Dividend Equivalents from Sources within the United States (the 

“Proposed Regulation”), which provide guidance regarding tax withholding obligations 

in connection with certain financial products that provide for payments that are 

contingent upon or determined by reference to payments of dividends from sources 

within the United States.  MFA and its members support the policy underlying the 

Proposed Regulation of preventing abusive practices designed to evade U.S. taxes. 

As discussed below, we are concerned that certain provisions in the Proposed 

Regulation go far beyond addressing the primary concern underlying the relevant 

provisions of the Hiring Incentives to Restore Employment Act (the “HIRE Act”), 

applying appropriate withholding taxes on certain equity-linked derivatives instruments 

that pose risks of inappropriate tax avoidance, and also introduce uncertainty and risk for 

market participants, which may drive many out of the market altogether.  As a general 

matter, market participants need reasonable certainty when entering into transactions that 

they understand the economics of the trade.  It is also important that the final regulations 

establish rules that will allow market participants to be able to make reasonable 

contractual representations that likely will be required by their counterparties. 

                                                 
1
 MFA is the voice of the global alternative investment industry.  Its members are professionals in hedge 

funds, funds of funds and managed futures funds, as well as industry service providers.  Established in 

1991, MFA is the primary source of information for policy makers and the media and the leading advocate 

for sound business practices and industry growth.  MFA members include the vast majority of the largest 

hedge fund groups in the world who manage a substantial portion of the approximately $2.0 trillion 

invested in absolute return strategies.  MFA is headquartered in Washington, D.C., with an office in New 

York. 
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We encourage the Internal Revenue Service (the “IRS”) to amend the Proposed 

Regulation to address the following issues, which we believe will provide more certainty 

for market participants while also addressing the concerns the HIRE Act and the 

Proposed Regulation are intended to address: 

 extend the temporary regulation and provide for limited grandfathering relief 

to permit market participants to develop systems and avoid undue market 

disruption with respect to existing contracts; 

 narrow the scope of instruments covered by the rules to exclude dividend 

swaps, generally include only delta-one instruments, amend the definition of 

“customized index,” and provide relief for derivatives on the preferred stock 

of certain companies, to avoid unintended disruptions to the equity linked 

derivatives markets; 

 develop an “in connection with” standard, as provided in the statute, with 

respect to whether a party is “in the market,” which is tied to the investment 

decision maker at a firm; 

 amend the volume test to provide for more flexibility for market participants, 

while still limiting the potential for crossing transactions; 

 eliminate the 90-day rule so as not to create prohibitive burdens and 

uncertainties for short-term trades and trading strategies that do not present 

concerns about tax abuse; and 

 provide further guidance with respect to gross withholding, cascading 

withholding taxes; timing of withholding and the definition of “special 

dividends.” 

Effective Date of Final Regulation 

 

Extension of Temporary Regulation 

 

Market participants will be required to establish systems to identify, monitor and 

process significant amounts of information to ensure compliance with the Proposed 

Regulation.  Unlike their dealer counterparties, many of MFA’s member funds do not 

currently act as a withholding agent and were careful to comply with the requirements of 

the temporary regulations so as not to give rise to new withholding obligations.  These 

market participants also will have to implement new systems to comply with the Foreign 

Account Tax Compliance Act (“FATCA”) provisions of the HIRE Act.  While the 

requirements to comply with Section 871(m) and FATCA are not identical, allowing 

market participants to update their systems at one time to comply with both sets of rules 

would reduce the administrative burdens and costs associated with those updates.  An 

extension also likely would reduce market disruption with regard to existing contracts not 
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subject to withholding taxes under the temporary regulations, but which will be subject to 

withholding under the final regulation.   

 

In addition, market participants will need sufficient time to re-negotiate 

agreements in light of the final regulations, which will take substantial time and 

resources.  Our member funds commonly have multiple counterparties.  That fact and the 

potential expansion of the Proposed Regulation to contracts that are not necessarily on 

standardized forms, means that this process will require significant time and resources in 

order for a fund to properly analyze existing withholding and liability provisions and 

possibly even introduce new withholding and liability provisions where none existed 

before.  Accordingly we encourage the IRS to extend the temporary regulations through 

the later of 12/31/2013 or the effective date of FATCA implementation. 

