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Good morning Chairman Levin, Ranking Member Coleman, and Members of the 
Subcommittee.  Thank you for the opportunity to appear before you today to discuss an 
issue of great interest both to the Internal Revenue Service (IRS) and to this 
Subcommittee – the practice of using certain financial instruments to reduce or eliminate 
the U.S. withholding tax that applies to payments of dividends on U.S. stocks to foreign 
persons.   
 
Let me reiterate what I have told this Subcommittee previously.  I have made 
international issues a top priority for the IRS for my five-year tenure as Commissioner.  
Previously, I discussed broad themes and specific examples of the IRS’ investigations of 
offshore activities.  
 
For the past several years, the IRS has also been investigating the issues that are the 
subject of this hearing.  I am pleased to report on the current status of our efforts.  Let me 
also reiterate our appreciation for the support of the Members of this Subcommittee. 
 
The transactions that the IRS and this Subcommittee are examining are extremely 
complex, often involving multiple taxpayers, some of whom are foreign citizens located 
outside the United States.  Some of these transactions are conducted offshore between 
counterparties that are both foreign entities, raising difficult jurisdictional questions.   
 
With the growing complexity and sophistication of our financial markets, the tax 
treatment of derivatives has become an increasing area of focus for the IRS, and we 
appreciate this Subcommittee’s work on these issues.   
 
This morning, I would like to describe some of the transactions we are now seeing.  I will 
then describe what we are doing to respond, and finally, I will discuss some of the 
obstacles we are seeing as we move forward on these issues. 
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Background 
 
Unlike U.S. persons, who are subject to U.S. tax on their worldwide income, foreign 
persons are generally subject to U.S. tax only on their U.S. source income.  Income of a 
foreign person that is effectively connected with the conduct of a trade or business in the 
United States is taxed generally in the same manner as income of a U.S. person.  For 
example, if a foreign citizen directly operates an auto repair business in this country, he 
or she is responsible for paying Federal income tax on the income earned in the United 
States from that business, just like a U.S. citizen. 
 
Special tax rules apply to passive investment income received by a foreign person.  A 
foreign person’s U.S. source income that is not effectively connected with a U.S. trade or 
business generally is subject to a 30-percent withholding tax on the gross amount of the 
payment, although there are significant exceptions to that general rule.  The 
determination of whether a particular payment to a foreign person is subject to U.S. tax – 
and at what rate – is highly fact specific, due to the various statutory exemptions, 
regulatory rules, and exemptions or lower rates provided by tax treaties.   
 
For example, dividends from passive investments in stocks of U.S. corporations paid to 
foreign persons are subject to U.S. taxation at a rate of 30 percent (unless reduced by a 
tax treaty) on the gross amount of the dividend.  By contrast, capital gains earned by 
foreign persons with respect to passive investments in stocks of U.S. corporations are 
generally exempt from U.S. tax by statute.  Furthermore, income earned by foreign 
residents with respect to “notional principal contracts” (such as a total return equity swap, 
described below) is generally considered to be from foreign sources under applicable 
regulations (and therefore exempt from U.S. tax), to the extent the foreign person is not 
engaged in a U.S. trade or business.  In addition, most forms of interest paid to foreign 
persons are not subject to the 30-percent tax on the gross amount of the payment.  This is 
primarily due to statutory exemptions, such as the exemptions for “portfolio interest” and 
for interest from U.S. bank deposits.  U.S. tax treaties also often further reduce or even 
eliminate the withholding tax on passive investment income.  
 

Some foreign taxpayers have attempted to structure their investments to reduce or 
eliminate the 30- percent withholding tax.  By using certain structured financial 
transactions, foreign taxpayers can, under certain circumstances, earn income that is 
economically attributable to a U.S. source dividend payment (which would be subject to 
withholding tax if paid by a U.S. corporation directly to the foreign taxpayer) as some 
other form of income that is exempt from U.S. withholding tax.  Often, various types of 
sophisticated financial transactions, including total return equity swaps, and securities 
lending transactions are used. 

The following are examples of these financial transactions. 

• Total Return Equity Swaps – A total return equity swap is an executory contract 
between two parties to exchange a series of cash flows, which derive their value 
from a hypothetical (or “notional”) quantity of underlying stock.  These contracts 
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allow one party (typically referred to as the “long” party) to achieve the same pre-
tax economic effect it would have had if it had borrowed money from the 
counterparty (typically a financial institution) to purchase a specified block of 
stock.   

