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SUMMARY:

This document provides guidance to nonresident alien individuals and foreign corporations that hold certain
financial products providing for payments that are contingent upon or determined by reference to U.S. source
dividend payments. This document also provides guidance to withholding agents that are responsible for
withholding U.S. tax with respect to a dividend equivalent.

DATES:

Effective Date: These regulations are effective on September 18, 2015.

Applicability Dates: For dates of applicability, see § § 1.871-14(j)(8), 1.871-15(r), 1.871-15T(r)(4), 1.1441-
1(f)(4), 1.1441-1T(f)(3), 1.1441-2(f), 1.1441-3(h)(3), 1.1441-7(a)(4), and 1.1473-1(f).

FOR FURTHER INFORMATION CONTACT:

D. Peter Merkel or Karen Walny at (202) 317-6938 (not a toll-free number).
SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act
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The collection of information contained in these final regulations has been reviewed and approved by the
Office of Management and Budget in accordance with the Paperwork Reduction Act of 1995 (44 U.S.C.
3507(d)) under control numbers 1545-0096 and 1545-1597. The collections of information in this final
regulation are in § 1.871-15(p), and are an increase in the total annual burden in the current regulations under
§ § 1.1441-1 through 1.1441-9, 1.1461-1, and 1.1474-1. This information is required to establish whether a
payment is treated as a U.S. source dividend for purposes of section 871(m). This information will be used for
audit and examination purposes. The IRS intends that these information collection requirements will be
satisfied by persons complying with revised chapter 3 reporting requirements and the requirements of the
applicable QI revenue procedure to be revised by the IRS, or alternative certification and documentation
requirements set out in these regulations. An agency may not conduct or sponsor, and a person is not required
to respond to, a collection of information unless it displays a valid control number.

Books or records relating to a collection of information must be retained as long as their contents may
become material in the administration of any internal revenue law. Generally, tax returns and return information
are confidential, as required by 26 U.S.C. 6103.

Background

On January 23, 2012, the Federal Register published temporary regulations (TD 9572) at 77 FR 3108
(2012 temporary regulations), and a notice of proposed rulemaking by cross-reference to the temporary
regulations and notice of public hearing at 77 FR 3202 (2012 proposed regulations, and together with the 2012
temporary regulations, 2012 section 871(m) regulations) under section 871(m) of the Internal Revenue Code
(Code). The 2012 section 871(m) regulations relate to dividend equivalents from sources within the United
States paid to nonresident alien individuals and foreign corporations. Corrections to the 2012 temporary
regulations were published on February 6, 2012, and March 8, 2012, in the Federal Register at 77 FR 5700
and 77 FR 13969, respectively. A correcting amendment to the 2012 temporary regulations was also published
on August 31, 2012, in the Federal Register at 77 FR 53141. The Treasury Department and the IRS received
written comments on the 2012 proposed regulations, and a public hearing was held on April 27, 2012.

On December 5, 2013, the Federal Register published final regulations and removal of temporary
regulations (TD 9648) at 78 FR 73079 (2013 final regulations), which finalized a portion of the 2012 section
871(m) regulations. Also on December 5, 2013, the Federal Register published a withdrawal of notice of
proposed rulemaking, a notice of proposed rulemaking, and a notice of public hearing at 78 FR 73128 (2013
proposed regulations). In light of comments on the 2012 proposed regulations, the 2013 proposed regulations
described a new approach for determining whether a payment made pursuant to a notional principal contract
(NPC) or an equity-linked instrument (ELI) is a dividend equivalent based on the delta of the contract. In
response to written comments on the 2013 proposed regulations, the Treasury Department and the IRS
released Notice 2014-14, 2014-13 IRB 881, on March 24, 2014 (see § 601.601(d)(2)(ii)(b)), stating that the
Treasury Department and the IRS anticipated limiting the application of the rules with respect to specified ELIs
described in the 2013 proposed regulations to ELIs issued on or after 90 days after the date of publication of
final regulations.

The Treasury Department and the IRS received written comments on the 2013 proposed regulations, which
are available at www.regulations.gov. The public hearing scheduled for April 11, 2013, was cancelled because
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no request to speak was received. This Treasury decision generally adopts the 2013 proposed regulations with
the changes discussed in this preamble. This Treasury decision also includes temporary regulations, which
provide new rules for determining whether certain complex derivatives are subject to section 871(m) and for
payments to certain dealers in response to comments on the 2013 proposed regulations.

Summary of Comments and Explanation of Provisions

l. In General

The Treasury Department and the IRS received numerous comments regarding the 2013 proposed
regulations. Most comments agreed that the approach taken in the 2013 proposed regulations, in particular the
use of a test based on delta, was a fair and practical way to apply section 871(m) to financial instruments
linked to one or more U.S. equity securities. Commenters, however, identified a number of issues with the
2013 proposed regulations. Many of the comments suggested modifications and clarifications to the 2013
proposed regulations before they are issued as final regulations. Those comments are summarized in Part Il of
this preamble. Part 1l also explains the changes made to the final regulations in response to those comments.

Several of the issues identified by commenters required more significant changes or additions to the 2013
proposed regulations. To allow taxpayers adequate opportunity to consider and comment on these changes,
the Treasury Department and the IRS are issuing portions of the regulations as temporary and proposed
regulations. Those provisions, and the relevant comments, are summarized in Part 1l of this preamble.

Il. Final Regulations
A. Source of a Dividend Equivalent

The 2013 proposed regulations provide that a dividend equivalent is treated as a dividend from sources
within the United States for purposes of sections 871(a), 881, 892, 894, and [*56867] 4948(a), and chapters 3
and 4 of subtitle A of the Code. This rule follows section 871(m)(1) but adds the reference to section 894 to
clarify (as provided in § 1.894-1(c)(2)) that a dividend equivalent is treated as a dividend for purposes of any
provision regarding dividends in an income tax treaty. The final regulations retain the general sourcing
provision. See § 1.871-15(b).

B. Definition of a Dividend Equivalent

The 2013 proposed regulations define a dividend equivalent as (1) any substitute dividend that references a
U.S. source dividend made pursuant to a securities lending or sale-repurchase transaction, (2) any payment
that references a U.S. source dividend made pursuant to a specified NPC, (3) any payment that references a
U.S. source dividend made pursuant to a specified ELI, or (4) any other substantially similar payment. A
payment references a U.S. source dividend if the payment is directly or indirectly contingent upon a U.S.
source dividend or determined by reference to such a dividend. While the transactions described in (1) and (2)
are transactions described in sections 871(m)(2)(A) and (B), respectively, the 2013 proposed regulations
extend section 871(m) to the transactions described in (3) and (4) under the regulatory authority granted in
section 871(m)(2)(C), which includes as a dividend equivalent “any other payment determined by the Secretary
to be substantially similar to a payment described in subparagraph (A) or (B)” of section 871(m)(2). The final
regulations retain this four-part definition of a dividend equivalent. See § 1.871-15(c)(1). The final regulations
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also provide certain exceptions to the term “dividend equivalent,” which are described in section II.D of this
preamble.

Section 871(m)(3)(A) provides a temporary definition of the term “specified notional principal contract.” This
definition is effective for payments made on or after September 14, 2010, and on or before March 18, 2012.
Section 871(m)(3)(B) provides that, for payments made after March 18, 2012, a specified NPC includes “any
notional principal contract unless the Secretary determines that such contract is of a type which does not have
the potential for tax avoidance.” The 2013 final regulations extend the applicability of the temporary statutory
definition in section 871(m)(3)(A) (the four-part definition provided in paragraphs (3)(A)(i) through (iv)) to
payments made before January 1, 2016. These final regulations amend the 2013 final regulations to extend
the application of the temporary statutory definition adopted in the 2013 final regulations to payments made
before January 1, 2017.