 

Grandfathering Existing Contracts 

 

As discussed above, extending the temporary regulations would help reduce 

unnecessary market disruption and undue burdens by reducing the number of contracts 

potentially subject to a change in tax treatment.  To further avoid market disruption, the 

final regulations should make clear that payments made on existing contracts should not 

be subject to withholding under the rule.  Withholding should only be on future payments 

made on specified notional principal contracts (“SNPCs”) entered into after the effective 

date of the rule.  Practically, it will take some time for market participants to properly 

evaluate their outstanding positions once the final regulations are issued.  More 

significantly, withholding on existing contracts could cause market disruption as market 

participants seek to terminate existing contracts that are or may be characterized as an 

SNPC.  Moreover, market participants may not be able to terminate certain existing 

contracts, or may face significant costs to do so.  Because market participants have 

entered into contracts that would not have been subject to withholding absent the 

Proposed Regulation, the withholding liability and/or termination provisions may unfairly 

favor one party over another in light of the change in rules.  Market participants need 

consistent treatment throughout the life of a contract and imposing withholding taxes on 

pre-existing contracts, especially those that would not have been subject to withholding 

under the temporary regulations, will significantly alter the risk-adjusted value associated 

with existing contracts.  Finally, we encourage the IRS to grandfather all dividend 

equivalent payments made with respect to dividends paid or declared prior to the 

effective date of the final regulation. 

 

Scope of Instruments Covered by Proposed Regulation 

 

We are concerned that the scope of instruments that appear to be covered by the 

Proposed Regulation is overly broad in light of the Congressional intent underlying the 

relevant provisions of the HIRE Act, which focused on addressing perceived abusive 

practices regarding dividend equivalent payments to non-U.S. persons.  For example, the 

Proposed Regulation appears to apply to derivatives that may be “out-of-the-money” or 

that provide only a partial return based on a reference equity.  Application of the rules to 
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transactions entered into for non-tax reasons, including those that are to hedge and 

manage risk, goes far beyond what is necessary to prevent abusive trades.  We encourage 

the IRS to modify the Proposed Regulation to address these concerns in a more narrowly 

tailored manner to avoid the significant, adverse consequences on legitimate derivatives 

transactions that would result from the application of the Proposed Regulation.  In 

particular, we believe the final regulations should focus on transactions intended to 

replicate the return from holding equity-linked swaps and generally should exclude other 

types of contracts (including, for example, listed options and futures).  Applying the rule 

to other types of contracts (including listed options and futures) is a change in tax policy 

beyond the policy decisions made by Congress in enacting Section 871(m) and would 

significantly impair the ability of market participants to enter into legitimate transactions. 

 

The legislative history of Section 871(m) makes it clear that Congress intended to 

prevent the avoidance of taxation on dividends with respect to certain equity derivative 

transactions.  The types of transactions identified by Congress as problematic are those 

with characteristics that indicate the derivative transaction was a substitute for what 

otherwise would have been physical ownership of the underlying security (and not the 

mere fact that a counterparty had a partial long exposure to the underlying security).  The 

avoidance that Congress was concerned with can only take place when a non-U.S. person 

gains economic exposure that is comparable to owning the underlying equity.  If the 

economic exposure is not sufficiently comparable to owning the underlying equity, the 

dividend related return achieved from that economic exposure cannot be fairly said to 

resemble a true dividend received due to physical ownership of the underlying security. 

 

If the resemblance between a party’s economic exposure and physical ownership 

of the underlying security is sufficiently weak, no aspect of the return to that party can be 

said to be a substitute for a dividend.  If the return to that party is not a substitute for a 

dividend, tax avoidance on dividends is not taking place.  For example, the adjustment in 

the strike price of an option on account of a dividend payment can no more be said to 

cause any portion of a payment on settlement of the option to be a substitute for a 

dividend payment to a non-U.S. person than would be the case if a U.S. person had 

received the same payment on the option (and who would not be treated as receiving a 

dividend payment for any U.S. tax purpose). 

 

Dividend Swaps 

 

We believe the effects of the Proposed Regulation on dividend swaps is a further 

example of the overly broad reach and adverse market consequences of the proposal.  A 

dividend swap is a swap where the long-party pays the future dividend flow on a 

reference stock (or index or basket of stocks in an index), but neither party receives 

payments based on the appreciation or depreciation of the reference stock.  In enacting 

Section 871(m), Congress only intended to target contracts that, at minimum, provide the 

long-party with a substitute for “total return” exposure to underlying domestic stock.  A 

dividend swap is essentially just a bet on size of a dividend (or dividends) and is clearly 
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not a substitute for “total return” exposure to underlying stock—and is, thus, not the type 

of contract Congress intended to target.  

 

The effect of applying Section 871(m) to dividend swaps also suggests that 

application of this rule to these contracts was unintended—and would be inappropriate.  

In particular, Section 871(m), if applicable, seemingly would subject the entire amount of 

the gross dividend to the withholding tax, not just the amount payable between parties to 

the swap. It does not make sense to subject dividend swaps to a harsher taxing regime 

than is applied to total return swaps. Moreover, this result would basically eliminate the 

non-U.S. market for these legitimate contracts on U.S. equities.  Rather than regulating 

this market out of existence, which was not the intent of the HIRE Act, the IRS should 

establish a narrower anti-abuse rule for dividend swaps (perhaps covering situations 

where, for example, a dividend swap is combined with a futures contract to provide the 

holder with an aggregate exposure that simulates ownership of the underlying equity).   