For example, suppose a taxpayer wants to simulate the monetary benefits and 
burdens of owning 100 shares of X Corporation stock for a year, and suppose the 
X Corporation stock today is selling for $50 per share.  The taxpayer could enter 
into a one-year contract as the “long” party with a counter-party, usually a 
financial institution, providing for periodic payments to be made by one party to 
the other, calculated in the following manner:   
 
(1) if the X Corporation stock appreciates in value during a given quarter, then the 
institution will pay to the taxpayer an amount equal to that appreciation, so if X 
Corporation stock appreciates to $55 during the first quarter, then, at the end of 
that quarter, the institution will pay to the taxpayer $5 x 100 shares, which equals 
$500;  
 
(2) if the X Corporation stock instead depreciates during a given quarter, then the 
taxpayer will pay to the institution an amount equal to that depreciation, so if X 
Corporation stock depreciates to $44 during the first quarter, then, at the end of 
that quarter, the taxpayer will pay to the institution $6 x 100 shares, which equals 
$600;  
 
(3) if X Corporation pays a dividend during a given quarter, then the institution 
will pay to the taxpayer an amount equal to that dividend, so that if X Corporation 
pays a dividend of $1.50 per share during the first quarter, then, at the end of that 
quarter, the institution will pay to the taxpayer $1.50 x 100 shares, which equals 
$150; and  
 
(4) the taxpayer will pay to the institution an amount equal to some rate, such as 
LIBOR, times the value of 100 shares of X Corporation stock at the beginning of 
the quarter.  LIBOR is the London Interbank Offered Rate which is the interest 
rate that banks charge each other for fixed term loans.  So if LIBOR is 4 percent 
annually, at the end of the first quarter, the taxpayer will pay to the institution 1 
percent x $50 per share x 100 shares, which equals $50.   
 
Importantly, under the total return swap contract, these periodic payments are 
netted.  Consequently, these gross amounts do not represent the parties’ actual 
entitlements or obligations (for example, in a bankruptcy court context), but rather 
they are computational inputs that calculate the net/actual commercial 
arrangement.   
 
Furthermore, because of the uncertainty in the values underlying the computation 
(e.g., the value of the underlying stock), at the inception of the contract, the 
parties do not know who will make a net payment to whom.   
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Because the taxpayer does not own X Corporation stock, the taxpayer has no right 
to vote on corporate matters.  Nevertheless, the taxpayer has synthesized the 
monetary benefits and burdens of leveraged ownership; that is, without investing 
any cash up-front, the taxpayer will gain if the value of X Corporation stock 
increases, will lose if the value decreases, and will benefit if X Corporation pays a 
dividend on its stock – just like an owner who borrows money to buy the stock 
outright. 
 

There are a number of legitimate uses of swaps.  However, when a taxpayer enters 
into a swap with the financial institution, receives a substitute dividend pursuant 
to the swap, and then terminates the swap and buys the stock back from the 
financial institution (“cross in, cross out"), taxpayers can expect the IRS to look 
closely at whether the holder of the swap effectively owns the security on the 
dividend record date and so is taxable on the dividend.  This transitory divestiture 
of the stock is an area of particular IRS scrutiny, as will be discussed in this 
testimony. 

• Securities Lending – Securities lending transactions are common commercial 
transactions of long standing in which the owner of a security “lends” the security 
to another person, who typically sells the security to a third person in a “short 
sale.”  The borrower must thereafter return the borrowed securities (or their 
equivalent) to the lender.  During the time that the transaction remains open, the 
borrower must also pay the lender amounts equivalent to distributions (e.g., 
dividends), which the owner of the security is entitled to receive during the same 
period.  In the case of stock loans, these are commonly called “substitute dividend 
payments.”   

As an economic matter, the lender still earns the same economic return as the 
actual owner of the shares (i.e., it receives all of the price 
appreciation/depreciation of the underlying security as well as the amount of any 
distributions).  From a tax perspective, by statute, the lender typically does not 
recognize gain or loss upon execution of the loan.  Furthermore, the lender is not 
entitled to treat substitute dividend payments as actual dividends (e.g., recipients 
of substitute dividend payments are not entitled to claim a dividends received 
deduction or to treat them as qualified dividend income currently subject to 
capital gains rates). 

These transactions can involve a foreign person “loaning” dividend-paying U.S. 
stocks to financial institutions that can result in such foreign persons avoiding 
ownership of the stock on the dividend record date.   

In general, the IRS considers “substitute dividend payments” made to lenders on 
loans of U.S. equities to be U.S. source income that is  subject to withholding tax.  
However, recognizing that a single security can be lent multiple times (and 
thereby generate multiple substitute dividend payments), Notice 97-66 was issued 
to prevent the multiple (or “cascading”) imposition of tax on an amount that is 
economically attributable to a single dividend distribution.  The IRS is aware that 
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some taxpayers are interpreting Notice 97-66 in a manner that permits the 
payment of substitute dividends without the imposition of U.S. tax where such 
exemption is not necessary to prevent the cascading tax that the Notice was 
designed to prevent.  The appropriateness of these positions and whether 
withholding tax applies in international securities lending transactions is an 
extremely fact-intensive determination, and does not lend itself to generalizations.   
IRS audits in this area are complex, and labor-intensive.  We have ongoing 
investigations in this area and will continue to focus on ensuring that financial 
institutions are following the applicable rules. 