Pursuant to the grant of authority in section 871(m)(2)(C), the 2013 proposed regulations provide that
certain payments made pursuant to a specified ELI are substantially similar to a dividend equivalent payment.
Section 1.871-15(c)(1)(iii) of the 2013 proposed regulations defines a dividend equivalent to include any
payment that references the payment of a dividend from an underlying security on a specified ELI. Section
1.871-15(a)(8) of the 2013 proposed regulations defines an ELI (whether or not specified) as any financial
transaction (other than a securities lending or sale-repurchase transaction or an NPC) that references the
value of one or more underlying securities. Forward contracts, futures contracts, options, debt instruments
convertible into underlying securities, and debt instruments that have payments linked to underlying securities
are common examples of an ELI.

C. The Delta Test

The 2012 proposed regulations used a multi-factor test to determine whether an NPC or ELI is a specified
contract subject to withholding under section 871(m). The 2013 proposed regulations replace the multi-factor
test with a single-factor test that employs a “delta” threshold to determine whether a transaction is a section
871(m) transaction. Delta refers to the ratio of a change in the fair market value of a contract to a small change
in the fair market value of the property referenced by the contract. Delta is widely used by participants in the
derivatives markets to measure and manage risk. Under the test in the 2013 proposed regulations, any NPC or
ELI that had a delta of 0.70 or greater when the long party acquired the transaction would be a section 871(m)
transaction subject to withholding.

The Treasury Department and the IRS proposed a delta-based standard after concluding that it would
provide a comparatively simple, administrable, and objective framework that would also minimize potential
avoidance of U.S. withholding tax. A financial instrument that provides an economic return that is substantially
similar to the return on the underlying stock should be taxed in the same manner as the underlying stock for
the purpose of section 871(m). The Treasury Department and the IRS concluded that the delta test was the
best way to identify these instruments.

The Treasury Department and the IRS received many comments regarding the delta test. Commenters
generally agreed that the delta test was both a fair and comprehensive way to implement section 871(m), but
provided comments on several aspects of the test. The major concerns noted in the comments relate to: (1)
The use of 0.70 as the delta threshold; (2) the time for testing delta; (3) the ability of parties to the transaction
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to obtain and track the necessary delta information; and (4) the difficulty of determining an initial delta with
respect to certain complex equity derivatives (in contrast with simple contracts, as defined in Part 11.C.4 of this
preamble).

1. Delta Threshold

Comments on the 2013 proposed regulations recommended raising the delta threshold, with suggestions
ranging from a delta of 0.80 to 0.95. The majority of comments preferred a delta threshold of 0.90 or greater.
Comments maintained that a higher delta would more accurately capture transactions that are economically
equivalent to stock ownership and likely to be used for tax-avoidance. One comment noted that a 0.80 delta
standard, although not prescribed in regulatory guidance, is used by some practitioners as a yardstick to judge
economic equivalence in other tax contexts.

The Treasury Department and the IRS agree that the 0.70 delta in the 2013 proposed regulations could
apply to contracts with economic characteristics that do not sufficiently resemble the underlying security to be
within the scope of section 871(m). On the other hand, a delta threshold that is 0.90 (or higher) would exclude
many instruments that are surrogates for the underlying security, such as deep-in-the-money options. The final
regulations adopt a delta threshold of 0.80, which strikes a balance between the potential over-inclusiveness of
the 0.70 delta threshold and the likelihood that a 0.90 (or higher) threshold would exclude transactions with
economic returns that closely resemble an underlying security.

Several comments noted that a delta ratio is intended to measure the sensitivity of the value of a contract to
comparatively small changes in the market value of the referenced property and suggested that the regulations
incorporate this qualification in the definition of delta. The final regulations accept this suggestion and clarify
the definition of delta by specifying that delta is calculated with respect to a small change in the fair market
value of the property referenced by the contract. [*56868] Typically, a small change is a change of less than 1
percent.

2. Time for Testing Delta

Many comments stated that the requirement to test delta each time a contract is acquired would be
extremely difficult to administer, especially for ELIs that trade frequently. Multiple testing events create the
possibility that identical instruments acquired at different times would have different tax characteristics, which
withholding systems are generally not designed to handle. To ease compliance, comments suggested that
delta be tested only when a contract is issued. For derivatives that are listed and cleared through central
clearinghouses, another comment suggested that the delta test would be more administrable if taxpayers were
permitted to simplify their calculations. For example, delta could be calculated using the fair market value of an
ELI determined as of the market close on the trading day prior to the date the ELI is acquired, even though this
approach would result in a less accurate calculation. Other comments suggested that, in determining the delta
of an option, only the stock price at the time the option is entered into should be considered.

The Treasury Department and the IRS are persuaded that the difficulties of testing delta each time an NPC
or ELI is acquired outweigh the benefit of the increased accuracy of that approach. Accordingly, the final
regulations provide that the delta of an ELI or NPC is determined only when the instrument is issued; it is not
re-tested when the instrument is purchased or otherwise acquired in the secondary market. Consequently, only
an NPC or ELI that has a delta of 0.80 or greater at the time it is issued is a specified NPC or specified ELI.
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For purposes of § 1.871-15, an instrument is treated as “issued” when it is entered into, purchased, or
otherwise acquired at its inception or original issuance, which includes an issuance that results from a deemed
exchange pursuant to section 1001. The requirement to test delta only at the time an instrument is issued also
extends to the rules for determining the amount of each dividend equivalent (as discussed in section E.1 of this
preamble).

3. Access to Delta Information

Comments noted practical issues with obtaining delta information, particularly for exchange-traded positions
where the dealer is not involved in determining pricing and the short party may not have the expertise to
calculate delta. Comments suggested adopting an alternative test for identifying high-delta options based on
their relative intrinsic value (amount by which the option is in-the-money) and relative extrinsic value (time
value). This test would require the simpler calculation of determining the applicable strike price as a
percentage of the current fair market value of the ELI and deeming ELIs at a certain percentage as passing or
failing the delta threshold. Alternatively, comments suggested permitting the long party to rely on commonly
available online tools to calculate delta for exchange-traded ELls, provided that the taxpayer uses inputs that
are within the range of commercially acceptable variation, uses a consistent methodology, and records its
calculations contemporaneously. Comments also recommended relying on an anti-abuse rule for particularly
complex derivatives for which delta information would be unavailable to any party other than the issuer,
speculating that the increased cost and risk of complex transactions generally would outweigh any tax savings.

The Treasury Department and the IRS are concerned that these alternative tests or shorthand methods for
determining delta may result in uncertainty for withholding agents and the IRS that could make it difficult to
determine the status of potential section 871(m) transactions. Moreover, the changes to the final regulations to
require that delta be tested only when a contract is first issued, accompanied by enhanced reporting rules
(described in more detail later in this preamble), make these alternative tests unnecessary. Accordingly, the
final regulations do not adopt these recommendations.

However, in order to simplify the delta calculation for contracts that reference multiple underlying securities,
the final regulations provide that a short party may calculate delta using a single exchange-traded security in
certain circumstances. More specifically, if a short party issues a contract that references a basket of 10 or
more underlying securities and uses an exchange-traded security, such as an exchange-traded fund, that
references substantially the same underlying securities to hedge the contract at the time it is issued, the short
party may use the hedge security to determine the delta of the security it is issuing rather than determining the
delta of each security referenced in the basket.

4. Contracts With Indeterminate Deltas

Although commenters generally agreed that the delta test was fair and practical for the majority of equity-
linked derivatives, numerous comments explained that the delta test would be difficult or impossible to apply to
certain more exotic equity derivatives. For example, contracts that have asymmetrical or binary payouts may
reference a different number of shares of an underlying security at different payout points. Similarly, contracts
that have path-dependent payouts may reference multiple underlying securities, with payouts that are
interdependent on the performance of each underlying security. In each of these cases, comments noted that
the delta is indeterminate because the number of shares of the underlying security that determine the payout of
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the derivative cannot be known at the time the contract is entered into.