 

Delta-one or Constructive Sale Test 

 

To better address the Congressional concerns underlying Section 871(m) while 

minimizing unnecessary and adverse market disruption, we recommend that the IRS 

amend the scope of its final regulations to apply only to instruments that bear a sufficient 

economic relationship to a long position in the underlying equity for any amount that is 

paid to the long party to be treated as a dividend equivalent.
2
  We encourage the IRS to 

consider two alternatives to accomplish this goal.  The first alternative is to limit the 

transactions subject to Section 871(m) to those that provide delta one or near delta one 

exposure.
3
  The second alternative is to apply the New York State Bar Association 

proposal referring to a retained ownership percentage based on options pricing 

                                                 
2
   We note that many of the recommendations in this letter are substantially similar to recommendations 

being made by the International Swaps and Dealers Association in its comment letter on the Proposed 

Regulation. 

 
3
 In basic terms, “delta” is a measure of how likely an option is ultimately to be exercised.  The delta of an 

instrument relative to a particular underlying security will be between 100% and -100% and reflects the 

change in the value of the instrument relative to the change in the value of the underlying security, with a 

delta of 100% indicating a virtually perfect correlation.  For example, if an equity linked instrument has a 

delta of 100%, the price of the instrument will increase by $1.00 if the price of the underlying stock 

increases by $1.00.  There will be 100% price correlation between the derivative and the stock.  An 

instrument with a delta of 100% is referred to as a “delta one” instrument.  The price of an instrument with 

a delta of 70% will increase by $0.70 if the underlying stock price increases by $1.00.  Dealers will 

determine the delta of every derivative transaction they enter into in order to determine how to hedge an 

instrument.  If an option contract references 100 shares and has a delta of 60%, the dealer will hedge (at 

least initially) by buying 60 shares of the underlying.  The delta of a non-delta one instrument will change 

over time and will be sensitive (due to the option price inputs) to time value and volatility of the underlying 

stock.  As a result, the dealer constantly needs to adjust its hedge as the delta of the instrument fluctuates.  

This practice is called dynamic hedging.  While a dealer may choose to vary its hedge of a delta one 

instrument, these instruments do not need to be actively managed in the same way as non-delta one 

instruments.  We would be happy to discuss with you how best to define and apply an administrable test 

based on delta. 
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methodology for purposes of the constructive ownership/constructive sales rules (sections 

1259, 1260).
4
  The need for certainty for market participants is so compelling that, to the 

extent the IRS determines not to adopt either of these alternatives, we encourage the IRS 

to adopt another reasonable bright line test that can be easily administered at the time a 

transaction is entered into. 

 

It may be possible to construct a test that references existing tax rules, such as by 

treating a transaction as subject to Section 871(m) only if that transaction would give rise 

alternatively to constructive ownership under Section 1260 or a constructive sale under 

Section 1259, if the referenced section were applicable.  However, as further discussed in 

the discussion under the “90-Day Rule” below, many funds do not assess application of 

such rules on a real time basis and it may present a significant challenge for the fund to 

do so and therefore to properly identify which trades it will need to monitor if it intends 

to stay within the parameters of the Proposed Regulation and also to stay compliant with 

any representations it may have made to its counterparties.  For that reason, we strongly 

urge that any such test provide very clear standards of application that can be knowable at 

the time a trade is entered into. 

 

It is also important for the IRS to clarify the time at which the test, whatever it 

may be, is applied.  We believe the test should be applied only when the transaction is 

entered into, and should not be “retested.”  Thus, for example, if a test based on delta 

were to be adopted, and an option when entered into does not meet the relevant standard 

to be an SNPC, that option would not be subject to the rules whether or not any of the 

seven specified criteria are met.  If the stock were to rise in value so that the option at a 

later point had a delta of nearly 100%, that option should not become an SNPC (say 

because the long party was in the market when it purchased the option) solely by reason 

of the delta having changed over time.  

 

  The concept of testing the tax treatment of a transaction only at the time a 

transaction is entered into is well-established in other areas of tax law.  Whether an 

instrument is treated as debt or equity, a sale or lease, or an option or current sale all are 

determined only at the time the transaction is entered into, even though a test at a later 

time when economic conditions have changed in some respect would have yielded a 

different result.  Market participants highly value certainty and may well not transact in 

instruments that have the potential to change over the course of the contract, especially 

solely as a result of market forces.  In addition, constant monitoring of a position to 

determine its delta or other metrics is simply impractical, as is the possibility of 

administering withholding with respect to an instrument that fluctuates in and out of 

                                                 
4
 Under the recommended test, the sum of the price of options that replicated the transaction to be tested 

would be divided by the sum of the prices of an at the money put option and an at the money call option on 

the relevant equity security.  As applied to a determination under Section 871(m), the transaction would be 

excluded from being an SNPC if the quotient is less than a specified percentage.  Adopting the NYSBA 

proposal in the context of Section 1259, that percentage would be 90%.  See New York State Bar 

Association Tax Section, Comments on H.R. 846 (May 21, 1997), p.19. 
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being treated as a potential SNPC.  In addition, the need to re-test existing positions will 

create a significant challenge for market participants required to provide representations 

to their counterparty. 

