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On September 17, 2015, the Internal Revenue 
Service released final regulations governing 
“dividend equivalent” payments under Code 
Section 871(m).  These regulations, which build 
on proposed regulations from 2013, provide 
guidance for both non-U.S. holders of certain 
financial products with payments determined by 
reference to U.S.-source dividend payments, and 
for potential withholding agents.  As the 
regulations outline, certain such payments are 
treated as dividend equivalent payments and thus, 
like dividends, are subject to withholding under 
Code Section 871 (either at a 30% default rate, or 
at the rate specified for dividends in an applicable 
foreign-U.S. treaty, often 15%).   

This Stroock Special Bulletin provides a brief 
overview of several salient aspects of these 
regulations – which, in particular, provide an 
outline of a “delta test” for determining when 
certain notional principal contracts (“NPCs”) and 
equity-linked instruments (“ELIs”) are specified 
contracts that would result in dividend equivalent 
payments.  The delta test applies to “simple” 
contracts.  A simple contract is defined as an NPC 

or an ELI for which, with respect to each 
underlying security, all amounts to be paid or 
received on maturity, exercise or any other 
payment determination date, are calculated by 
reference to a single, fixed number of shares, 
provided that the number can be ascertained when 
the contract is issued, and for which there is a 
single maturity or exercise date with respect to 
which all amounts (other than an upfront payment 
and periodic payments) are required to be 
calculated with respect to the underlying security.   

In the preamble to the final regulations, the 
Service notes that “most NPCs and ELIs are 
expected to be simple contracts and remain subject 
to the delta test.”  Underlying securities do not 
include stocks or other financial instruments that 
would not generate U.S. source dividend payments 
if a payment was made on them. 

The Delta Test and the Test for 
Complex Contracts 

Delta refers to the ratio of the change in the fair 
market value of an NPC or ELI to a small change 
in the fair market value of the number of shares of 



the underlying security referenced by the NPC or 
ELI.  In the final regulations, the Service increased 
the delta threshold from 0.7, in the proposed 
regulations, to 0.8 (although, as the preamble 
notes, many commenters had suggested an even 
higher delta threshold of as much as 0.9 or 0.95).  
One other notable change from the proposed 
regulations is that the delta is tested only at the 
time the instrument is issued,1 and not each time a 
contract is acquired.  Accordingly, the final 
regulations provide that if a simple NPC or simple 
ELI has a delta of 0.8 or greater at issuance, it is a 
specified NPC or specified ELI, and thus results in 
dividend equivalent payments. 

For these purposes, the delta of an equity 
derivative that is embedded in a debt instrument or 
other derivative is determined without taking into 
account changes in the market value of the debt 
instrument or other derivative that are not directly 
related to the equity element of the instrument.  
For example, suppose there is a note that goes up 
by $0.01 per referenced share when the value of 
the stock increases by $0.01 per share, and suppose 
further that the note decreases in value by an 
amount equal to $0.01 per referenced share from 
changes in interest rates related to the debt 
component.  The debt component is disregarded, 
and thus the delta of this instrument is 1.0, and 
thus it is a specified contract under these 
regulations.  This would also follow from the 
general rule, albeit only implied, that other 
variables are ignored when looking at the change 
in value of any derivative relative to changes in 
value of the underlying security. 

“Complex” contracts, defined as those that are 
not simple, use a “substantial equivalence” test, 
outlined in temporary regulations upon which the 
Service has requested comment.  The substantial 
equivalence test essentially compares, at various 
testing prices, the expected differences between the 
                                                
1 A substantial modification of an NPC or ELI will 

result in a new issuance for this purpose. 

values of the complex contract and its initial hedge 
with the expected differences between the values 
of a “simple contract benchmark” (that is, a closely 
comparable simple contract with a delta of 0.8 that 
references the applicable underlying security and 
has the same maturity as the complex contract) and 
its initial hedge.  If the amount determined under 
the substantial equivalence test – in essence, an 
estimate of the error between the value of the 
contract and its initial hedge when prices change – 
is less than or equal to the estimated “benchmark” 
error, the complex contract is a specified NPC or 
ELI and thus would have dividend equivalent 
payments treated as U.S.-source income. 

One notable aspect of the final regulations is 
that, despite comments advocating otherwise, 
dividend equivalents will continue to result even 
from price-only contracts and other derivatives that 
explicitly exclude dividends, because the contracts 
are treated as being priced with the dividends taken 
into account.  There are special rules allowing 
estimated dividends in certain circumstances to be 
used in place of actual dividends, if the short party 
identifies a reasonable estimated dividend in 
writing at the time of the transaction and there is 
no adjustment for actual dividends. 

