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Ladi es and Gentl enen:

W are witing to request a delay in the effective
date for the application of recently issued regulations to
certain substitute paynents nade pursuant to securities
| endi ng transactions. W refer specifically to the paynents
made by foreign persons to other foreign persons (“foreign-to-
foreign paynments”), as opposed to the paynments made by U.S.
persons to foreign persons (“outbound paynents”). The new
regul ations are effective for substitute paynents nmade on or
after Novenber 13, 1997.

As you know, prior proposed regul ations, which were

not currently effective, dealt only wi th outbound substitute
paynments and general |y proposed to i npose U.S. wi t hhol di ng t ax
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on such paynents as if they were actual outbound paynents of
U.S. source dividends or interest. The new regulations al so
i npose U. S. withhol ding tax on substitute paynents nade by one
forei gn person to anot her.

For the reasons set out below, we believe that the
i mredi ate inposition of U S wthholding tax on foreign-to-
foreign paynments would prove a substantial hardship for the
securities industry and be virtually i npossible to conply with
on such short notice. |In addition, such treatnment, w thout
further nodification, would effectively inpose multiple U S.
wi t hhol di ng taxes i n respect of one outbound di vi dend paynent.
This would penalize bona-fide foreign investors in US.
equities and needl essly inpede the functioning and liquidity
of capital markets. As a practical matter (and as expl ai ned
nore fully below), the multiple U S. w thholding taxes could
not be avoided through restructuring, e.g., by directing
foreign customers to nmaintain their accounts wth U.S.
broker/deal ers, rather than with | ocal foreign broker/deal ers.

I n any event, the securities industry has been taken
conpletely by surprise by the extension of U S. wthholding
tax to foreign-to-foreign substitute paynents, and to our
know edge there have been no public conments on the subject.
Menbers of the staff of the Treasury Departnent and the
I nternal Revenue Service appear to agree, noreover, that
inmposition of multiple US. wthholding taxes on outbound
substitute paynents is not a desirable result, fromeither a
technical, policy or practical perspective, and that a
wor kabl e solution can be found. W therefore urge the
Treasury Departnent to give itself enough tinme to find that
solution, and we pl edge our assistance in this regard.

More specifically, the problens with application of
the newregul ations to foreign-to-foreign substitute paynents
i ncl ude the follow ng:

First, such application would for the first tine
require foreign securities dealers (whether or not they are
controlled by US. securities dealers) to conply with the
conplex and detailed regulatory regine that is currently
i mposed only on U S. securities dealers in connection with
out bound paynents of dividends and interest. As you know,
this regine is designed to police and protect not only the
U.S. withholding tax on outbound dividend paynents but also
the U.S. inconme tax on outbound interest paynments which m ght
ultimately find their way into the hands of U S. persons.
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Under the new regulations, foreign securities
deal ers would for the first tinme be required to collect Form
W8s from all of the counter-parties to whom they nmake
substitute interest paynments verifying that these counter-
parties are not U S. persons. In the case of matched-book
repo and simlar high-volune transactions, this could include
a very substantial nunber of persons who do not nmintain
custodial accounts with the dealer. Foreign securities
dealers would likew se be required for the first tine to
nmonitor the treaty-eligible status of counter-parties to whom
they make substitute dividend paynents. Foreign securities
dealers would in any event be required to take appropriate
conpl i ance neasures, including hiring staff famliar with U S
tax conpliance, instituting appropriate conpliance practices,
mai ntai ning appropriate books and records, and where
necessary, adapting relevant conputer prograns. None of this
coul d possi bly be acconplished by the Novenber 13th effective
date of the regul ations.

Furthernore, the inpl enentati on of these regul ati ons
nore than a year before the Section 1441 regulations are
schedul ed t o becone effective woul d not be an efficient use of
the securities industry’s resources. Systens nodification and
devel opnment is a high but costly priority for nost financial
conpani es. It would be nmuch nore practical to nmake any
substanti al changes i n wi t hhol di ng and docunent ati on practi ces
that are necessary to conply with new regul ati ons as part of
a single project.

Second, such application would inpose multiple U S.
wi thhol ding taxes in any case where a foreign person |ends
U.S. stock to another foreign person. 1In the sinplest case,
where foreign person A lends U S stock to a foreign
broker/dealer for sale to foreign person B, U S. wthhol ding
tax woul d be inposed on both the outbound dividend paynent
fromthe relevant U. S. corporation to foreign person B and on
the substitute dividend paynment nade by the broker/dealer to
foreign person A Wile we view this result as unfair,
however, we are mainly concerned with duplication of US
wi thholding tax in the nore commobn case under which the
borrowed U.S. stock is ultimtely sold to a U S. person.