 

Broad-Based Indices  

 

Broad-based indices generally are meant to reflect a market sector or segment and 

the components of such indices are not within the control of the investor wishing to gain 

exposure to such sector or segment.  As such, market participants enter into index swaps 

primarily for the economic exposure to the index, and also for credit, leverage and other 

significant non-tax reasons.  For these reasons, we believe that investors entering into an 

index swap do not present concerns about tax avoidance.  As such, we believe the final 

regulation should clarify that contracts on broad-based indices are not subject to 

withholding tax under the rules without requiring market participants to look to the seven 

factor test to determine whether or not withholding is required.    

 

We further encourage the IRS to narrow its definition of customized indices.  We 

believe the changes discussed below would still capture the type of narrow-based index 

that the IRS is concerned about, without unduly impairing many trading strategies and 

products that do not present risk of abuse.  We believe an index published by a 

recognized independent index publisher should not be considered a customized index 

under the final regulation.  A “recognized independent index publisher” means an 

organization that publishes indices that are created, calculated and compiled by a group 

of employees that have no duties other than those related to the publication of the indices, 

offered for license to all third parties on similar terms, and actually licensed by multiple 

third party industry participants. 

 

We further encourage the IRS to exclude from the definition of customized index, 

any index for which there are exchange traded notes, exchange traded funds, or other 

listed derivatives contracts that track the index. 

 

Finally, we encourage the IRS to deem an index as a customized index only if it 

has nine or fewer components and is not either (i) an index on which a futures or options 

contract is traded on a qualified board or exchange, (ii) created and maintained by a third 

party unrelated to parties to the particular transaction, or (iii) traded in the form of an 

ETF.  If a proprietary index is not otherwise always treated as a customized index, we 

would recommend adding the concentration test contained in the Proposed Regulation as 

a fourth criterion in the preceding sentence. 

 

Preferred Stock 

 

The Proposed Regulation provides that a contract is an SNPC if the underlying 

security is not regularly traded on a qualified exchange.  We believe that preferred stock 

of issuers whose common stock is regularly traded on a qualified exchange also should 

qualify as good securities for purposes of the regulation’s seven factor test.  We believe 
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that preferred stock of companies with liquid common stock do not present the same 

types of risks as illiquid securities of private companies.  Moreover, certain investment 

strategies involve trading contracts on both common and preferred stock of a company, 

and establishing withholding only on contracts on the preferred stock could unduly 

disrupt these strategies.  Accordingly, we encourage the IRS to expressly provide that, for 

purposes of the second factor, preferred stock of a company whose common stock is 

regularly traded on a qualified exchange will also be treated as a security that is regularly 

traded on a qualified exchange. 

 

Determination of “In the Market” 

 

The provisions to determine when a contract party is “in the market” are overly 

broad and go beyond the statutory language of Section 871(m)(3)(A)(i) and (ii), each of 

which contains an “in connection with” standard.  The Proposed Regulation also goes 

beyond what is necessary or appropriate to address the concerns about abuse underlying 

Section 871(m).  Given the breadth of the proposed language, we believe it will be 

difficult for many market participants to enter into legitimate derivatives transactions 

without being subjected to withholding taxes or to confidently make what will likely be 

required representations to its counterparty.  This is because many market participants, 

including private funds, have multiple business units or portfolio management teams that 

make investment decisions independent of other.  Absent a reasonable “in connection 

with” standard, investment funds would be severely limited in their ability to make 

legitimate investment decisions to generate risk-adjusted returns for investors.  As a 

consequence, we are concerned that the equity derivatives market will be adversely 

affected as many market participants likely will choose not to enter into such contracts 

rather than face constraints on their ability to enter into other types of transactions.  The 

purpose underlying Section 871(m) was not to eliminate or significantly disrupt these 

markets, but to reduce the potential for abusive transactions.  Accordingly, we encourage 

the IRS to amend the Proposed Regulation to provide that the determination of whether a 

party is “in the market” will depend on whether a person’s accompanying sale or 

purchase is made in connection with that person’s entry into the derivatives contract.   

 

To provide clarity with respect to this standard, we recommend that the final 

regulations change the standard for several of the SNPC criteria to include an “in 

connection with the relevant transaction” standard, specifically the following criteria: (1) 

“in the market;” (2) “entering into offsetting position;” (3) “have more than 5% exposure 

to public float” and “maximum percentage ADTV;” and (4) “short party posting 

underlying to the long party.” 