Effective Date 

The above tests will apply only for all payments 
only to contracts entered into in 2017 or later.  For 
contracts entered into in 2016, the above tests will 
apply for payments in 2018 or thereafter.  
Contracts entered into before 2016 need only be 
concerned with the existing four means2 of giving 

                                                
2 These are: (i) in connection with entering into such 

contract, any long party to the contract transfers the 
underlying security to any short party to the contract; 
(ii) in connection with the termination of such 
contract, any short party to the contract transfers the 
underlying security to any long party to the contract; 
(iii) the underlying security is not readily tradable on 
an established securities market; or (iv) in connection 
with entering into such contract, the underlying 
security is posted as collateral by any short party to 



rise to dividend equivalents under Section 
871(m)(3); these four means apply for all contracts 
entered into before 2017 (and, despite language 
seemingly to the contrary in the preamble, even to 
payments made after 2017 if the contract was 
entered into before 2017).   

Exemptions and Safe Harbors 

The regulations provide for numerous 
exemptions and safe harbors.  In particular, the 
following will not be treated as dividend 
equivalents: 

 Payments referencing a distribution on an 
underlying security if the distribution 
would not be subject to tax pursuant to 
section 871 or 881 if the long party owned 
the underlying security directly.  For 
example, this would be the case if the 
corporation had no earnings and profits 
from which to make a dividend. 

 A payment made pursuant to a due bill 
arising from the actions of a securities 
exchange that apply to all transactions in 
the stock with respect to the dividend.  
For this purpose, stock will be considered 
to trade with a due bill only when the 
relevant securities exchange has set an ex-
dividend date that occurs after the record 
date with respect to that dividend.  This 
generally occurs when a special dividend 
would be so large (generally we understand 
at least 25% of a company’s stock price) as 
to trigger margin calls.  From a policy 
standpoint, these due bill payments appear 
to closely resemble dividend equivalents, 
yet they are not taxed as such.  Comments 
to the proposed regulations suggest that, 
due to the frequency of due bill payments, 
taxing them as dividend equivalents might 
impede orderly functioning of markets.  
Another possibility, however, for the final 
rule is that the due bill payments are better 
treated as a return of capital rather than as a 
dividend.3 

                                                                          
the contract with any long party to the contract.  
Section 871(m)(3)(i)-(iv). 

3 See Rev. Rul. 82-11. 

 Certain payments pursuant to annuity, 
endowment and life insurance contracts, if 
such payments are otherwise subject to tax 
under section 871(a) or section 881.  It is 
somewhat unclear whether “subject to 
tax” would include a situation where the 
payments would be taxable but for an 
international tax treaty that eliminates any 
tax owed or reduces the applicable rate to 
zero, but presumably such payments would 
nevertheless qualify as covered under 
section 871(a) or section 881 (and thereby 
not be treated as dividend equivalents).  By 
contrast, in the context of portfolio 
interest, the regulations specifically provide 
that portfolio interest does not include any 
contingent interest to the extent it is a 
dividend equivalent, and thus the dividend 
rules would apply to any such interest for 
treaty purposes.  

 Certain payments pursuant to employee 
compensation arrangements.  Specifically, a 
dividend equivalent does not include the 
portion of equity-based compensation for 
personal services of a nonresident 
individual that is wages subject to 
withholding under section 3402 and the 
regulations thereunder, or is either 
excluded from the definition of wages or is 
exempt from withholding under certain 
provisions. 

 Payments in transactions that reference 
dividends paid pursuant to a plan for one 
or more persons to acquire more than 50% 
of the outstanding stock of a corporation. 

Additionally, a dividend equivalent with respect 
to a section 871(m) transaction is reduced by any 
amount treated in accordance with section 305(b) 
and (c) as a dividend with respect to the underlying 
security referenced by the section 871(m) 
transaction.    

When a potential section 871(m) transaction 
references a partnership interest, the assets of the 
partnership will be treated as referenced by the 
potential section 871(m) transaction only if (1) the 
partnership carries on a trade or business of dealing 



or trading in securities, (2) holds significant 
investments in securities, or (3) directly or 
indirectly holds an interest in a lower-tier 
partnership that deals in or trades in securities or 
holds significant investments in securities.  For 
these purposes, a partnership holds significant 
investments in securities if either 25% or more of 
the value of the partnership’s assets consist of 
underlying securities or potential section 871(m) 
transactions, or the value of the underlying 
securities or potential section 871(m) transactions 
equals or exceeds $25 million.  The value of any 
NPC, futures contract, forward contract, option, 
or similar financial instrument held by a partnership 
is deemed to have a value of the notional securities 
referenced by the transaction.  Thus, it is important 
to note that a contract with little value might 
nevertheless result in the partnership falling under 
this rule. 

Qualified Indices 

The regulations provide for a particularly 
noteworthy safe harbor regarding qualified indices.  
To the extent that a potential 871(m) transaction 
references certain qualified passive indices based on 
a diverse basket of publicly traded securities, the 
transaction does not give rise to dividend 
equivalents.  A qualified index is treated as a single 
security that is not an underlying security.  The 
determination of whether an index referenced in a 
potential section 871(m) transaction is a qualified 
index is made at the time the transaction is issued 
based on whether the index is a qualified index on 
the first business day of the calendar year in which 
the transaction is issued.4 

                                                
4 It is unclear what would happen when a new index is 

created in the middle of the year, but based on the 
language of the regulations, it would appear that such 
an index would not be qualified on the first business 
day of the calendar year and thus would not 
constitute a qualified index for transactions in that 
calendar year. 