The Treasury Department and the IRS agree that an alternative to the delta test is needed for contracts with
indeterminate deltas. To address these contracts, the final regulations distinguish between simple contracts
and complex contracts.

Generally, a simple contract is a contract that references a single, fixed number of shares of one or more
issuers to determine the payout. The number of shares must be known when the contract is issued. In addition,
the contract must have a single maturity or exercise date on which all amounts (other than any upfront
payment or any periodic payments) are required to be calculated with respect to the underlying security. The
fact that a contract has more than one expiry, or a continuous expiry, does not preclude the contract from
being a simple contract. Thus, an American-style option is a simple contract even though the option may be
exercised by the holder at any time on or before the expiration of the option if amounts due under the contract
are determined by reference to a single, fixed number of shares on the exercise date. Most NPCs and ELIs are
expected to be simple contracts and remain subject to the delta test described above.

A complex contract is any contract that is not a simple contract. Contracts with indeterminate deltas are
classified as complex contracts, which are subject to a new substantial equivalence test. That test is included
in the temporary regulations, described in more detail in Part Il of this preamble. The delta test in the final
regulations therefore applies only to simple contracts.

D. Exceptions for Certain Payments and Transactions

Several comments requested that the final regulations exclude certain payments from the definition of
[*56869] “dividend equivalent” or exclude certain transactions from the definition of “section 871(m)
transaction.” These comments generally noted that the payment or transaction at issue either is already taxed
under another provision of the Code or does not provide the long party with an opportunity to avoid gross basis
taxation on U.S. source dividends.

1. Payment Referencing Distributions That Are Not Dividends

The 2013 proposed regulations provide that a payment referencing a distribution on an underlying security
is not a dividend equivalent to the extent that the distribution would not be subject to tax pursuant to section
871 or section 881 if the long party owned the underlying security directly. The final regulations retain this
provision. See § 1.871-15(c)(2)(i).

2. Section 305 Coordination

Under sections 305(b) and (c) and regulations authorized by section 305(c), a change to the conversion
ratio or conversion price of a convertible debt instrument that is a convertible security for purposes of section
305 (a convertible security) may be treated as a distribution of property to which section 301 applies made to
the holder of the convertible security. See § 1.305-7. To the extent such a distribution is treated under section
301(c)(1) as a dividend as defined in section 316 (a section 305 dividend), § 1.1441-2(d)(1) would require
withholding on the section 305 dividend without regard to the fact that there is no payment at that time. Absent
special rules, a section 305 dividend resulting from a change in conversion ratio or price of a convertible
security that is a section 871(m) transaction could also be subject to withholding as a dividend equivalent.

The 2013 proposed regulations provide that a payment pursuant to a section 871(m) transaction is not a
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dividend equivalent to the extent that it is treated as a distribution taxable as a dividend pursuant to section
305. Comments noted that section 305 dividends and dividend equivalents under section 871(m) arise in
different contexts and are determined differently. Moreover, section 305 dividends will reduce earnings and
profits pursuant to section 312. Comments suggested that the regulations provide more detail to coordinate
these two provisions, including guidance on how to reconcile withholding on the delta-based dividend
equivalent in these regulations with withholding otherwise required on section 305 dividends.

After consideration of the comments, these final regulations clarify that a dividend equivalent with respect to
a section 871(m) transaction is reduced by any amount treated in accordance with section 305(b) and (c) as a
dividend with respect to the underlying security referenced by the section 871(m) transaction. For example, if a
change in the conversion ratio of a convertible security that is a section 871(m) transaction is treated as a
section 305 dividend made to the holder of the convertible security, a dividend equivalent is reduced by the
amount of the section 305 dividend arising from such change.

Although a transaction (for example, a change in conversion ratio of a convertible security) may give rise to
both a dividend equivalent and a section 305 dividend, dividend equivalents and section 305 dividends have
different characteristics. These final regulations do not alter any of the rules applicable to section 305
dividends. As noted in Part Il.L. of this preamble, however, the changes made elsewhere in these final
regulations should make section 871(m) inapplicable to most convertible debt instruments, including those that
are convertible securities subject to section 305(c).

3. Due Bills

The 2013 proposed regulations reserve on the question of whether a due bill gives rise to a dividend
equivalent and request comments regarding whether a payment made by a seller of stock to the purchaser
pursuant to an agreement to deliver a pending U.S. source dividend after the record date (for example, a due
bill) should be treated as a substantially similar payment.

One comment noted that a due bill may give rise to payments that appear to satisfy the criteria for a
dividend equivalent. That comment expressed concern regarding the impact this treatment might have on the
capital markets because of the relative frequency of due bills, as well as the administrative complexity of
treating these payments as dividend equivalents. Another comment asserted that a due bill is not the economic
equivalent of a dividend. Both comments requested that the regulations either address due bills under the anti-
abuse rule or exclude them from the term dividend equivalent.

The final regulations provide that a dividend equivalent does not include a payment made pursuant to a due
bill that arises from the actions of a securities exchange that apply to all transactions in the stock and when the
relevant exchange has set an ex-dividend date that occurs after the record date. This rule is expected to apply
in situations in which a securities exchange sets an ex-dividend date after the record date to accommodate a
special dividend.

4. Employee Compensation

The 2013 proposed regulations do not specifically exclude payments of compensation for personal services
of a nonresident alien individual from being treated as a dividend equivalent. Comments suggested that
compensation arrangements should be excluded from dividend equivalent treatment because compensation is
already subject to an existing tax withholding framework, compensatory transactions arise in a different context
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from other derivatives and do not have the potential to avoid U.S. withholding tax, and compensation should be
subject to tax where the services are performed.

The Treasury Department and the IRS have determined that section 871(m) should not apply to
compensation that is generally subject to withholding or has a specific exception therefrom. Accordingly, the
final regulations provide that a dividend equivalent does not include the portion of equity-based compensation
for personal services of a nonresident alien individual that is wages subject to withholding under section 3402,
excluded from the definition of wages under § 31.3401(a)(6)-1, or exempt from withholding under § 1.1441-
4(b). For example, when a restricted stock unit is paid as compensation and tax is collected by the employer at
the time of payment through withholding, the payment will not also be a dividend equivalent subject to
withholding. If the restricted stock unit results in the receipt of stock, however, dividends subsequently paid on
that stock would be subject to withholding under section 871.

5. Certain Corporate Acquisitions

In response to comments, § 1.871-15(j) of the 2013 proposed regulations provides an exception to the
definition of a section 871(m) transaction when a taxpayer enters into a transaction as part of a plan pursuant
to which one or more persons (including the taxpayer) are obligated to acquire more than 50 percent of the
entity issuing the underlying securities.

Comments requested that the acquisition threshold in this exception be lowered from 50 percent to 10 or 20
percent. Comments noted that corporate acquisitions generally would not provide an opportunity for avoiding
dividend withholding. Further, [*56870] comments noted that the anti-abuse rule should be sufficient to
address any abuse that could occur through such transactions. Comments acknowledged that when a target
company pays a pre-closing dividend and the purchase price is reduced for the dividend, this may allow the
purchaser to avoid a subsequent dividend. However, comments observed that this event should be viewed as
a purchase price adjustment rather than a dividend equivalent.

The final regulations do not change the 50 percent threshold. Requiring that an acquisition (as part of a plan
by one or more person) total more than 50 percent of a corporation is appropriate because it indicates that the
primary intent of the acquirer is to obtain a controlling interest rather than just a substantial investment in the
target company. In circumstances where a taxpayer enters into a transaction pursuant to which the taxpayer is
obligated to acquire 50 percent or less of the entity issuing the underlying securities, and the transaction is a
section 871(m) transaction, any party to the transaction that is a broker, dealer, or intermediary, a short party,
or a withholding agent, must comply with any requirements in the final regulation to make appropriate
determinations, and satisfy reporting and withholding obligations, as applicable.

