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An equity derivztive is an inctrument thit is not
itself a share of stogk. but whose value is d-rived from

the value of one or more shares of stock. [ e varieties
ntly in the

L

of such contracts have proliferated signifl
1990s, so that the market place not culy offers
traditional convertibles and warrants, but also ziodl
index products, unbundled stock units, sweaps wud
numerous hybrid producis.

This article addresses three basic types of =quity
derivatives: options, forwards/futures and siwups.
Each is examined from the perapective of szveral
fundamental tax questions: timing (when is
income/loss taken into account), character (v:pital or
ordinary income/icss), source (is the income/ioss
sourced within or outside the U.S.), withholding, and
tax ownership.

Timing

The general principle of U.S. federa! taxation is
that a taxpayer should have a realizable event before
a tax is imposed. This realization principle is so
heavily eroded in the area of financiai transactions,
however, that there are now probably more transac-
tions that fall under the exceptions than within the
general rule. For example, securities dealers must
account for their gains and losses using a mark-to-
market system, and securities traders ars permittod to
elect to use such a sysiem. Similaily, "§1256" con-
tracts must be marked to market at year ezl anl at
certain other times. In addition, the stradcle rules
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prevent the recognition of loss on the sale of one asset
tc the extent that a tazpayer has - unrecognized
gain in an “offsetting position.” Recenily, Congress
ed the “constructive szle” rules of §1259, . Lich
lire recoguition of gai rs there are certain
sspect t¢ gzppreciated oroperty,
y has title to ‘hat
rty and does not intend ic dispose of it. ..
iMany commentators crificiz . piecemeal . les
for determining the correct time ior f:zking into ac-
count gain and loss for tazaiion purposes, and susgest
hat there should be a comsistent rule, providing cither
for cash-flow or mark-to-market taxaticy. However,
the likelihood of compr sive tax reform in this
area is remote, and so p oners continue to sort
through a maze of rules 1o determine when a taxpayer
reports gain and loss on iis tax isturn, and how much
gain and loss should be rsported.

Character

The distinction between ordinary incore or [oss
and capital gains and losses is signilicart tor a num-
ber of reasons under U.S. fedsral incouie tox law, For
individuals, the maximum tax vzie on crdinary in-
come is 39.6%, while the minimum ¢ate for leng term
capital gains for thoese the same iux bruckets is
20%.* In addition, an idual is orly permitted to
deduct capital losses againg! ital gains, vlus $3,000
of ordinary income.” A corporuiion is only permiited
to deduct capital losses wgaiust capital gains, out
there is no rate diffsrential.

i

Withholdin g

The U.S. federal government imnposes a 30% wiik-
holding tax on certain types of U.S. source income
urless the income iz sffectively connected with ihe
conduct of a U.S. trade or business or the iax is
reduced or exempted by trezty. The types ol U.S.
source income that are subject to withbolding in ude
interest, dividends, rents, salaries, wages ant other
“fxed or determinable annual or periodical gains,
profits or income” (known in the iax world  as

See Warren, “Financial Contract Innovaiicn znd Income Tax
Policy,” 107 Harv. L. Rev., p. 460 (1993).

2 Although the long term capital gains raies for those in lower tax
brackets drops to 15%. §1.

3181211(b).
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“FDAP”). Although FDAP is not defined anywhere,
practitioners ask as a rule of thumb whether the
income in question has a high ratio of net income to
gross income (i.e., there are few significant deductions
attributable to the income).

Tax Ownership

Tax law has developed its own analysis to deter-
mine who owns property. The indicia of tax ownership
developed by the courts and IRS focuses on the
benefits 2nd burdens of ownership, as well as legal
title, and the right to dispose of the property. For
stock, indicia of ownership also includes the right to
vote the shares, obtain information from the company,
sell, pledge or otherwise use the stock, and obtain
distributions upon liquidation.

3

OPTIONS

Timing

The general principle is that a taxpayer does not
realize taxable income upon the receipt of an option
premium.* If the option expires unexercised, the pre-
mium income. less fees and commissions,’ becomes
income to the grantor on the date of expiration, and is
included in income in the year of the expiration.® The
amount of income realized by the option grantor upon
the exercise of an option includes the amount of the
premium less commissions and fees. These amounts
are added to the amount paid for the underlying
stock, and the taxpayer will have a gain if the strike
price plus premium is greater than its basis in the
stock sold., or a loss if the strike price plus premium is

The treatment of option purchasers mirrors that of

option grantors. The mere payment of a premium plus
COMINissions fees for an option does not trigger
any lax consequences. If the option expires unexer=
cised. the taxpayer is treated as if it disposed of the
option on the expiration date.’” Purchasers will there-
{ore have o loss for the amount of the option premi-
um, plus commissions and fees in the year the opt ion

expired. 1f the option is exercised, no gain or loss is
recognized, but the premium plus commissions and
fees ar= included in the basis of the stock acquired.’