IRS Examinations 
 
In 2007, the IRS initiated a number of focused examinations of financial institutions with 
regard to the financial instruments and transactions that I described above (i.e., total 
return swaps and securities lending).  The immediate goal of these examinations is to 
determine whether such financial institutions have failed in their responsibilities to 
withhold tax on payments made to their foreign clients who may be liable for U.S. taxes 
with respect to such payments.   
 
In the course of these examinations, we have issued numerous information document 
requests (IDRs) requesting information related to suspicious transactions.  Depending on 
the nature of the examination, these IDRs requested e-mails, power point presentations, 
promotional materials, and other documents on selected financial transactions or 
categories of transactions. 
 
Under such IDRs, financial institutions are requested to review their swap and security 
lending transactions to produce information and correspondence about certain 
transactions that meet criteria that the IRS believes may reveal or may otherwise suggest 
the incidence of potentially suspicious transactions. 
 
In addition to the IDRs, the IRS has taken testimony from senior executives of the 
financial institutions and plans to conduct further interviews during these examinations.  
As noted above, these are extremely complex investigations that are still ongoing. 
 
Analysis of Transactions 
 
In administering the applicable tax laws in this area, the IRS must undertake a multi-
faceted analysis.    
 
First, we are required to analyze and characterize a transaction under general tax 
principles (e.g., tax ownership principles).  Next, we must consider whether a transaction, 
so characterized, is being treated by the taxpayer in a manner that comports with the 
technical requirements of the statute and regulations.  In this context, we are evaluating 
how taxpayers and financial institutions structure stock sales and purchases that occur 
around the same time as the execution and termination of certain swap contracts.  This is 
a complex and time-consuming process.      
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Detection 
 
One of the challenges we face in dealing with international issues and specifically as we 
examine the transactions I described above, is that these transactions generally involve 
foreign persons.  Because these foreign persons are not always required to file U.S. tax 
returns, it is often difficult to detect potential wrongdoing, but there have been some 
recent developments that may improve our capabilities in this area. 
 
The IRS is benefiting greatly from information from informants that are intimately 
familiar with the activities of the taxpayers and the nature of the transactions.  Overall, 
the number of informants coming forward on all issues has increased dramatically since 
the significant changes adopted by Congress in the Tax Relief and Health Care Act of 
2006.   
 
Finally, when we identify foreign persons who may be inappropriately avoiding U.S. tax, 
we are often able to gather information on those foreign individuals through our tax treaty 
and Taxpayer Information Exchange Agreement (TIEA) network, which I discussed at 
this Subcommittee’s hearing on July 17, 2008. 
 
Challenges in Moving Forward 
 
The most significant challenges the IRS faces in reviewing cases such as those involving 
total return swaps and securities lending are the complexity of the transactions, the need 
to evaluate factors on a case-by-case basis, and the difficulty in examining transactions 
occurring outside the United States by parties located offshore.   
 
In assessing potential liability, we must look at the fact pattern of each individual 
transaction and in most circumstances the analysis is fact-intensive.   
 

Finally, the issues presented by the existing regulations and Notice 97-66 are under 
review by the IRS and the Treasury Department.  It is disturbing whenever taxpayers 
manipulate the tax code in a way that is contrary to the intent of the law.  Our review of 
the Notice will seek to determine whether it can be modified to retain the original intent – 
the prevention of the cascading of U.S. withholding tax on substitute dividend payments 
– while preventing structures created to eliminate U.S. withholding tax on substitute 
dividend payments.   

Whether to adopt further published guidance necessitates a careful consideration of the 
possible ancillary effects of that guidance.  We must be careful as we look at potential 
changes in the regulations to ensure that we are driving the proper type of behavior while 
not impeding legitimate business transactions.  This may mean that we have to make 
difficult choices because changing regulations to address one problem may raise critical 
issues in another area.  
 
More broadly, we must make sure that any changes do not have unintended 
consequences.   
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Summary 
 
Mr. Chairman, let me reiterate that the IRS is carefully examining a number of cases 
involving the transactions that this Subcommittee has raised.  We have received 
thousands of documents from our information document requests, which we are 
reviewing carefully.  We have interviewed employees, outside counsel, and others to 
determine what they can add regarding specific financial transactions. 
 
I cannot predict where these examinations will lead, but I hope this Subcommittee 
understands that despite the challenges I have discussed, we have multiple examinations 
ongoing.   
 
We appreciate the interest of this Subcommittee and I thank you for the opportunity to 
appear before you today.  I would be happy to respond to any questions that you or any 
Member of the Subcommittee may have. 
 