 

We recognize that an “in connection with” standard for each of these tests might 

be difficult to administer in some cases.  Accordingly, we encourage the IRS to specify 

clear principles for application of an in connection with test in the final regulations, for 

example, by providing examples.  Our suggestion is that a transaction meets the in 

connection with standard if the long party takes the relevant action as part of an 

investment plan with the subject swap or other transaction or would not have taken the 
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action (at the same price) but for having entered into the subject transaction.  In addition, 

to meet the standard, there must be actual knowledge of the person responsible for the 

investment decision at the long party.  The title of the person making investment 

decisions will vary at different firms.  As such, we believe that the test should be applied 

on the basis of the person (or persons) with investment decision making authority, not the 

title of the individual.  

 

For example, under this standard, if the person with investment authority at a long 

party decided to sell stock and enters into a long position under a swap to replace its 

physical exposure on the same day as the sale of the stock, the sale would be treated as in 

connection with entering into the swap.  Similarly if within the relevant term, the person 

with investment authority who had entered into a swap that was not an SNPC at inception 

decided to enter into a short physical position with respect to the same to hedge its 

synthetic exposure, the swap would become an SNPC.  On the other hand, if after one 

person with investment authority enters into a long position under a swap that otherwise 

is not an SNPC, and a different responsible person entered into the offsetting position 

within the relevant term, that offsetting position would not be treated as having been 

entered into in connection with the swap.  Similarly, if a person with investment authority 

enters into a long position under a swap that is not otherwise an SNPC for one investment 

fund and enters a short physical position with respect to the underlying security on behalf 

of a different investment fund, those transactions would not be deemed in connection 

with each other. 

 

For certain investment firms, individual trade determinations are automatically 

implemented based on investment algorithms.  For these investment firms, we believe the 

investment decision making occurs in developing the investment strategy and the 

particular algorithm to implement that strategy.  Moreover, these investment algorithms 

typically do not involve strategies that present the risk of abuse that underlies Section 

871(m).  Accordingly, we believe that algorithmic trading should generally be excluded 

from the scope of the final regulation, absent evidence that the trading algorithm is 

designed to inappropriately avoid withholding tax. 

 

The standard should also generally be applied on an entity by entity basis, as for 

investment funds, a portfolio manager may have investment decision making authority 

for different investment funds.  Because investment funds typically have different groups 

of owners and different investment strategies, an investment decision made for one fund 

is independent of investment decisions for other funds, even if the decision maker is the 

same individual.  In these circumstances, the transactions for the different funds are not 

related and do not present the opportunity for tax abuse. 

 

Two or more unrelated positions that an investment fund may happen to establish 

without knowledge or coordination among those acting for the fund, cannot by their very 

nature be employed to achieve any tax avoidance.    Similarly, investment decisions on 

behalf of two distinct entities, such as investment funds, which have different investors 

and different investment strategies do not present tax avoidance concerns.  Nonetheless, 
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the Proposed Regulation appears to allow unrelated and uncoordinated transactions to 

result in the adverse consequences of becoming SNPCs.   

 

Moreover, the criteria contained in the Proposed Regulation for a swap to be an 

SNPC would make it impossible for a very broad segment of the market to determine 

whether even the most unobjectionable of transactions is not an SNPC.  As a practical 

matter, investment funds will have separate business units, executing different trading 

strategies, on an entirely uncoordinated basis.  Traders or investment managers in one 

business unit will not confer or coordinate with traders or investment managers in another 

business unit before executing a trade.  In addition, legal and/or internal compliance 

restrictions may prohibit an affiliate fund, or even a trading desk or individual trader 

within a single fund, from exchanging trade information on a timely basis.  Accordingly, 

a trader or investment manager who wishes to execute a long equity swap, and even 

transacts an entire strategy solely in derivative transactions, simply will not know 

whether another trader in the same firm is “in the market” that day, and a trader who is 

selling stock will not know that another trader entered into a long equity swap on the 

same day. 

 

Without an “in connection with” test, most market participants will not be able to 

know whether they are in compliance with the various proposed tests, and therefore will 

not be able to make reliable representations to a counterparty.  Even if the fund were able 

to monitor all positions real time, the fund as a practical matter would need to create 

systems that assigned the cost of a withholding tax incurred under Section 871(m) on an 

transaction that one trader or business unit enters into to another trader or business unit 

whose subsequent action caused the original transaction to become an SNPC.  Such a 

system would effectively become a prohibition against the other trader or business unit 

entering into certain transactions that they would have entered into solely to pursue its 

own trading strategy and without any tax avoidance motive.  This would hinder the 

legitimate business of an investment fund without serving to prevent the activities that 

Congress sought to address with Section 871(m).  Perversely, the result would be to favor 

smaller investment funds over larger ones and single strategy funds over multi-strategy 

funds, for no good policy reason. 