“Tev. Ful. 78-182, 1978-1 C.B. 265, Rev. Rul. 58-234, 1958-1 C.L.
279, Rev. Rul. 71-521, 19712 C.B. 313.

*Rev. Rul. 58-234, 1958-1 C.I5. 279, Rev. Rul, 68-151, 1968-1 C.B.
363.

¢ Rev. Rul. 78-182, 1978-1 C.E. 265.

181234(2)(2).

"Rev. Rul. 78-182, 1978-1 C.B. 256, Rev. Rul. 58-234, 1958-1 C.B.
379, Rev. Rul., 68-151, 1968-1 C.B, 363.
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Cash Settlement Options

While the exercise of a physically settled equity
option has no immediate tax consequence, the exer-
cise of a cash-settled option is treated as the sale or
exchange of the option. Therefore, the taxpayer will
have taxablz gain or loss upon such exercise.’

The exceptions to these general rules are numerous,
and include the following:

Options that Are Part of a Tax Straddle

The U.S. tax law provides for special treatment of
“offsetting positions in personal property.” * Most
particularly, for tax purposes, a taxpayer will not be
able to deduct currently a loss sustained in a transac-
tion on one of the positions in a straddle to the extent
of unrealized gains in any other offsetting positions; "
it must capitalize all expenses associated with carry-
ing positions that are part of a straddle; ? and its
holding period on any position that is part of a
straddle does not begin to run until the position ceases,
to be part of the straddle.”

For these purposes, a taxpayer will be considered to
hold “offsetting positions with respect to personal
property” if holding one of the positions substantially
diminishes the taxpayer’s risk of loss from holding
any other position.* ‘“Personal property” is any prop-
erty of 2 kind that is actively iraded.” Stock is not
included in the definition of personal property unless:

[J The stock is stock in a corporation formed or
availed of o take positions in property which offset
the taxpayer’s other positions; ' or

[ The straddle consists of stock and an option with
respect to that stock or substantially identical stock; 7
or

[ The straddle consists of stock and a position with
respect to “substantially similar or related property
other than stoclk.” '*

The definition of “substantially similar or related
property” is contained in regulations issued in 1995."

These regulations provide that, in general, property
is substantially similar or related to stock when:

O] The fair market values of the stock and the
property primarily reflect the performance of —

o A single firm or enterprise;

e The same industry; or

o The same economic factors; and

*§1234(c)(2)(B).
1'§1092.

1 81092(a)(1)(A). -

1 8263(g).

b Regs. §1.1092(b)-2T(a)(1).
" 81092(c)(2).

1 §1092(d)(1).

% 81092(d) (3)(B) ().

7 §1092(d)(3)(B) () (1).
1 §1092(d)(3)(B)()(IT).
® Regs. §1.246-5.

Financial Products

1087-2922/97/30+51.00



868

FINANCIAL PRODUCTS

[0 Changes in the fair market value of the stock are
reasonably expected to approximate, directly or in-
versely, changes in the fair market value of the
property or a fraction/muiltiple thereof.”

These regulations provide special rules to determine
whether a position reflecting the value of a portfolio
of stocks (e.g., ann option on the S&P 500) is “substan-
tially similar or reiated” to the particular stocks that
make up a taxpayer’s portfolio.

The straddle rules do not apply to certain straddles
consisting of qualified covered call options and the
optioned stock. A qualified covered cali optlion is an
option granted by the taxpayer tc purchase stock held
by the taxpayer if the option is traded on a national
securities exchange; the option is grantzd more than
30 days before the day on which the option expires;
the option is not a deep-in-the-money option; the
option is not granted by an options dealer in connec-
tion with its dealer activity; and gain or loss with
respect to the option is not ordinary income or loss.”