A qualified index means an index that meets the 
following requirements: 

(i) References 25 or more component 
securities; 

(ii) Except for a de minimis threshold for 
short positions of up to 5% of the 
value of the long positions, references 
only long positions in component 
securities; 

(iii) References no component underlying 
security that represents more than 15% 
of the weighing of the component 
securities in the index; 

(iv) References no five or fewer 
component underlying securities that 
together represent more than 40% of 
the weighing of the component 
securities in the index; 

(v) Is modified or rebalanced only 
according to publicly stated, 
predefined criteria, which may require 
interpretation by the index provider or 
a board or committee responsible for 
maintaining the index; 

(vi) Did not provide an annual dividend 
yield in the immediately preceding 
calendar year from component 
underlying securities that is greater 
than 1.5 times the annual dividend 
yield of the S&P 500 index for such 
year; and 

(vii) Is traded through futures contracts or 
option contracts (regardless of whether 
the contracts provide price only or 
total return exposure to the index or 
provide for dividend reinvestment in 
the index) on (A) a national securities 
exchange registered with the SEC or a 
domestic board of trade designated as a 
contract market by the CFTC or (B) a 
foreign exchange or board of trade that 
is a qualified board or exchange as 
determined under IRC section 1256, 
provided that the referenced 
underlying U.S. securities comprise 
less than 50% of the weighting of the 
component securities in the index. 



There are also special anti-abuse rules for qualified 
indices and a special rule for indices with 10% or 
less (by weight) of securities that would generate 
U.S. source income. 

Aggregation Presumptions 

The final regulations also include provisions on 
when transactions should be aggregated.  Instead of 
requiring “reasonable diligence” (as the proposed 
regulations did), the final regulations offer several 
presumptions that parties may rely on – in 
particular, whether the transactions were entered 
into “in connection with” each other (one of the 
requirements for combining transactions).5  A short 
party broker (but not the long party) may presume 
that two transactions were not “in connection” if 
the long party holds or reflects the transactions in 
separate accounts maintained by the short party, or 
if the transactions were two or more business days 
apart, unless the short party has actual knowledge 
that the transactions were in connection with each 
other. 

The Commissioner will presume that the long 
party did not enter into the transactions in 
connection with each other if the long party 
reflected them on separate trading books or if the 
transactions were two or more business days apart.  
The Commissioner can rebut these presumptions 
with facts and circumstances. 

Conversely, the Commissioner will presume a 
connection if the two transactions are on the same 

                                                
5 The four requirements for combining a transaction 

are: (i) a person or related person is the long party 
with respect to the underlying security for each 
potential section 871(m) transaction; (ii) the potential 
871(m) transactions reference the same underlying 
security; (iii) the potential 871(m) transactions, when 
combined, replicate the economics of a transaction 
that would be a section 871(m) transaction if the 
transactions had been entered into as a single 
transaction; and (iv) the potential 871(m) transactions 
are entered into in connection with each other 
(regardless of whether the transactions are entered 
into simultaneously or with the same counterparty). 

trading book and are less than two business days 
apart.  The long party can rebut this with facts and 
circumstances showing that the two transactions 
were not entered into in connection with each 
other. 

For purposes of the above, a short party may 
assume, and the Commissioner will assume, that all 
transactions are entered into at 4:00 pm on the date 
the transaction becomes effective in the jurisdiction 
of the long party.  Thus, if a party enters into a 
transaction at 3:00 pm on Monday and another 
transaction at 1:00 pm on Wednesday, the 
transactions can be treated as being two business 
days apart. 

As noted, the regulations provide that delta is 
measured at the time of issuance.  For 
combinations, delta is measured again at the time 
of the second transaction,6 but if the result is that 
the combined transaction would not be a specified 
NPC or specified ELI, whereas the initial 
transaction was, the transaction remains a specified 
NPC or specified ELI.  More generally, adding or 
disposing of a contract or portion of a contract 
cannot remove specified NPC or specified ELI 
status. 

ISDA Protocol 

The current ISDA protocols relating to Code 
section 871(m) provide (among other things) that 
the party receiving the dividend equivalent (rather 
than the party making the payment) must pay any 

                                                
6 Language that was added in the final regulation 

appears to provide that in determining if delta is 0.8 
or greater for a potential transaction  that would be a 
combination of two or more other transactions, the 
delta of the combination (or, for a complex contract, 
the substantial equivalence test) must be tested as a 
whole rather than artificially combining deltas at 
different times.  However, although it is unclear, it 
seems likely that the delta test of the combination is 
made at the time of the last transaction (though 
possibly must be made at earlier times too).  See 
Treas. Reg. §1.871-15(n)(1)(iii). 

 



s t r o o c k  s p e c i a l  b u l l e t i n  

6 

withholding required.  ISDA is considering a new 
protocol to deal with the new regulations, which 
likely will contain a similar provision. 

_______________________________________ 

By Micah Bloomfield, a Partner, and Brian Senie, 
an associate, in the Tax Practice Group of Stroock 
& Stroock & Lavan LLP.   
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