D. Payment of a Dividend Equivalent

Section 871(m)(5) provides that a “payment” includes any gross amount that references a U.S. source
dividend and that is used to compute any net amount transferred to or from the taxpayer. The 2013 proposed
regulations provide that a dividend equivalent includes any amount that references an actual or estimated
payment of a U.S. source dividend, whether the reference is explicit or implicit. Thus, in addition to amounts
equal to actual payments of dividends and estimated dividends, a dividend equivalent includes any other
contractual term of a section 871(m) transaction that is calculated based on an actual or estimated dividend.
For example, when a long party enters into an NPC that provides for payments based on the appreciation in
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the value of an underlying security but that does not explicitly entitle the long party to receive payments based
on regular dividends (a price return swap), the 2013 proposed regulations treat the price return swap as a
transaction that provides for the payment of a dividend equivalent because the anticipated dividend payments
are presumed to be taken into account in determining other terms of the NPC, such as in the payments that the
long party is required to make to the short party or in setting the price of the underlying securities referenced in
the price return swap.

Comments objected to the provisions in the 2013 proposed regulations that include estimated and implicit
dividends in the definition of a dividend equivalent. These comments noted that an estimated dividend is
reflected as a price reduction or as an amount that the foreign investor does not have to pay rather than an
amount the foreign investor affirmatively receives for holding the derivative, which suggests that there is no
“payment” of a dividend equivalent to the foreign investor. Comments also noted that, while estimated
dividends may be implicitly incorporated into the pricing of a derivative, the price is ultimately determined by
supply and demand in the market and the expected dividend is not always explicitly used in computing the
amount paid.

The Treasury Department and the IRS have concluded that the economic benefit of a dividend is present in
transactions that implicitly incorporate estimated dividends to virtually the same extent as transactions that pay
or adjust for actual dividends. Thus, the final regulations retain the rules in the 2013 proposed regulations that
include estimated and implicit dividends as dividend equivalents. See § 1.871-15(i)(2). More specifically, the
final regulations provide that any gross amount that references the payment of a dividend, whether actual or
estimated, explicit or implicit, is treated as a dividend equivalent to the extent of the amount determined under
the regulations. The final regulations change the time that withholding is required on a payment of a dividend
equivalent, as discussed in Part 11.M of this preamble.

E. Amount of a Dividend Equivalent
1. Calculation of Dividend Equivalent Amount

Under the 2013 proposed regulations, the amount of a dividend equivalent for a specified NPC or specified
ELI equals the per-share dividend amount with respect to the underlying security multiplied by the number of
shares of the underlying security referenced in the contract (subject to adjustment), multiplied by the delta of
the transaction with respect to the underlying security at the time when the amount of the dividend equivalent is
determined. If a transaction provides for a payment based on an estimated or implicit estimated dividend, the
actual dividend is used to calculate the amount of the dividend equivalent unless the short party identifies a
reasonable estimated dividend amount in writing at the inception of the transaction. When a payment based on
estimated dividends is supported by the required documentation, the per-share dividend amount used to
compute the amount of a dividend equivalent is the lesser of the estimated dividend and the actual dividend.

Comments on the 2013 proposed regulations noted that recalculating the delta of a section 871(m)
transaction each time the amount of a dividend equivalent is determined would add administrative complexity
without necessarily improving accuracy. In the interest of simplicity, several comments recommended using the
actual dividend amount rather than an amount adjusted for delta as the dividend equivalent amount. Other
comments suggested using the delta at the time the transaction is issued or entered into for determining the
dividend equivalent amount. For complex transactions for which the delta is indeterminate, comments
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suggested that withholding be based on the number of shares required by the short party to the transaction to
hedge its initial position in the transaction.

The final regulations simplify the rules for determining the amount of a dividend equivalent in response to
these comments. For a simple contract, the final regulations provide that the amount of the dividend equivalent
for each underlying security equals the amount of the per-share dividend, multiplied by the number of shares
referenced in the contract, multiplied by the applicable delta. In a change from the 2013 proposed regulations,
the final regulations provide that this formula references the delta of the transaction at the time the simple
contract is issued, rather than when the dividend is paid. For a complex contract, the amount of the dividend
equivalent equals the amount of the per-share dividend multiplied by the number of shares that constitute the
initial hedge of the complex contract (as that term is defined in § 1.871-15(a)(14)(ii) and discussed in Part lll.A
of this preamble).

Another simplifying rule applies to dividend equivalents paid with respect to baskets of more than 25
securities. If a section 871(m) transaction references a basket of more than 25 underlying securities, the short
party is allowed to treat all of the dividends on the basket as paid on the last day of the calendar quarter.

[*56871]
2. Specified NPCs and Specified ELIs With a Term of One Year or Less

For a specified NPC or specified ELI with a term of one year or less when acquired, the 2013 proposed
regulations provide that the amount of a dividend equivalent is determined when the long party disposes of the
section 871(m) transaction. Therefore, a long party that acquires an option with a term of one year or less that
is a specified ELI would not incur a withholding tax if the option lapses.

One comment noted that the rule providing that there is no dividend equivalent for options that have a term
of one year or less and lapse unexercised is inappropriate in the case of written put options because put
writers realize their maximum profit when puts lapse. Comments further noted that the one-year rule could
have uneconomic consequences for options close to expiration and for options that are slightly in-the-money or
slightly out-of-the-money because the delta could fluctuate materially in response to small changes in the price
of the underlying stock.

Based on the comments received, the final regulations eliminate the special rule for contracts with terms of
one year or less. Any benefit from the rule is outweighed by the complexity of creating systems to track
contracts that differ only in term. Eliminating the special rule for contracts of one year or less means that a
dividend equivalent amount must be determined for any option, including a short-term option, that is a specified
ELI

F. Qualified Indices

The 2013 proposed regulations revise rules provided in the 2012 proposed regulations pertaining to an
exception for transactions that reference certain equity indices. Under the 2013 proposed regulations, a
qualified index is any index that (1) references 25 or more underlying securities, (2) references only long
positions in underlying securities, (3) contains no underlying security that represents more than 10 percent of
the index’s weighting, (4) rebalances based on objective rules at set intervals, (5) does not provide a dividend
yield that is greater than 1.5 times the dividend yield of the S&P 500 Index, and (6) is referenced by futures or
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option contracts that trade on a national securities exchange or a domestic board of trade. In addition, the 2013
proposed regulations provide that a qualified index would become disqualified if a transaction references a
qualified index and also references a short position in any component underlying security of the qualified index
other than a short position with respect to the entire qualified index (such as a cap or a floor).

One comment recommended eliminating the exception for a qualified index. This comment noted that when
a long party holds a total return swap referencing a basket of underlying securities, that swap is economically
equivalent to multiple total return swaps that each reference a single underlying security. Similarly, when a long
party holds a delta-one derivative that references an index, that derivative is economically equivalent to
multiple delta-one derivatives each referencing a single component of the index; therefore, that long party is
receiving the economic equivalent of all dividends paid with respect to each stock in the index. Thus,
transactions that reference U.S. stock indices have no less potential for avoidance of gross basis withholding
tax on dividends than transactions that reference single equities or that reference customized baskets of
equities.

Another comment noted that the criteria in the 2013 proposed regulations provide a reasonable method for
identifying legitimate indices that have not been designed to avoid withholding taxes. That comment noted that
the rules would exclude most securities that are linked to an index and traded on U.S. stock exchanges from
dividend taxation, while preventing customized indices from becoming a vehicle designed to evade U.S.
dividend taxes.