Options that are also “§1256 Contracts”

Stock options may not be subject to the general rules
if the options are *“§1256 contracts.” Section 1256
contracts must be marked-to-market at year end, or
when the tamayerq rights are terminated or trans-
ferred during the year by offsetting, by taking or
meking delivery, by exercise or by being exercised, by
signment or by being assigned, by lapse or otherwise,
Optlons on individual stocks, even if listed on a U.S.
eXC '-_"lge are not required to be marked to market,
because §1256 defines quite narrowly the kinds of
equity options that come within its ambit, namely:

] “Dealer equity options,” i.e., an equity option
granied or purchased by an cptions dealer in the
course of the dealer’s activity as a market maker or
specialist in listed options; * and

O “Nonequity options”, i.e., in this context, a stock
index option listed on a U.S. exchange.”

Dealers or Traders in Securities

Taxpayers which are considered “dealers in securi-
ties” are subject to mark-to-market treatment on their
securities portfolio. A “dealer” for these purposes is a
taxpaysr who regularly purchases securities from or
sells securities to customers in the ordinary course of
a irade or business, or regularly offers to enter into,
assume, offset, assign or otherwise terminate positions
in securities with customers in the ordinary course of
a trade or business.® A security includes stock, evi-
dence of indebtedness, swap, or other derivative in-

® Regs. §1.246-5(b)}(1).
2 §1092(c)(4).
2.81092(2)(3)(A)(ii).
»§1256(g)(3).

# §475(c)(1).
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strument on stock or debt.” An equity option could be
part of a dealer’s portfolio, and unless the option is
held by the taxpayer as an investment,® or is a hedge
of a security held for investment,” the taxpayer treats
the option as if it sold for its fair market vaiue on the
last business day of the taxable year, and takes the
resulting gain or loss into account in that year.®

Under the Taxpayer Relief Act of 1997, a trader in
securities is also entitled to elect mark-to-market
treatment on its trading portfolio. A trader is some-
what circularly defined as “a person who is engaged
in a trade or business as a trader in securities.” ® A
trader who elects mark-to-market treatment may
avoid marking a security to market if the trader
establishes to the satisfaction of the Secretary of the
Treasury that that security has no connection to the
activities of the taxpayer as trader, and specific same-
day identifications are complied with.”

Options on a Taxpayer’s Own Stock

Options on a taxpayer’s own stock are subject to
special statutory rules. If a taxpayer grants an option to
another party to purchase the taxpayer’s stock and the
option is purchased back by the taxpayer, or lapses, the
taxpayer has no gain or loss.* There should also be no
tax consequence if the option is cash settled on the
exercise date.” Similarly, if the taxpayer grants an
option allowing the purchaser to put the taxpayer’s
stock back to the taxpayer, there should be no tax
consequence on the repurchase or lapse of the option, or
its cash settlement, although this latter rule is implied
rather than explicitly provided in the statute.

Tax practitioners have assumed that if a taxpayer
purchases a put or call option on its own stock, there
should be no tax consequence upon lapse, or exercise of
such an option, whether physically or by cash settle-
ment, although authority for this conclusion is unclear.
It has been suggested that because of the lack of
authority on this point, taxpayers could argue that
gains resulting from transactions relating to a taxpay-
er’s purchase of options on its own stock should be
sheltered from taxation, while losses would be deduct-
ible, although this result clearly violates the spirit of
the statute and would undoubtedly be challenged.”

Wash Sale Rules

The Internal Revenue Code has had rules to pre-
vent the recognition of tax losses using closely timed

3 £475(c)(2).

% §475(b)(1)(A).

 §475(b)(1)(C).

» 8475(a)(2).

* 8§475(D(1)(A).

* §475(N(1)(B)

% §1032.

* Rev. Rul. 88-31, 1988-1 C.B. 302.

% See Schler, “Exploring the Boundaries of Section 1032, 49 Tax

Law, pp. 543-627.

©® 1997 Tax Management inc., a subsidiary of The Bureau of National Affairs, Inc.
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sales and repurchases of stock since 1921. However,
in 1988, Congress introduced the same rule for the
sale and repurchase of stock options. Section 1091
now provides that no loss is allowed from the sale of
stock, or contracts or options to acquire or sell stock
if, within a period beginning 30 days before the sale,
and ending 30 days after the sale, the taxpayer has
acquired, or entered into a contract to acquire, sub-
stantially identical stock or contracts or options to
acquire or sell stock.

There is some gquestion about what constitutes
“substantially identical securities” in the context of
options. One prominent commentator, adapting the
seminal Black-Scholes option model* to the tax law,
suggests that options with maturity dates and/or
strike prices that are different by more than a de
minimis amount should not be considered substantial-
ly identical, although he cites a contrary GCM.*

Character

Gain and loss associated with the sale, disposition,
lapse, exercise, etc., of an option has the same charac-
ter of the property which is the subject of the option.*
Therefore, if the equity interest to which the option
relates is a capital asset in the taxpayer’s hands, the
gain or loss from the option will also be capital. This
is true whether the option is cash or physically settled.