This includes primarily the case in which a US
br oker/ deal er borrows U. S. stock for saleto a U S person from
one of its foreign broker/deal er subsidiaries, which in turn
borrows the stock fromone of its foreign custoners. Under
the new regulations, U S. wthholding tax would in this case
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be i nposed on both the outbound substitute paynments made from
the U. S. broker/dealer to the forei gn broker/deal er and on t he
substitute paynent made fromthe foreign broker/dealer to the
original foreign custoner. It is not reasonable to suppose
t hat the double w thhol di ng tax coul d be avoi ded by requiring
foreign custonmers to maintain their U S, stocks in accounts
with U S. broker/dealers, rather than with their rel ated | ocal
foreign broker/dealers. Apart fromthe nunmerous regul atory,
accounting and simlar issues that such a proposal would
raise, it is sinply true as a matter of practice that people
do business with the local institutions wth which they are
famliar, and they will not change their business practices
merely to give their bankers an opportunity to borrow their
U S. stocks.

We are | i kewi se concerned with the case in which the
related foreign broker/deal er cannot borrowthe relevant U S
stock fromany direct foreign custonmer and therefore borrows
the U.S. stock froman unrel ated forei gn broker/deal er, which
in turn borrows the stock fromone of its foreign customers.
Application of the new regulations would in this case inpose
three U S. withhol ding taxes: one on the outbound substitute
paynent, one on the substitute paynent from the related
forei gn broker/dealer to the unrel ated foreign broker/deal er,
and one on the substitute paynent fromthe unrel ated foreign
broker/dealer to its custoner.

W recognize the interest which the Treasury
Departnment has in assuring that foreign persons who are not
entitled to the benefits of an inconme-tax treaty with the
United States do not obtain the equival ent of such benefits by
lending their U S. stock to other foreign persons who are
entitled to such treaty benefits, which foreign persons may
then lend the stock to U S. persons. We believe that
inposition of multiple U S wthholding taxes on the sane
out bound dividend paynent is far too broad a solution,
however. We |likew se do not believe that such a solution is
justified by the grant of regulatory authority under Section
7701(1). Section 7701(l) permts the Treasury Departnent to
determine who is the true recipient of an outbound divi dend
paynment, not to treat each leg in a series of cash flows
t hrough which a foreign person receives a U. S. source dividend
as a separate dividend and inpose nultiple U S. wthhol di ng
t axes accordingly. Moreover, we believe such an approach is
particularly wunfair as a practical matter: foreign
broker/dealers that are not controlled by U S. persons are
unlikely to conply with these new requirenments, not out of
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intentional disregard for the U S. Treasury Departnent, but
because it wll never occur to them that another U S
wi thhol ding tax mght be due on a substitute paynent nade
bet ween foreign persons where one U S. wthholding tax has
al ready been coll ected. As a practical matter, therefore
these regulations will nerely serve to drive U.S. controlled
forei gn broker/deal ers out of the inbound U S. stock | ending
mar ket .

We Dbelieve, noreover, that there are reasonable
al ternatives. W have already suggested as one possible
solution, for exanple, granting each foreign broker/dealer a
credit against remttance of U S. withholding tax collected on
paynents nade to another person to the extent of the US
wi t hhol di ng tax al ready col | ected on rel ated paynents recei ved
by such foreign Dbroker/dealer. Apart from avoiding
duplication of US. wthholding tax, this would permt
collection and remttance obligations to continue to rest
primarily wth the U S. broker/deal er making the outbound
paynment, who is best equipped to neet these obligations.¥

W in any event | ook forward to working with you to
find an acceptable solution. In order to have tinme to do

Y We note that in sonme cases, the ultimte custoner m ght
not be subject to any U S. wthhol ding tax on dividends
received from U S. sources (e.g., where the ultimte

custoner is a U S. person). In such cases, we believe
that a foreign broker/deal er should be permtted, as an
alternative, to pass through docunentation both

establishing an exenption from U 'S. wthholding tax
(e.g., a FormW9 establishing that the ultimte customner
is a US. person) and indicating that the foreign
broker/dealer is a nere internediary in the deened
receipt by the wultimate custonmer of the outbound
substitute paynent directly fromthe U.S. broker/deal er.
We believe that such treatnent would be consistent with
the authority vested by Section 7701(1) of the Internal
Revenue Code under which the newregul ati ons are adopt ed
as a whole. W note, however, that in nany cases it wll
not be possible to establish a direct |ink between
out bound substitute paynments and the ultimte foreign
custoners who receive them (e.g., because foreign
securities dealers borrow U S. stocks held with them on
mar gi n account on a “randonf basis), and it may therefore
be necessary to rely in nost cases on a credit system
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this, however, and equally inportant, in order to permt the
securities industry to neet its conpliance obligations, we
view it as essential that the new regulations not be nade
effective on Novenber 13th for anything other than the
out bound paynents that were referenced in proposed
regul ati ons.

Thank you for your consideration.

Yours sincerely,

Ant hony J. Cetta

Chai rnman, Committee on
t he Federal Taxation of
the Securities Industry
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