The majority of comments, however, recommended that the scope of the index exception be expanded to
include most of the indices that are represented by exchange traded funds. Several comments requested that
the definition allow an index with fewer than 25 stocks to be a qualified index, noting that many sector indices
have fewer than 25 names. Another comment suggested providing an exception to the requirement that an
index be referenced by exchange-traded futures or options that would apply to indices that are sufficiently
broad-based (for example, indices containing one hundred or more component securities). Comments also
suggested eliminating the requirement that the stock of a single company cannot represent more than 10
percent of the index’s weighting because some indices include component securities that grow rapidly. Several
comments also noted that many indices would fail to satisfy the requirement that a qualified index rebalance
based on objective rules at set intervals because many popular indices, including the S&P 500 Index,
rebalance using a combination of objective and subjective factors.

Comments further requested that the permitted dividend yield be increased to 2.5 times the current dividend
yield of the S&P 500 Index. The comments noted that an index may not satisfy the requirement based on 1.5
times the current dividend yield of the S&P 500 Index if the stocks in the index depreciated significantly relative
to the general U.S. stock market. In addition, other indices would not qualify because some market sectors
routinely pay dividends at a rate that is more than 1.5 times the average rate in the U.S. market.

Other comments suggested additional categories of indices that should be treated as qualified indices.
Specifically, one comment recommended that any index that was published by a recognized independent
index publisher should be a qualified index if the index is offered for license to third parties on similar terms and
multiple third party industry participants actually license the index. The comments proposed defining a
recognized independent index publisher as 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
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indices.

The rule in the 2013 proposed regulations that prevents taxpayers from using short positions to decrease
their long position with respect to one or more components of an index was also noted by comments as too
restrictive. Comments suggested permitting taxpayers to decrease risk with respect to a small percentage of
the value of the stocks in the index without disqualifying the index. One comment suggested that an index
should remain a qualified index unless the short position is used to establish a net long position in a narrow set
of underlying securities for purposes of evading withholding.

The 2013 proposed regulations also included a safe harbor for global indices with 10 percent or less U.S.
stocks. Comments recommended expanding this safe harbor because U.S. equities in a global index can
comprise more than half of the index’s weighting. The comments proposed increasing the threshold to allow
U.S. stocks to represent 50 percent or more of the index. These comments also noted that global indices do
not typically trade on U.S. securities or commodities exchanges and will not be qualified indices under the
current provisions. Other comments suggested that the [*56872] regulations except from withholding all global
indices that are not created to avoid withholding tax, with a presumption that widely-used benchmark indices
are not designed to avoid tax.

The Treasury Department and the IRS believe that the approach taken in the 2013 proposed regulations for
identifying qualified indices appropriately balances the competing concerns. Accordingly, the final regulations
generally retain the criteria of the 2013 proposed regulations with modifications to clarify the intent and improve
the functionality of the qualified index rule. See § 1.871-15(1)

The final regulations add a paragraph stating that the purpose of the qualified index rule is to provide a safe
harbor for transactions on passive indices that reference a diverse basket of securities and that are widely
used by numerous market participants. The index exception is not intended to apply to any index that is
customized or reflects a trading strategy, is unavailable to other investors, or targets special dividends. The
final regulations further provide that an index will not be treated as a qualified index if treating the index as a
qualified index would be contrary to this purpose.

To make the rules easier to administer, the final regulations modify the time for determining whether an
index satisfies the qualified index criteria. Specifically, the final regulations provide that the determination of
whether an index is a qualified index is made on the first business day of each calendar year, and that
determination applies for all potential section 871(m) transactions issued during that calendar year.

In response to comments, a number of changes also were made to specific aspects of the qualified index
definition. First, the final regulations delete the modifier “underlying” with respect to “securities,” thereby
allowing an index to qualify with fewer than 25 component underlying securities provided that the index
contains a total of at least 25 component securities (in other words, a component security may include a
security that does not give rise to U.S. source dividends). The index, however, will not qualify if it references
five or fewer component underlying securities that together represent more than 40 percent of the weighting of
the component securities in the index. Second, the final regulations increase the 10 percent limit for the
maximum weighting of a single underlying security to 15 percent. Third, in response to concerns regarding the
requirement that a qualified index rebalance based on objective rules, the final regulations do not require that
an index be modified or rebalanced at set dates or intervals, and provide flexibility for how the rules governing
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the constitution of an index are applied. Instead, under the final regulations, an index that is periodically
rebalanced by a board or committee that is allowed to exercise judgment in interpreting the rules governing the
composition of the index will not be disqualified if the index is otherwise a qualified index.

The final regulations continue to require that an index be referenced by futures or options listed on a
national securities exchange or board of trade to be a qualified index, which is consistent with the intent to
provide a safe harbor only for non-customized and widely-available indices. The final regulations do, however,
permit an index that trades on certain foreign exchanges to be a qualified index, provided that the referenced
component underlying securities, in aggregate, comprise less than 50 percent of the weighting of the
component securities in the index and the index otherwise meets the definition of a qualified index.

Similarly, the Treasury Department and the IRS have concluded that the proposed rule permitting no more
than 1.5 times the current dividend yield of the S&P 500 Index is appropriate and have retained it in the final
regulations. To reduce the number of required calculations, however, the final regulations provide that the
annual yields of the tested index and of the S&P 500 Index are determined based on their annual yields for the
immediately preceding calendar year, rather than requiring comparison of the annual yields for the month
immediately preceding the date that the potential section 871(m) transaction is issued.

The Treasury Department and the IRS agree that de minimis short positions, whether as part of the index or
entered into separately, should not disqualify an index. Accordingly, the final regulations permit a qualified
index to reference one or more short positions (in addition to any short positions with respect to the entire
qualified index, such as caps or floors, which were already permitted by the 2013 proposed regulations) that
represent five percent or less, in the aggregate, of the value of the long positions in underlying securities in the
qualified index.

G. Combined Transactions

The 2013 proposed regulations treat multiple transactions as a single transaction for purposes of
determining if the transactions are a section 871(m) transaction when a long party (or a related person) enters
into two or more transactions that reference the same underlying security and the transactions were entered
into in connection with each other. The 2013 proposed regulations apply only to combine transactions in which
the taxpayer is the long party, and typically would not combine transactions when a taxpayer is the long party
with respect to an underlying security in one transaction and the short party with respect to the same
underlying security in another transaction. The 2013 proposed regulations provide that a broker-dealer must
use “reasonable diligence” to determine whether a transaction is a section 871(m) transaction. Under the 2013
proposed regulations, a withholding agent was not required to withhold on a dividend equivalent paid pursuant
to a transaction that is combined with one or more other transactions unless the withholding agent knew that
the long party (or a related person) entered into the potential section 871(m) transactions in connection with
each other.

The Treasury Department and the IRS requested comments regarding whether and how the rules for
combining separate transactions should apply in other situations, such as when a taxpayer holds both long and
short positions with respect to the same underlying security (for example, a call spread). Comments also were
requested regarding whether and how the remaining transaction (or transactions) should be retested when a
long party terminates one or more, but not all, of the transactions that make up a combined position.
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Several comments recommended that the regulations not provide a specific combination rule and instead
rely on an anti-abuse rule. One comment endorsed the proposed regulations as they applied to combinations
of long calls and written puts (two options that can be used to closely approximate the economics of stock
ownership) but recommended that transactions not be combined if the transactions replicate the same or
similar risks with respect to additional shares (for example, two purchased calls on the same underlying
securities).

Many comments observed that determining whether transactions were entered into “in connection with”
each other would be difficult for a withholding agent and that the regulations should adopt a different standard
or clarify the meaning of the phrase. Comments asked that the final regulations conform the standard for
combined transactions to the narrower withholding standard that requires [*56873] “actual knowledge.”
Comments noted that the requirement in the 2013 proposed regulations for broker-dealers to use “reasonable
diligence” to determine whether a transaction is a section 871(m) transaction could be interpreted to require
broker-dealers to inquire whether transactions are entered into in connection with each other in order to
determine whether they must be combined. These comments observed that this standard for combined
transactions is impractical because broker-dealers are generally not in a position to discern the intent of their
counterparties, even using “reasonable diligence.”

