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Obama Proposes New Rules for Equity Swaps and Forward Sales of Stock

On May 11, 2009, the U.S. Treasury
released its General Explanation of
the Administration’s Fiscal Year 2010
Revenue Proposals (the “Revenue
Proposals”). The Revenue Proposals
include provisions that would impose
withholding tax on equity swaps and
securities lending transactions and that
would require a corporation to accrue
income on the forward sale of its stock.

Impose Withholding Tax on Equity
Swaps and Securities Lending
Transactions

The Revenue Proposals would treat
income earned by foreign persons with
respect to equity swaps referencing
U.S. equities as U.S. source income to
the extent that the income is attribut-
able to (or calculated by reference

to) dividends paid by a U.S. domestic
corporation. Currently, payments made
under a notional principal contract,
such as an equity swap, are sourced
to the residence of the investor,

which means that under current law,
dividend-equivalent payments made to
a foreign investor under an equity swap
are not subject to withholding tax.

This new sourcing rule would not
apply to an equity swap if all of the
following conditions are met:

the terms of the equity swap do not
require the foreign person to post

more than 20% of the value of the
underlying stock as collateral;

the terms of the equity swap do not
include provisions addressing the
hedge position of the counterparty;

the equity swap references underly-
ing stock that is publicly traded;

the equity swap has a notional
amount that represents less than
5% of the total public float of that
class of stock and less than 20%
of the 30-day average daily trading
volume;

the foreign investor does not sell
the stock to the counterparty at the
inception of the contract, or buy the
stock from the counterparty at the
termination of the contract;

the equity swap measures the par-
ties’ entitlements or obligations with
respect to the value of the stock
based on objectively observable
prices; and

the equity swap has a term of at
least 90 days.

Under the Revenue Proposals, the
Treasury would have the authority to
create additional exceptions. The new
sourcing rule would apply to payments
made after December 31, 2010.

In addition to the change in sourcing for
equity swaps included in the Revenue
Proposals, the Treasury indicated that

it planned to revoke Notice 97-66 relat-
ing to securities lending transactions
and issue guidance that eliminates

the benefit of such transactions

but minimizes over-withholding.

Require Accrual of Income on
Forward Sale of Corporate Stock

Currently, a corporation that sells its
own stock currently in exchange for a
deferred payment must accrue a portion
of the payment as interest, but no inter-
est accrual is currently required in the
case of a forward sale. The Revenue
Proposals would require a corporation
that enters into a forward contract to
sell its stock to treat currently a portion
of the payment on the forward sale as
a payment of interest. This proposal
would be effective for forward contracts
entered into after December 31, 2010.

The tax lawyers at Hunton & Williams
LLP have extensive experience
working with the U.S. Federal income
tax aspects of derivative transactions
and forward sales and are able to
help you determine the impact of the
Revenue Proposals on your business
as well as aid you in planning for any
restructuring that may be necessary.
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If you have any questions about the Revenue Proposals or other matters, please contact:
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