 

Volume Test    

 

We believe that the average daily trading volume (“ADTV”) test should not apply 

to non-delta one equity derivatives and equity-linked instruments (if our recommendation 

regarding non-delta one transactions is not adopted), and should only aggregate trades 

within one trading day and the threshold should be increased to 30%.  If the ADTV test is 

retained, only transactions executed by a long party in a single day should be aggregated, 

and for a transaction that is executed in tranches over multiple days, each day’s volume 

should be tested separately.  In addition, the time for determining the relevant ADTV 

amount should be the day before the initial price of the contract is determined, rather than 

the “first day of the term of the swap.”  We also encourage the IRS to adopt a volume test 

that is based on the greater of the trailing ADTV as of the pricing date or the trading 
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volume on the day on which the transaction is executed.  We also recommend that the 

public float test should be measured only as of the date the relevant transaction is entered 

into. 

 

To provide consistency and clarity, we believe market participants should be 

allowed to rely on public data regarding float and volume, such as Bloomberg or other 

similar sources.  We further believe that the calculation should be based on entire day’s 

trading, including pre and post market trading. 

 

The ADTV test seeks to prevent the execution of a trade of sufficient size that it 

becomes likely that there has been some kind of direct or indirect “cross.”  Given the “not 

in the market” requirement (even with an in connection with standard), an additional 

filter to prevent any indirect crossing is unnecessary, and the ADTV test further 

complicates the administration of the rules under Section 871(m).  If the IRS decides to 

retain the ADTV test, we believe that, at a minimum, the broad aggregation test should be 

eliminated.  As proposed, we are concerned that the aggregation test could lead to 

contracts being deemed SNPCs even when there is no risk of crossing or abuse.  For 

example, if two parties execute a series of swap transactions on different days that are all 

relatively small and the notional of each transaction is below the maximum ADTV, none 

of the individual transactions is likely to have resulted in a direct or indirect cross.  

However, the total notional amount of all of the transactions may exceed the maximum 

ADTV and subject some of the transaction to withholding.  Indeed, one can construct an 

example where a swap over 100 shares on a day when one million shares were traded 

could become an SNPC for no other reason than the same two parties previously entered 

into a swap on the same shares (which prior swap is not treated as an SNPC) when the 

ADTV of the shares was much higher. 

 

In addition, we believe the ADTV test if retained should be raised to 30%.  It is 

not uncommon for non-delta one transactions to reference more than 20% of ADTV.  

Because the delta is less than 100%, however, by definition, the short party hedge would 

be expected to be some number of shares less than the full notional amount of the 

transaction, which could then be less than the ADTV limit.  These instruments are hedged 

based on the delta on each day, which can vary substantially from day to day.   The 

“notional amount” of shares of an out of the money option, for example, will be 

substantially greater than the number of shares actually acquired to hedge that position, 

making both the ADTV and float tests not relevant. 

 

In addition, if the ADTV test is retained, we believe it is most practical to 

measure the ADTV against the notional amount of the contract on the date the contract is 

priced.  Since the ADTV can change between the pricing date and the date that the term 

contract begins, generally three business days later, a contract that does not run afoul of 

the ADTV limit on the pricing date, which is the date on which the parties bind 

themselves, can through no fault of the parties become an SNPC under the Proposed 

Regulation due to reductions in trading volume in the short period between pricing and 

the beginning of the term of a contract.  On the other hand, it trading levels were to rise 
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sharply and the parties wanted to transact on days of significantly increased volume, we 

believe it would be consistent with the policy underlying the rules to allow the parties to 

transact based on that increased volume level. 

 

90-Day Rule 

 

We believe the Proposed Regulation’s treatment of NPCs as SNPCs if they have a 

term of less than 90 days is arbitrary and overly broad and greatly limits the ability of a 

fund to hedge positions and reliably control market exposure without fear of retroactive 

withholding adjustments.  In particular, the 90-day provision would unfairly impose 

withholding taxes on firms that implement high frequency trading and other legitimate 

short term investment strategies, including risk reduction strategies, which have nothing 

to do with generating dividend equivalent payments.   