Several comments recommended that a combination rule permit netting of long and short positions.
Commenters observed that many standard option strategies involve multiple options positions, often combining
positive and negative delta options. As a result, an approach that does not combine these positions would fail
to reflect the economics of the transactions. Commenters suggested that when a taxpayer modifies an existing
combined position that includes both long and short positions, the combined position should continue to be
tested based on the net deltas of the component positions rather than test the delta for each position
separately. None of the comments, however, proposed an administrable test that could be used to reliably
combine long and short positions and net the resulting deltas.

The final regulations retain the general rules from the 2013 proposed regulations that define when
transactions are combined. In response to questions about whether the rules were intended to combine
transactions that had similar economic exposure, the final regulations add a requirement that the potential
section 871(m) transactions, when combined, replicate the economics of a transaction that would be a section
871(m) transaction if the transactions had been entered into as a single transaction. Thus, the purchase of two
out-of-the-money call options would typically not be combined because each call option provides the taxpayer
with exposure to appreciation, but not depreciation, on the referenced stock.

The Treasury Department and the IRS recognize the challenges that short parties could face in identifying
transactions to be combined. The final regulations therefore provide brokers acting as short parties with two
presumptions they can apply to determine their liability to withhold. First, a broker may presume that
transactions are not entered into in connection with each other if the long party holds the transactions in
separate accounts. Second, a broker may presume that transactions entered into two or more business days
apart are not entered into in connection with each other. These presumptions are independent of each other.
Thus, a broker acting as a short party is relieved of the obligation to withhold if either of the two presumptions
is met. A broker cannot rely on the first presumption if it has actual knowledge that the long party created or
used separate accounts to avoid section 871(m), however, and neither presumption applies if the broker has
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actual knowledge that transactions were entered into in connection with each other.

In addition, the final regulations provide that the Commissioner will presume that transactions that are
properly reflected on separate trading books of the taxpayer are not entered into in connection with each other.
The Commissioner will also presume that a long party did not enter into two or more transactions in connection
with each other if the long party entered into the transactions two or more business days apart. These
presumptions are rebuttable. The Commissioner may rebut the first presumption with facts and circumstances
showing that separate trading books were created or used to avoid section 871(m), and may rebut either
presumption with facts and circumstances showing that the transactions in question were entered into in
connection with each other.

The Commissioner will also apply an affirmative presumption. The Commissioner will presume that
transactions that are entered into fewer than two business days apart and reflected on the same trading book
are entered into in connection with each other. In this case, the long party can rebut the presumption by
presenting facts and circumstances showing that the transactions were not entered into in connection with
each other. In applying the presumptions that are based on trades being separated by at least two business
days, the regulations include a rule of convenience that generally allows parties to treat all of their transactions
as entered into at 4:00 p.m.

The presumptions are not available to the long party. A long party therefore must treat two or more
transactions as combined transactions if the transactions satisfy the requirements to be a combined
transaction. The long parties affected by this rule consist primarily of securities traders, who are in a position to
know their securities positions and trading strategies and to monitor their compliance with section 871(m).

The Treasury Department and the IRS will continue to evaluate the possibility of expanding the combination
rules to accommodate netting of long and short positions in light of future developments in transactional
reporting and recordkeeping. Additional comments regarding combined transactions are welcome.

H. Derivatives Referenced to Partnership Interests

The 2013 proposed regulations treat a transaction that references an interest in an entity that is not a C
corporation for Federal tax purposes as referencing the allocable portion of any underlying securities and
potential section 871(m) contracts held directly or indirectly by that entity. The 2013 proposed regulations
provide an exception for a transaction that references an interest in an entity that is not a C corporation if the
underlying securities and potential section 871(m) transactions allocable to that interest represent, in the
aggregate, 10 percent or less of the value of the interest in the referenced entity at the time the transaction is
entered into. Comments recommended changing the threshold for applying the look-through rule from 10
percent to 50 percent unless the taxpayer controls the entity. Comments also noted that taxpayers would have
difficulty determining the assets owned by referenced entities.

The final regulations revise the rules to provide that section 871(m) applies to derivatives that reference a
partnership interest only when the partnership is either a dealer or trader in securities, has significant
investments in securities, or holds an interest in a lower-tier partnership that engages in those activities. The
final regulations define a security by cross-reference to section 475(c). When the rule in the final regulations
applies, a potential section 871(m) transaction that references a partnership interest is treated as referencing
the allocable share of underlying securities and the potential section 871(m) transactions in the partnership
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directly or indirectly allocable to that partnership interest. Even when a partnership is not covered by this rule,
the anti-abuse rule in § 1.871-15(0) may still apply, or the transaction may be recharacterized under the
substance-over-form doctrine or other common law doctrine.

l. Anti-Abuse Rule

The 2013 proposed regulations provide that the Commissioner may treat any payment made with respect to
a transaction as a dividend equivalent if [*56874] the taxpayer acquires the transaction with a principal purpose
of avoiding the application of section 871(m). Comments generally agreed with the need for such a rule, and
the final regulations retain this provision. See § 1.871-15(0).

In addition, the IRS may challenge the U.S. tax results claimed in connection with transactions that are
designed to avoid the application of section 871(m) using all available statutory provisions and judicial
doctrines (including the substance-over-form doctrine, the economic substance doctrine under section 7701(0),
the step transaction doctrine, and tax ownership principles) as appropriate. For example, nothing in section
871(m) precludes the IRS from asserting that a contract labeled as an NPC or other equity derivative is in fact
an ownership interest in an underlying security referenced in the contract.

J. Reporting Obligations

The 2013 proposed regulations provide rules for reporting and withholding. The preamble to the 2013
proposed regulations explains that most equity-linked transactions involve a financial institution acting as a
broker, dealer, or intermediary and that the financial institution would be in the best position to report the tax
consequences of a potential section 871(m) transaction. Accordingly, § 1.871-15(0) of the 2013 proposed
regulations provides that when a broker or dealer is a party to a potential section 871(m) transaction the broker
or dealer is required to determine whether the transaction is a section 871(m) transaction, and if so, the
amounts of the dividend equivalents. If no broker or dealer is a party to a transaction or both parties are
brokers or dealers, the short party is required to determine whether the transaction is a section 871(m)
transaction and the amounts of the dividend equivalents. Determinations made by the broker, dealer, or short
party are binding on the parties to the section 871(m) transaction unless a party to the transaction knows or
has reason to know that the information is incorrect. Those determinations, however, are not binding on the
IRS.

Comments expressed concern that the delta information necessary for an investor to determine whether a
transaction is subject to section 871(m) may not be available on a timely basis, and requested that the
regulations expand the categories of persons permitted to request information about the status and
calculations associated with potential section 871(m) transactions. Comments recommended requiring the
information to be provided on an issuer's Web site at or prior to the time that the transaction is issued and
updated regularly. Investors could then rely on such information between update intervals.

In response to these comments, the final regulations make several changes to the reporting obligations in
the 2013 proposed regulations. The final regulations revise the period for providing requested information from
14 calendar days to 10 business days from the date of the request. In addition, the final regulations replace the
list of persons entitled to request information in the 2013 proposed regulations with a simpler provision that
entitles “any party to the transaction” to request information. The final regulations define “a party to the
transaction” to include any agent acting on behalf of a long party or short party to a potential section 871(m)
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transaction, or any person acting as an intermediary with respect to a potential section 871(m) transaction.
This simplification responds to the requests to expand the scope of persons entitled to request information.
Several other changes that were requested, however, such as posting information electronically, were already
permitted by the 2013 proposed regulations. Like the 2013 proposed regulations, the final regulations permit
parties to a transaction to obtain information on potential section 871(m) transactions in a variety of ways,
including through electronic publication (such as a Web site).