If the option is a §1256 contract, i.e., a broad-based
stock index option that fits within the definition of
“nonequity option,” or a dealer equity option, its
character will be 60% long term capital gain or loss
and 40% short term capital gain or loss, irrespective
of how long it has been held by the taxpayer, or what
the character of the option or underlying property
would otherwise be in the taxpayer’s hands.

If the option is non-investment property in the hand
of a securities dealer,” or a hedge of ordinary proper-
ty held by the dealer, gain and loss with respect to the
option will be ordinary.®

Withholding

There is no authority as to whether income received
by a foreign person upon sale, or cash settlement of an
option, constitutes FDAP and is, therefore, subject to

* As analyzed in Note, “Wash Sales and Stock Options: How Does
the “Substantially Identical” Rule Apply?” 42 Tax Law, p. 1073
(1989).

# Gee Kleinbard, “The U.S. Tazation of Equity Derivative Instru-
ments” in The Handbook of Equity Derivatives, Jack Clark Frances,
et. al., Chicago: Irwin, 1995, at p. 545.

®81234(a)(1).

% There are complex rules to determine whether property held by a
dealer in securities is subject to the general mark-to-market/ordinary
character regime or otherwise. Identifications and elections may have
to be made. The practitioner concerned about these issues should read
§475 and the regulations thereunder in greater detail than the outline
contained here can provide.

¥ Regs. §1.1221-2.
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withholding tax. Moreover, there are no specific rules
relating to the sourcing of income realized with re-
spect to an option. The U.S. Treasury has authority to
issue sourcing rules for options, forwards and futures
contracts, but this authority has not been exercised.
Therefore, income realized under options, forwards
and futures contracts is sourced under the general
sourcing provisions of the Internal Revenue Code.
Under §865(a), income from the sale of personal
property is sourced according to the residence of the
taxpayer. In order for §865(a) to apply, the income
must result from the sale of personal property. Under
general principles, income from the cash settiement of
an option or forward is not considered income from the
sale of property. However, an argument could be
made, based on an interpretation of the newly amend-
ed §1234A of the code, that to the extent that the
option is a capital asset in the taxpayer’s hands, income
from the expiration, lapse, or other termination of the
option is income from the sale of such property.” To
the extent the option is an ordinary asset in the
taxpayer’s hands,” it is necessary to determine whether
the income from the option is FDAP. There is, unfortu-
nately, no clear guidance on this point.

For many taxpayers, the question of withholding is
resolved by Treaty rather than domestic law. Under
the 1996 U.S. Model Treaty," income from financial
instruments not specifically covered by another Trea-
ty article will be covered by Article 21 “Other In-
come” and will be subject to income tax only in the
country of residence of the recipient. For taxpayers
whose option gains or losses are generated by a
business in dealing in such instruments, the income or
loss may be covered by the “Business Profits™ articles
of the Model or other relevant treaty.”

Tax Ownership

If a taxpayer purchases a call option with respect to
stock, it will not be considered to own that stock until
the option is exercised, and the holding period on the
stock will not begin to run until that date.* Similarly,
the purchaser of a put option will not be considered to
have sold the property until the option is exercised.
However, if it is virtually certain that the option will
be exercised, the option will be treated as a forward
contract, i.e., the taxpayer may be treated as contract-
ing to sell/buy the stock on the strike date for the sum
of the premium and the strike price.”

* This conclusion follows from an interpretation of §12344.

“1f, for example, the taxpayer is a dealer in securities.

“ The U.8. Model Income Tax Convention of September 20, 1996,

“ Article 7 of the 1996 Model Treaty.

“81223(8).

:Rav‘ Rul. 82-150, 1982-2 C.B. 110, Rev. Rul. 85-87, 1985-1 C.B.
268.

Financial Products
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Forwards

Timing

A taxpayer entering into a forward contract (i.e., a
non-exchange traded contract) to buy or sell stock
does not have to recognize gain or loss on the contract
until it is terminated, assigned, offset, etc., i.e., there
is no requirement to mark the contract to market or
otherwise accrue the gain or loss until the contract is
disposed of in some way.

If the taxpayer delivers the stock under the forward
contract, it will recognize gain and loss at that time, in
an amount equal to the difference between the amount
received under the contract, and its basis in the stock. If
the taxpayer purchases stock under the forward con-
tract, the amount paid for the stock will become its basis
in the asset, and no gain or loss need be recognized at
the time that it accepts delivery of the stock.”