 

As a practical matter, it will be extremely difficult for many funds to identify on a 

timely basis that they have not entered into an offsetting position during the 90 day 

period.  The difficulty is a function of the fund’s existing systems and processes for 

recording trades and performing its tax analyses.  At many funds, the trading desk may 

cover a short position with the intent to terminate its exposure and close out of the 

position.  In that case, the offsetting position used to close the short sale may be identified 

by an internal operations group as it enters into the fund’s accounting system and thus 

will immediately enter into the books of the fund as a realization event for both book and 

tax purposes.  However, where a fund enters into a position that is an offset (whether full 

or partial, and whether intentionally or unintentionally) to an existing position that does 

not create a realization event for book purposes, the tax consequences of the trade may 

not be identified for some period of time – and in many cases, may not be fully identified 

until after year end.  Many funds outsource their tax accounting and analysis to third 

party administrators.  They provide their books and trade records to these third party 

providers on a periodic basis.  It is the third party providers that analyze the fund’s trades 

to reflect tax adjustments for straddles, wash sales, constructive sales, dividend received 

deductions, qualified dividends and similar character and timing tax rules.  Even at a fund 

with sophisticated internal systems and an internal tax review team, a full review of tax 

adjustments may occur only at certain intervals, such as quarterly, semi-annually or 

annually.  In addition, when tax adjustments are required, they are often performed as 

manual adjustments and maintained in a separate system of record-keeping and therefore 

may not be accessible on a timely basis without significant systems upgrades, 

programming and cost.     

 

The problem of real-time identification of offsetting positions is exacerbated 

where identification of partial offsets must be made and where the trades of multiple 

desks within a fund or across affiliate funds must be taken into account.  In addition, as 

previously stated, legal and/or internal compliance restrictions may prohibit an affiliate 

fund, or even a trading desk or individual trader within a single fund, from exchanging 

trade information on a timely basis.   
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As a result, it may be impossible for a fund to identify offsetting positions when a 

particular trade is initiated, and therefore will make it impossible for the fund to make 

what are likely to be required representations to its counterparty with sufficient 

confidence.  A fund will also not be able to enter into a transaction with the confidence 

that the economics of the trade will not change.   

 

Given the operational complexity and compliance costs, the bias against short-

term non-tax driven trading strategies, the lack of certainty of the economics of a trade 

and inability to make contractual representations with confidence, we strongly urge the 

IRS to eliminate the 90-day rule.   It is clear that Congress did not consider the choice to 

enter into a long synthetic position instead of buying a physical equity to pose a case of 

tax avoidance unless other factors were present.  We do not believe the length of time a 

position is held is one of those factors.  So long as there is no substitution for a synthetic 

position for a physical position, or vice versa (which is already policed by the “in the 

market” criterion), or a trade centered around a special dividend (which is covered by the 

special dividend criterion), the short term of the transaction is a reflection of the long 

party having accomplished its trading goal in that period and not of tax avoidance.   

 

To the extent that the IRS nonetheless determines that a term requirement is 

considered necessary, we believe 90 days is far too long, given the other protections 

provided by the Proposed Regulation.  Fifteen days
5
 is more than sufficient to eliminate 

transactions that Congress would have identified as improperly avoiding dividend 

withholding, where the long party cannot be “in the market” or take advantage of short 

term trade to avoid tax on a special dividend.  

 

Moreover, we note that many funds offer 30 day liquidity.  If a 90 day term is 

imposed, there is a significant likelihood that withholding tax will be allocated to fund 

investors admitted after the dividend equivalent payment date and before the termination 

date, splitting up the benefit of benefit of the dividend equivalent from the burden of the 

related withholding tax between two different parties.  This issue would be significantly 

mitigated if a 15 day term is used. 

 

Withholding on Gross Basis 

 

We recognize that Section 871(m) provides for the dividend equivalent payment 

to include any gross amount which is used in computing the net amount transferred to or 

from a party.  As a matter of tax principles, we believe that withholding should be done 

based on the economic reality of what taxpayers receive under a financial instrument.  In 

certain circumstances, withholding on a gross basis instead of a net basis likely will result 

in overwithholding.  We encourage the IRS to use its regulatory discretionary to 

implement 871(m) in a manner that minimizes the likelihood of market participants being 

subject to withholding taxes on amounts greater than the amount they receive under a 

contract.  We further encourage the IRS to amend the Proposed Regulation to not treat 

                                                 
5
 Cf. Sections 901(l) and 901(k) (fifteen day holding period required to claim foreign tax credit for 

withholding on interest or dividend payments). 
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gross up payments as dividend equivalents.  We do not believe there is a policy reason to 

withhold on an amount greater than the actual dividend on the underlying security 

(especially if the issuer of the stock on which the dividend is paid would not have had to 

pay any gross up amount).   

 

Cascading Withholding Tax 

 

The preamble to the temporary regulations states that Treasury and the IRS 

anticipate issuing proposed regulations in the future to limit cascading withholding taxes.  

The preamble notes that IRS Notice 2010-46 addresses similar issues in connection with 

securities lending or sale-repurchase transactions.  While we appreciate that Treasury and 

the IRS recognize the need to address this issue, we believe it is important to address the 

issue of cascading withholding taxes in these regulations to avoid taxpayers being subject 

to overwithholding pending the adoption of future regulations. 