Comments also noted that a short party to a listed option will not be able to provide the long party with a
written estimate of dividends at inception because the short party does not have a contractual relationship with
the long party. These comments requested that the broker be required to provide the written estimates. As in
the 2013 proposed regulations, the final regulations do not require any party to a transaction to provide written
estimates of dividends. The final regulations have taken these comments into account, however, by increasing
a taxpayer’s ability to obtain information from other parties to the transaction. The final regulations accomplish
this by expanding the definition of a “party to the transaction” to include a broker and by clarifying that either a
dealer or a middleman is a “broker.” Therefore, if written estimates of dividends are prepared when a
transaction is issued, the long party should be able to obtain the information from another party to the
transaction, whether the short party or a broker.

K. Recordkeeping Rules

The 2013 proposed regulations generally cross-reference the recordkeeping rules in § 1.6001-1 for how a
taxpayer establishes whether a transaction is a section 871(m) transaction and whether a payment is a
dividend equivalent. For clarity and to ensure that the IRS will have access to sufficient information to audit
taxpayers and withholding agents that are parties to section 871(m) transactions, the final regulations provide
more detailed recordkeeping rules. The final regulations provide that any person required to retain records
must keep sufficient information to establish whether a transaction is a section 871(m) transaction and the
amount of a dividend equivalent. To satisfy this requirement, a taxpayer must retain documentation and work
papers supporting a delta calculation or substantial equivalence calculation (including the number of shares of
the initial hedge) and written estimated dividends (if any). The records and documentation must be created
substantially contemporaneously with the time the potential section 871(m) transaction is issued.

L. Contingent and Convertible Debt Instruments
1. Contingent Debt Instruments

Section 871(h)(1) generally provides that U.S. source portfolio interest received by a nonresident alien
individual is not subject to the 30-percent U.S. tax imposed under section 871(a)(1). Section 871(h)(4)(A)(i),
however, excludes certain contingent interest payments from the definition of portfolio interest. Section
871(h)(4)(A)(ii) grants the Secretary authority to impose tax on contingent interest other than the payments
described in section 871(h)(4)(A)(i) when necessary or appropriate to prevent the avoidance of federal income
tax.

Comments on the 2012 proposed regulations recommended narrowing the definition of a specified notional
principal contract to clarify that the term does not include contingent or convertible debt. These comments
suggested that section 871(m) should not override the portfolio interest exception. Section 871(h)(4)(A)(ii)
expressly provides authority to the Secretary to treat interest as contingent interest if necessary or appropriate
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to prevent the avoidance of federal income tax. Consistent with this grant of authority, the 2013 proposed
regulations provide that contingent interest will not qualify for the portfolio interest [*56875] exemption to the
extent that the contingent interest payment is a dividend equivalent. The final regulations retain this exception
to the portfolio interest exemption. There is no reason that an equity derivative that otherwise would be a
specified NPC or a specified ELI should receive different treatment because it is embedded in a debt
instrument. A debt instrument that provides for a contingent interest payment determined by reference to a
U.S. source dividend payment that would otherwise be a section 871(m) transaction is a transaction that has
the potential for tax avoidance, and it is appropriate for section 871(m) to apply. The effect of this rule,
however, is expected to be minimal because the delta of the embedded derivative in a contingent debt or
convertible debt instrument is tested only at the time it is issued.

2. Convertible Debt Instruments

Numerous comments requested that convertible debt instruments be excluded from the definition of an ELI.
Comments suggested that certain characteristics typical of convertible debt would discourage foreign investors
from using these instruments to avoid U.S. withholding tax. Comments pointed, for example, to high
transaction costs and certain discontinuities between the economic performance of the convertible debt and
that of the underlying stock, such as the downside protection and creditors’ rights afforded by convertible debt.
Comments noted that convertible bonds are important capital markets instruments used by U.S. corporations
to raise capital at lower rates. Comments also speculated that treating such bonds as specified ELIs could
adversely impact capital markets by decreasing demand, reducing liquidity, and increasing costs.

The final regulations do not provide an exception from section 871(m) for convertible debt. When the stock
price significantly exceeds the conversion price, convertible debt becomes a surrogate for the stock into which
the debt can be converted. Accordingly, a convertible debt obligation is a specified ELI if the delta of the
embedded option at the time the convertible debt is originally issued is 0.80 or higher. Moreover, the fact that
convertible debt ordinarily has been issued with a delta on the embedded option of less than 0.80 is expected
to significantly reduce the effect of these regulations on the convertible debt market. In response to uncertainty
expressed by some market participants, the final regulations clarify that the delta of the convertible feature is
tested separately from the delta of the debt instrument in making section 871(m) calculations.

M. Amounts Subject to Withholding

Section 1.1441-2(d)(5) of the 2013 proposed regulations provides that a withholding agent is not obligated
to withhold on a dividend equivalent until the later of: (1) When the amount of the dividend equivalent is
determined and (2) when any of the following occurs: (a) Money or other property is paid pursuant to a section
871(m) transaction, (b) the withholding agent has custody or control of money or other property, or (c) there is
an upfront payment or a prepayment of the purchase price.

Comments emphasized the burden of withholding on dividend equivalents absent actual payments, and
noted that, in the absence of actual payment, continuous monitoring and withholding on each specified ELI
over time is impractical. Certain comments suggested that a foreign broker only be required to withhold on
dividend equivalents from ELIs when there is a final payment or a sale.

Comments also maintained that upfront payments should not be viewed as payments subject to withholding
because such proceeds are received in exchange for issuing the instrument, are used by the issuer to
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purchase related hedging positions, and are not intended to be reserves for satisfying tax owed by the
counterparty.

Some comments expressed concern regarding the practical difficulties in withholding from funds that the
broker-dealer holds as collateral. Comments noted that the broker-dealer may not be legally entitled to use
cash or property in one account to satisfy a withholding obligation in another account. In addition, foreign
counterparties may hold different accounts through different affiliates of a broker-dealer. Comments indicated
that it would be impractical to determine the existence of affiliate accounts and apply set-off rules on that basis.

After consideration of these comments, the Treasury Department and the IRS have concluded that the
withholding agent’s obligations should not arise until an actual payment is made or there is a final settlement of
a transaction. Accordingly, the final regulations provide that a withholding agent is not obligated to withhold on
a dividend equivalent until the later of when a payment is made with respect to a section 871(m) transaction or
when the amount of a dividend equivalent is determined. A payment with respect to a section 871(m)
transaction will generally occur when the long party receives or makes a payment, when there is a final
settlement of the section 871(m) transaction, or when the long party sells or otherwise disposes of the section
871(m) transaction. For options and other contracts that typically require an upfront payment, the final
regulations do not treat the premium or other upfront payment as a payment for withholding purposes. Thus,
withholding on these section 871(m) transactions is not required until there is a final settlement (including, in
the case of an option, a lapse) or the long party sells or otherwise disposes of the transaction. Consequently, if
an option that is a section 871(m) transaction lapses, the short party is nonetheless required to withhold on any
dividend equivalent associated with the option. Parties may need to modify contractual arrangements to ensure
that there are sufficient funds available to satisfy withholding obligations.

lll. Temporary and Proposed Regulations
A. Test for Contracts With Indeterminate Deltas

As noted in Part Il of this preamble, many commenters stated that the delta test was workable for most
equity derivatives but would be difficult or impossible to apply to more exotic equity derivatives. In particular, a
contract that provides for payments based on a number of shares of stock that varies at different points, or that
provides for a payment that does not vary with the price of the shares (often called “digital” options), have an
indeterminate delta because the number of shares of the underlying security that determine the payout of the
derivative cannot be known at the time the contract is entered into. Path-dependent contracts were also
mentioned as problematic for the delta computation.