If the taxpayer cash-settles the contract, either on
or prior to the settlement date provided under the
contract, gain and loss will be recognized at the time
of the cash settiement. A taxpayer could offset its
position under the forward contract by entering into
an equal but opposite forward contract with another
party. Under the common law, it is uncertain whether
this kind of transaction would constitute a true termi-
nation giving rise to immediately recognizable gain or
loss, because of the potentially different counterparty
risks under the two forward contracts. Under the new
constructive sale rules of §1259, entering into such an
equal and offsetting contract would almost certainly
constitute a constructive sale, if the original forward
contract were an “appreciated financial position.”
Consequently, the taxpayer would be required to
recognize taxable gain in the year of offset.

To the extent that a taxpayer is a dealer in securi-
ties, it may be required to mark the forward contract
to market, unless the contract is held by the taxpayer
as an investment, or as a hedge of an investment.*

Character

A forward contract on stock is an executory con-
tract. In general, in order to obtain capital gain or loss
on a transaction, a taxpayer must have a sale or
exchange of a capital asset.” However, under a spe-
cial statutory rule, gain or loss attributable to cancel-
lation, lapse, expiration, or other termination of a
right or obligation with respect to property which is
(or on acquisition would be) a capital asset in the

* Bernuth Lembcke Co., v. CIR, 1 B.T.A. 1051, (1925) (acq. 1V
C.B. 3).

% §475.

1 §1222.
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hands of a taxpayer, is treated as gain or loss from the
sale of a capital asset.® Except for forward contracts
entered into by dealers in stock, most terminations
and other disposals of forward contracts on stocks will
fit within this latter rule, and will generate capital
gain or loss for taxpayers,

Withholding

As discussed above, in order to determine whether
income to a non-U.S. person is subject to withholding
tax, it has to be decided whether the income is
sourced within or outside the U.S. Under §865(a),
income from the sale of personal property is scurced
according to the residence of the taxpayer. In order
for §865(a) to apply, the income must result irom the
sale of personal property. Under generzl principles,
income from the cash settlement of a forward con-
tract is not considered income from the sale of proper-
ty. However, an argument could be made to the
extent that the forward contract is a capital asset in
the taxpayer’s hands, income attributable to the can-
cellation, lapse, or other termination of the forward is
income from the sale of such property.* To the extent
that the forward is an ordinary asset in the taxpayer’s
hands,® it is necessary to determine whether the
income attributable to the settlement of ihe forward is
FDAP. It could be argued the income received from a
cash-settled forward contract is FDAP because there
would be a high ratio of net income to gross income
given the lack of significant deductions attributable to
the income received. However, there is no authority
on this point, and, as for the discussions on the
options, many of these issues will be resolved under
the particular income tax treaty that governs the
taxation of the parties to the transaction.

Tax Ownership

Entering into a forward contract of publicly traded
property will not immediately transfer title to that
property, since legal title is necessary in order to deal
with the property in the future.” It generally will not
transfer tax ownership, either.

Futures Confracts

Timing
Since there are no futures contracts on individual
stocks in the U.S., the only relevant equity futures are

*B1234A.

# This conclusion follows from an interpretation of §1234A.

2 Tf, for example, the taxpayer is a dealer in securities.

i Rev. Rul. 73-524, 1973-2 C.B. 307, Rev. Rul 72-478, 1972-2 C.B.
487,

®© 1997 Tax Management Inc., a subsidiary of The Bureau of Mational Affairs, Inc.
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index futures contracts, i.e., contracts in which one
party pays and one party receives cash based on the
change in value of an index based on the prices of a
portfolio of stocks. All such futures contracts are
§1256 contracts. This means that they would have to
be marked to market at year end, and after various
other termination events, and gain or loss would be
taken into account at that time, as described above
for options.

Character
All gains on §1256 contracts receive the same
characterization, i.e., 60% long term capital gain and
40% short term capital gain.
Withholding

The discussion above for forward contracts is equal-
Iy applicable to futures contracts.

Tax Ownership

The discussion above for forward contracts is equal-
ly applicable to futures contracts.

