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Treasury Issues New Final and Proposed Regulations on Dividend Equivalent
Transactions

On December 4,2013, the U.S. Treasury issued final and proposed regulations under Section 871(m) of the Code.
The final rules extend the current definition of “notional principal contracts” (NPCs) to payments made before
January 1, 2016, while the proposed regulations introduce rules that may modify the scope and application of
Section 871(m)’s resourcing rule for “dividend equivalent” payments. In general, these new regulations are a
positive development in this complex area, offering the financial services sector and affected investors some
present certainty and additional time to digest the new proposals.

Background

Regulations under Section 863 provide thatincome from an NPCis sourced to the residence of the recipient. An
NPCis a financial instrument providing for payments calculated by reference to a specified index on a notional
principal amount in exchange for specific consideration or a promise to pay similaramounts (e.g., interest rate
and equity swaps). Non-U.S. investors would enter these contracts, which paid them “dividend equivalent”
amounts instead of holding the securities directly, to avoid U.S. tax. Section 871(m), added by the 2010 HIRE
Act and effective for payments made after September 14,2010, re-sources “dividend equivalent” payments as
U.S. source income. A dividend equivalent includes a payment that is directly or indirectly contingent upon
or determined by reference to payment of a U.S. source dividend and made pursuant to a securities lending
transaction, sale-repurchase transaction or a “specified NPC,” as well as “substantially similar” payments.

Under Section 871(m)(3)(A), an NPC is a specified NPC if (i) in entering the contract, any long party transfers
the underlying security to any short party (“cross in”); (i) in terminating the contract, any short party transfers
the underlying security to any long party (“cross out”); (iii) the underlying security is not readily tradable on
an established securities market; or (iv) in entering the contract, the underlying security is posted as collateral
by any short party with any long party. For payments made after March 18, 2012, Section 871(m)(3)(B) states
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that all NPCs are specified NPCs unless the IRS determines the contract is a type that does not have the
potential for tax avoidance.

Treasury previously issued, in January 2012 (and amended in September 2012), temporary and proposed
regulations under Section 871(m). The 2012 temporary regulations, as amended, provided that Section
871(m)(3)(A)’s definition of specified NPC applied for payments made after March 18, 2012, and before
January 1,2014. The 2012 proposed regulations, to apply to payments on or after January 1, 2014, offered
a seven-factor test to identify specified NPCs and addressed Section 1441 withholding issues for dividend
equivalent payments.

2013 Final and Proposed Regulations

The final regulations essentially adopt, with little modification, the definition of specified NPC of the 2012
temporary regulations—i.e., the statutory definition in Section 871(m)(3)(A)—and extend its application
to payments made before January 1, 2016.

The 2013 proposed regulations introduce several important changes. First, the new proposed regulations
add to the definition of “dividend equivalent” any payments made pursuant to a “specified equity-linked
instrument” (“specified ELI") that references a U.S. source dividend. An ELI is defined in the new proposed
rules as any financial transaction (other than a securities lending or sale-repurchase or NPC) that references
the value of one or more underlying securities. Second, the 2013 proposed rules do away with the formerly
proposed seven-factor test, instead espousing a“delta test”to determine whether an NPC or ELI is specified.
Delta is the ratio of the change in the fair market value of the NPC or ELI to the change in the fair market
value of the referenced property. With respect to payments made on or after January 1, 2016, an NPC or
ELI with a delta of 0.70 or greater at the time the long party acquires the transaction is a specified NPC or
specified ELI. The rules also offer guidance for transactions referencing multiple securities and aggregating
certain long positions for Section 871(m) purposes.

Other significant aspects of the 2013 proposed regulations include rules identifying the payment and
computing the amount of a dividend equivalent and providing two exceptions to Section 871(m) for
transactions where (1) a qualified dealer under Section 475 is the long party in its capacity as dealer or
(2) a taxpayer enters a transaction as part of a plan to acquire 50 percent or more of the entity issuing the
underlying securities. Anti-abuse provisions in the 2013 proposed regulations would allow the IRS to treat
any payment as a dividend equivalent if a taxpayer acquires a transaction with the principal purpose of
avoiding these rules and to challenge avoidance transactions using any and all statutory rules or judicial
doctrines. Finally, the new proposed regulations also address reporting and withholding issues for potential
Section 871(m) transactions.
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Transfer Pricing Principles May Apply to Disregarded Transactions for Foreign
Tax Credit Purposes

In Chief Counsel Advice 201349015 (CCA), released December 6, 2013, the IRS advised on the proper
reporting of U.S. taxable income and the proper standard for determining the “compulsory amount” of
creditable foreign taxes imposed on transactions between a U.S. corporation and its foreign disregarded
entity (DRE) or branch.

Aforeign DRE is generally treated as a foreign branch, and the income of a foreign DRE or branch is included
in the taxable income of its owner as if they were a single person. As such, transactions between a foreign
DRE or branch and its owner are typically ignored for tax purposes. The“arm’s length standard”under Section
482 allows the IRS to allocate income, deductions, credits and allowances among commonly controlled
(but separate) taxpayers to prevent tax evasion and clearly reflect income. The arm’s length standard does
not seem particularly meaningful for transactions between foreign DREs or branches and their owners that
are non-events for tax purposes.

Although generally ignored for U.S tax purposes, transactions between a foreign DRE or branch and its
owner can impact foreign taxes. In particular, the IRS’ concern is that non-arm’s length pricing may result
in “too much income” being reported in the foreign country and thus an “overpayment” of foreign taxes.
Consequently, the CCA opines that the arm’s length standard may be relevant to determining whether
non-arm'’s length transfer prices in transactions between a foreign DRE or branch and its owner result in
noncompulsory foreign taxes that are ineligible for the U.S. foreign tax credit.

Under Section 1.901-2(e)(5) of the regulations, foreign taxes are not considered paid—and thus are not
creditable under Section 901—if they exceed the liability under foreign tax law (the“noncompulsory rule”).
Further, under the noncompulsory rule and Section 901 regulations, a taxpayer must substantiate that its
orits foreign DRE’s foreign tax return was prepared based on a reasonable interpretation of the substantive
and procedural foreign tax law (including applicable tax treaties) and exhaust all effective and practical
remedies to reduce and minimize its foreign tax liability.

Essentially, this CCAis a warning to U.S. corporations with foreign DREs or branches. Just because transactions
between a foreign DRE or branch and its owner (or between a foreign DRE or branch and an affiliate of its
owner) may be ignored (or produce offsetting amounts) for many U.S. tax purposes, taxpayers should not
interpret this general treatment as a free pass to disregard arm’s length principles. These transactions can still
have significant, if incidental, consequences on U.S. taxable income—e.g., the foreign tax credit. While the
CCA does not discuss in depth transactions between foreign corporations and their U.S. DREs or branches,
the IRS counsels that these transactions may similarly be given effect for limited U.S. tax purposes—e.g.,
the income sourcing rules.

For more information, contact Edward Tanenbaum at (212) 210-9425 or Heather Ripley at (212) 210-9549.



http://www.alston.com
http://www.alston.com/professionals/edward-tanenbaum/
http://www.alston.com/professionals/heather-ripley/

If you would like to receive future International Tax Advisories electronically, please forward your contact information to
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