Indeterminate delta may, for example, occur in contracts commonly known as structured notes. Structured
notes are financial instruments that combine aspects of debt with aspects of derivatives, such as equity
options. As an example, in return for an upfront payment of a set amount, a structured note might provide the
long party with leveraged upside return, meaning that the long party is entitled to receive a fixed percentage
(for example, 200 percent) of any appreciation in the value of a referenced stock up to a capped amount (for
example, 125 percent of the issue price) in addition to return of the upfront payment, while being exposed to
100 percent of any depreciation in the value of the referenced stock, with any such depreciation reducing the
amount [*56876] of the upfront payment that is returned to the long party. In such a structured note, the holder
would have two times the “upside” up to the cap but only one times exposure to the “downside.” The issuer of
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this kind of structured note cannot readily determine a delta for the note because it references a different
number of shares at different payoff amounts. In other words, because delta is the ratio of the change in the
fair market value of a contract to a small change in the fair market value of the property referenced by the
contract, the value of the referenced property must be known to calculate delta. In the case of the structured
note described in this paragraph, the number of shares of stock (and hence the value of the property)
referenced by the contract will be different depending on whether the stock appreciates, and in such case
whether the cap is reached, or whether the stock depreciates.

As explained in Part 11.C.4 of this preamble, a contract with an indeterminate delta is not a simple contract,
and therefore falls into the residual category as a complex contract. Because the delta test cannot accurately
be applied to a complex contract, commenters had various suggestions for how to determine whether such a
contract should be a section 871(m) transaction. One comment suggested that the delta should be calculated
using the highest possible number of shares that could be referenced by the derivative at maturity. This
comment further suggested that the regulations include a delta-specific anti-abuse rule to prevent issuers from
manipulating the number of referenced shares to artificially reduce delta. Other comments suggested that the
regulations should disaggregate a transaction into a series of components and then separately apply the delta
test to each component. When multiple derivatives are embedded in a single instrument, a comment
recommended that multiple pieces be aggregated into separate components (for example, aggregating all
embedded calls and separately aggregating all embedded puts) using an ordering rule that would maximize
the likelihood that the delta threshold would be met.

A majority of comments requested that some version of a “proportionality” test be applied to complex
contracts or to contracts where the basic delta test is susceptible of manipulation. A proportionality test
measures the likelihood that a contract’s performance will track the performance of the referenced equity. That
is, a proportionality test measures the same variability or economic equivalence that the delta test seeks to
measure without needing to know the number of shares that the contract references at the outset. Like the
delta test, a proportionality test is based on the principle that when the value of an NPC or ELI closely tracks
the value of an underlying security, it is appropriate to treat the NPC or ELI as a surrogate for the underlying
security.

To test whether a complex contract is a section 871(m) transaction, the temporary regulations adopt the
“substantial equivalence” test. The substantial equivalence test is a version of a proportionality test that was
advocated by many commenters, and it uses information easily accessible to most issuers of complex
contracts. Generally, the substantial equivalence test measures the change in value of a complex contract
when the price of the underlying security referenced by that contract is hypothetically increased by one
standard deviation or decreased by one standard deviation (each, a “testing price”) and compares that change
to the change in value of the shares of the underlying security that would be held to hedge the complex
contract at the time the contract is issued (the “initial hedge”) at each testing price. The smaller the
proportionate difference between the change in value of the complex contract and the change in value of its
initial hedge at multiple testing prices, the more equivalence there is between the contract and the referenced
underlying security. When this difference is equal to or less than the difference for a simple contract
benchmark with a delta of 0.80 and its initial hedge, the complex contract is treated as substantially equivalent
to the underlying security.
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The Treasury Department and the IRS are aware that there may be NPCs or ELls that even the substantial
equivalence test may not adequately address. The temporary regulations provide that when the steps of the
substantial equivalence test cannot be applied to a particular complex contract, a taxpayer must use the
principles of the substantial equivalence test to reasonably determine whether the complex contract is a
section 871(m) transaction with respect to each underlying security.

The Treasury Department and the IRS request comments regarding the substantial equivalence test
described in the temporary regulations. In particular, comments are requested on whether the two testing
points required for most transactions in the temporary regulations are adequate to ensure that the substantial
equivalence test captures the appropriate types of transactions, and the administrability of the test and its
application to complex contracts that reference multiple securities, including path-dependent instruments.

B. Withholding Requirements and QDDs
1. Background

Section 871(m)(1) generally treats a dividend equivalent as a dividend from sources within the United
States without regard to the residence of the person paying the dividend equivalent. As a result, section
871(m) may apply to payments made by a foreign payor to a foreign payee. See Staff of J. Comm. on
Taxation, Technical Explanation of the Revenue Provisions Contained in Senate Amendment 3310, the “ Hiring
Incentives to Restore Employment Act,” JCX-4-10, at 79 (Feb. 23, 2010) (explaining that section 871(m) may
apply to a chain of dividend equivalents, including payments made by a foreign person pursuant to
transactions described in Notice 97-66); see also Notice 97-66, 1997-2 C.B. 328, at § 5, Examples 3 and 4
(illustrating that a foreign person making a substitute dividend payment to another foreign person must
withhold U.S. tax). Because Congress was concerned that this rule may result in over-withholding in some
instances, Congress granted the Secretary authority in section 871(m)(6) to reduce tax on a chain of dividend
equivalents, but only to the extent that the taxpayer can establish that tax has been paid with respect to
another dividend equivalent in the chain, or is not otherwise due, or as the Secretary determines is appropriate
to address the role of financial intermediaries in such chain. For purposes of section 871(m)(6), a dividend is
treated as a dividend equivalent.

2. Comments on the 2013 Proposed Regulations

The 2013 proposed regulations address the role of financial intermediaries in a chain of dividend
equivalents with a rule that provides that payments made to a “qualified dealer” are not treated as dividend
equivalents if made pursuant to a transaction that is entered into by the qualified dealer in its capacity as a
dealer in securities and the dealer is the long party. For purposes of this rule, a qualified dealer is any dealer
that is subject to regulatory supervision by a governmental authority in the jurisdiction in which it was created
or organized and that certifies to the short party that it is receiving the payment in its capacity as a dealer. The
2013 proposed regulations require the qualified dealer to certify as to its dealer status to a short party on a
transaction-[*56877] by-transaction basis, and do not apply to dividends paid to a qualified dealer.

Comments requested that the qualified dealer exception in the 2013 proposed regulations be expanded,
noting that it would be impractical for dealers to certify that each transaction was entered into in a dealer
capacity (and not as a proprietary trade) and that the rule did not accommodate transactions entered into as a
hedge of another transaction. Some comments suggested that the regulations exclude transactions entered

© 2022 The Bureau of National Affairs, Inc. All Rights Reserved. Terms of Service

Bloomberg Law / PAGE 22


https://www.bloombergindustry.com/customer-agreement/

Federal Register 2015, 80 FR 56865 Dividend Equivalents From Sources Within the United States

into in the ordinary course of the dealer’s business for hedging purposes. Other comments recommended
expanding the exception to include affiliates of qualified dealers that issue certain potential section 871(m)
transactions. Comments further recommended that an affiliate in these circumstances should not be required
to certify that it is acting in its capacity as a dealer. Several comments requested that, in addition to expanding
the definition of qualified dealer, the final regulations provide rules similar to the proposed regulatory
framework described in Notice 2010-46 (discussed in more detail in section 111.B.4 of this preamble).

3. Qualified Intermediaries Acting as Qualified Derivatives Dealers

The comments received on both the 2012 proposed regulations and the 2013 proposed regulations
consistently expressed the desire for a comprehensive withholding and documentation regime tailored to
derivatives dealers. Rather than create a new regime for section 871(m) transactions, the Treasury
Department and the IRS determined that the most comprehensive and efficient way to respond to the requests
in the comments is to expand the existing qualified intermediary (Ql) regime to accommodate taxpayers acting
as financial intermediaries on section 871(m) transactions. Generally, a Ql is an eligible person that enters into
a QI agre