Swaps

Timing

Special rules have been promulgated by the Trea-
sury to determine the correct timing for taking into
account income and loss from a *“notional principal
contract.” Although the definition of “notional princi-
pal co t" is fairly broad, there are certain types of
contracts which traders call “swaps” that would not
fall within this definition. When assessing the tax
impact 0[ an equity financial instrument, therefore, it
is i“’M" rtant to determine first whether it is a notional
principal contract, and if not, what other character-
ization is apnronrlate

A notional principal contract is defined in regula-
tions as a financial instrument that provides for pay-
ment of amounts by one party to another at specified
intervals calculaied by reference to a specified index
upon a notional principal amount in exchange for
specified consideration or a promise to pay similar
amounts.*? Equity swaps are explicitly listed as intend-
ed to be included in this definition.” Several elements
of this definition deserve further discussion:

.....‘

@ A notional principal contract only requires one

party to male regular payments. As long as the other

2 Peps. §1.446-3(c)(1)(i).
» Regs. §1.446-3(c)(1)(i).

i1-21-97

party makes some promise, or transfers other good
consideration, there is no need for both parties to
malke reguiar payments. This sometimes occurs where
one party agrees to make regular payments and there
is a single payment between the parties at termination
representing the appreciation/depreciation on an un-
derlying stock.

B A specified index can be a rate, price, or amount
that is constant throughout the life of the contraet, or
changes from period to period. It can also be an index
that is based on current, objectively determinable finan-
cial information that is not within the control of any of
the parties to the contract and is not unique to one of
the parties’ circumstances (e.g., one of the party’s
dividends, profits or the value of its stock.)*

B A notional principal amount is any specified
amount of money or property that, when multiplied
by a specified index, measures a party’s rights and
obligations under the contract, but is not borrowed or
loaned between the parties as part of the contract.
The notional amount can vary over the term of the
contract, provided that it is set in advance or varies
based on objective financial information,*

Most equity swaps will fall under this definition.
However, certain types of swaps will not. For exam-
ple, a contract with a notional principal of $1 million,
in which one party receives, at the end of two years,
the total return of the TOPIX (broad-based Japanese
stock index) and pays the total return of a narrow
basket of fifty Japanese stocks (Nifty-fifty). Since
there is no “payment of amounts by one party fo
another at specified intervals,” the contract is not a
notional principal contract. Although not completely
clear, such a contract might be treated as an execu-
tory contract, with gains and losses taken into account
on a realization basis.

Payments under notional principal contracts are
taken into income under three different regimes, de-
pending on whether they are “periodic” payments,
“nonperiodic” payments or “termination” payments.

Periodic payments are payable at intervals of one
vear or less during the entire term of the contract, are
based on a specified index and on a single notional
principal amount or a notional principal amount that
varies over the term of the contract in the same
proportion as the notional amount that measures the
other party’s payments.® Taxpayers are required to
recognize the daily portion of a periodic payment for
the taxable year to which that portion relates.”” This
means that the total periodic payment due by each
party is netted, then divided by the number of days in
the payment period, and then multiplied by the num-

* Regs. §1.446-3(c)(2) and Regs. §1.446-3(c)(4)(i).

* Regs. §1.446-3(c)(3).
% Regs. §1.446-3(e)(1).
9 Regs. §1.446-3(e)(2)(i).

Financial Producis
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The general rule is that income from a notional
principal contract is sourced according to the residence
of the recipient of the income. Therefore, if 2 U.S.
person makes a net payment to a foreign person under
the swap, the payment will be sourced ouiside the U.S.
and will attract no withholding tax. However, if the
income from the notional principal contract is sifective-
ly connected with a U.S. trade or business, the income
will be U.S. source.” If the foreign person makes a net
payment to the U.S. counterparty, the payment will be
generally be U.S. source.

Tax Ownership

There are many types of equity swaps on the
market, and parties make various arrangements as to
the types of periodic and final payments that are
agreed to be made. It is common to see one party

s Regs. §1.864-4(c).

11-21-97

paying dividends periodically, and any appreciation in
the value of the stock at termination, and the other
party making an interest-like payment pericdically,
and making the counterparty whole for depreciation
in the value of the stock at termination. In economic
terms, this looks very much like a sale of the stock,
since one party passes onto the other all the benefits
of stock ownership and is insured against any detri-
ments. However, even if the party paying the divi-
dends and appreciation owned the stock which is the
subject of the swap, if it retains the following rights
with respect to the stock, it will probably still be
considered the tax owner of that stock: the ability to
gell, or otherwise deal with and use the shares; obtzin
information from the company; vote the shares; re-
ceive distributions upon liguidation; and receive divi-
dends from the company.™

" Rev. Rul. 83-47, 1983-1 C.B. 63.
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