 

Timing of Withholding Tax 

 

We have heard from some market participants that there is a concern that the 

Proposed Regulation could be interpreted in a manner that the payment of a dividend on 

an underlying equity security would trigger the obligation of the short party to an SNPC 

to withhold and remit tax in respect of the associated dividend equivalent, without regard 

to when payment dates under the SNPC might be.  While we do not believe that this is 

the intended result, we encourage the IRS to provide further clarification that the event 

that triggers the obligation of a withholding agent to withhold an amount pursuant to 

Section 871(m) is a payment date under the SNPC that reflects a dividend equivalent on 

an underlying equity security.  The withholding agent would then remit the required 

withholding in accordance with normal periodic withholding deposit schedule. 

 

Special Dividend/Recurring Dividend  

 

We encourage the IRS to provide additional clarification regarding what is meant 

by special dividend and recurring dividend.  We recommend generally defining “special 

dividend” in a manner similar to “extraordinary dividend” under Section 1059, with an 

appropriate percentage referencing the value of the stock instead of its basis.  We suggest 

5%. 

 

Although we believe the 5% rule should apply generally, a different rule should 

be used for listed options (assuming these options are not excluded as non-delta one 

products).  To maintain consistency with the likely terms of the option transaction and 

avoid potentially serious market disruption, we recommend using the standard applied in 

the Options Clearing Corporation policy.  The standard applied by the OCC is that an 

“ordinary dividend” is a dividend “paid pursuant to a policy or practice of paying such 

dividend on a quarterly or other regular basis” (subject to a de minimis rule of $0.125 per 

share, which we understand virtually never applies).  Although the OCC makes a 

determination of whether the standard is met in each case where a strike price adjustment 
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might follow, we would not expect the IRS to be bound by the OCC’s determination 

(although we would anticipate the tax law and OCC conclusions to differ at most rarely).  

Further, we understand that most OTC options as a matter of market practice incorporate 

the OCC rules for strike price adjustments for special dividends.  Given the similarity in 

language and purpose between the definition in the Proposed Regulation and the OCC 

definition, we also recommend extending use of the OCC definition to all other option 

contracts whose terms incorporate the OCC definition.
6
 

 

In addition, the definition of dividend equivalent should exclude (or the definition 

of estimated dividend should include) any payment or price adjustment for an 

unannounced “special dividend.”  Finally, we recommend that final regulations clarify 

that the “implicit” price adjustment for ordinary dividends that are declared before a 

contract and went ex-dividend after the contract was entered into is not treated as a 

dividend equivalent amount, so long as the dividend is not a special dividend. 

 

The definition of special dividend in the Proposed Regulation is somewhat vague 

and overbroad.  For example, the definition would capture any first time dividend that a 

corporation may pay even if it is de minimis in amount and intended to be recurring.  The 

definition also may capture a regular dividend that a corporation reinstates after some 

hiatus. 

 

The potential for tax avoidance is heightened when a dividend is higher in 

amount.  Therefore we believe that the main criterion for identifying a special dividend 

should be its size. 

 

It would be extremely burdensome to effectively require dual calculations of what 

constitutes a special dividend for a listed option (or OTC option that incorporates the 

OCC special dividend criteria).  Thus, our recommendation is to use the OCC rule where 

it is used by the parties, and the 5% standard otherwise.  Whereas we believe the 5% 

standard is the most appropriate standard as a general matter, applying the OCC standard 

solely to option transaction is something we believe is necessary to avoid a burdensome 

intrusion on the options markets overall. 

 

Conclusion 

 

MFA appreciates the opportunity to provide comments on the Proposed 

Regulation.  We support the goal of preventing abusive practices designed to 

inappropriately avoid U.S. taxes, which underlies both Section 871(m) and the Proposed 

Regulation.  We are concerned, however, that the Proposed Regulation goes far beyond 

what is necessary to address these concerns and will have unintended and undesirable 

adverse consequences for the equity derivatives markets.  We believe the suggestions 

                                                 
6
 If the recommendation to use a 5% standard generally is not adopted, we believe the language used by the 

OCC to define a special dividend should replace the definition used by the Proposed Regulation.   The 

OCC definition provides greater clarity, and would result in fewer interpretive issues. 
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discussed above will help the IRS implement Section 871(m) in a manner that achieves 

the Congressional purpose while mitigating the unintended consequences. 

 

MFA and its members would welcome an opportunity to meet with the staff from 

the IRS to discuss these and any other issues in connection with implementation of the 

Proposed Regulation.  If you have any questions regarding any of these comments, or if 

we can provide further information with respect to these or other issues, please do not 

hesitate to contact Stuart J. Kaswell or me at (202) 730-2600. 

 

Respectfully submitted, 

 

/s/ Richard H. Baker 

 

Richard H. Baker 

President and CEO 

 

Cc: Honorable Douglas Shulman, Commissioner 

 Karl Walli, Senior Counsel – Financial Products, Department of the Treasury 

 


