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The Novelty of the
Substantial Equivalence Test

By Marie Sapirie — marie.sapirie@taxanalysts.org

The substantial equivalence test is a novelty in
tax law because it relies on information and calcu-
lations from equities traders that cannot be effec-
tively evaluated by non-traders. That reliance could
make it challenging for taxpayers to apply and, at
least in some circumstances, difficult for the gov-
ernment to audit.

The test, included in the package of final and
temporary regulations under section 871(m), was
designed with input from banks, but not all banks
are necessarily happy with the new rule. The IRS has
been clear that its objective is administrability. ‘‘By
and large, I think it is a manageable rule. Based on
what I have heard from traders, you can figure out
how to apply [it] and make it work for a contract
based on a single stock,’’ said Erika W. Nijenhuis of
Cleary Gottlieb Steen & Hamilton LLP. She said one
area in which questions arise in the application of the
test is contracts that reference multiple stocks. ‘‘This
is their best attempt to write a highly sophisticated
rule, and they are looking for input from taxpayers
as to whether it is workable,’’ she said.

The Development of the Test
Payments on notional principal contracts are

generally sourced to the residence of the recipient,
but in 2010 Congress enacted section 871(m) to
prevent the use of derivative transactions to avoid
withholding tax on U.S.-source dividends paid to
non-U.S. persons. Under section 871(m), a dividend
equivalent payment is a payment made on a speci-
fied notional principal contract that is contingent
on, or determined by reference to, the payment of
dividends on U.S. securities and substantially simi-
lar payments. Dividend equivalents are treated as
dividends from sources within the United States
and include three types of payments: substitute
dividends made as part of a securities lending or a
sale-repurchase transaction, payments made under
a specified notional principal contract, and substan-
tially similar payments.

Drafting a functional set of rules has been chal-
lenging for the government, as demonstrated by the
dramatic changes in the second set of proposed
regulations (REG-120282-10) preceding the final
regulations (T.D. 9734) and the addition of the
temporary regulations to address complex con-
tracts. The final regulations retained the basic ap-
proach of the proposed regulations but addressed
some of the concerns of taxpayers and practitioners.

In particular, the final regulations increase the delta
threshold for simple contracts — the ratio of the
change in the fair market value of the contract
relative to the change in the FMV of the referenced
equity — from 0.7 to 0.8 to determine whether a
transaction is a specified notional principal contract
or a specified equity-linked instrument subject to
withholding. The final rules also changed the time
for testing the delta to the date of issuance, included
two rebuttable presumptions for combining trans-
actions, and delayed the effective date. (Prior cov-
erage: Tax Notes, Sept. 21, 2015, p. 1324.)

For more exotic equity derivatives
with indeterminate deltas, the delta
test is difficult or impossible to apply,
necessitating an alternative approach.

The delta test applies only to simple contracts,
which have a single fixed number of shares and a
single maturity or exercise date. The preamble to the
regulations notes that the delta is widely used by
participants in the derivatives markets to measure
and manage risk. This makes it ‘‘a comparably
simple, administrable, and objective framework that
would also minimize potential avoidance of U.S.
withholding tax,’’ the preamble explains. The ratio-
nale is that when a financial instrument provides an
economic return substantially similar to the return
on the underlying stock, it should be taxed in the
same way as the underlying stock, thus falling
within the scope of section 871(m). There were other
options to make the delta test more sophisticated,
such as by looking at the rate of change, but those
were discarded, presumably for simplicity.

The delta test should work well for simple con-
tracts, and with its amended threshold, it comes
closer to approximating exposure to the underlying
asset, which makes taxpayers relatively happy. (The
preamble reports that most had advocated for a
delta of 0.9 or higher.) But for more exotic equity
derivatives with indeterminate deltas, the test is
difficult or impossible to apply, necessitating an
alternative approach. As examples of what could
give rise to indeterminate deltas, the preamble lists
(1) asymmetrical or binary payouts that reference a
different number of shares of an underlying secu-
rity at different payout points, and (2) path-
dependent payouts that reference multiple
underlying securities and that are interdependent
on the performance of each underlying security. The
temporary regulations introduce the substantial
equivalence test to handle complex contracts.

The Substantial Equivalence Test
The substantial equivalence test in reg. section

1.871-15T(h) compares the differences between the
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expected changes in value of the complex contract
and its initial hedge with the differences between
the expected changes in value of a simple contract
benchmark and its initial hedge at various testing
prices for the underlying security. The simple con-
tract benchmark is a closely comparable simple
contract that has a delta of 0.8 at the time the
complex contract is issued, references the applicable
underlying security referenced by the complex con-
tract, and has the same maturity date as the com-
plex contract regarding the underlying security. The
complex contract is subject to withholding under
section 871(m) on an underlying security if, for that
underlying security, the expected change in value of
the complex contract and its initial hedge is equal to
or less than the expected change in value of the
simple contract benchmark and its initial hedge.
The taxpayer must apply the test and determine the
inputs in a commercially reasonable manner. If the
taxpayer calculates a relevant input for nontax
business purposes, that is the input that should
ordinarily be used for the test.

The complex contract calculation is described in
reg. section 1.871-15T(h)(4). It has four inputs: two
prongs (one for the complex contract and its initial
hedge, and a second for the simple contract bench-
mark and its initial hedge) and each prong has four
inputs: (1) the change in value of a complex contract
when the price of the underlying security refer-
enced by that contract is hypothetically increased
by one standard deviation or decreased by one
standard deviation, (2) the change in value of the
initial hedge for the complex contract, (3) the abso-
lute value of the difference between the change in
value of the complex contract and the change in
value of the initial hedge, and (4) the probability
associated with each testing price. The first part of
the test compares the change in value of the com-
plex contract to the change in value of the shares of
the underlying security that would be held to hedge
the complex contract at the time the contract is
issued at each testing price. The test is then repeated
with the simple benchmark contract and its initial
hedge. The regulations explain that if using only
two testing prices is reasonably likely to provide an
inaccurate measure of substantial equivalence, the
taxpayer must use additional testing prices as nec-
essary to determine whether the complex contract
satisfies the substantial equivalence test.

When the substantial equivalence test cannot be
applied to a complex contract, the taxpayer must use
‘‘the principles of the substantial equivalence test to
reasonably determine whether the complex contract
is a section 871(m) transaction with respect to each
underlying security,’’ according to the preamble.

Open Issues
The application of the test is when things can get

a little sticky, despite the preamble’s reassurances
that it uses information easily accessible to most
issuers of complex contracts. The test is modeled on
the proportionality test suggested by commenta-
tors. The proportionality test proposal was sup-
posed to approximate the delta test by measuring
the same variability or economic equivalence that
the delta test seeks to measure without needing to
know the number of shares that the contract refer-
ences at the outset. The Securities Industry and
Financial Markets Association’s comment letter de-
scribed the proportionality test as comparing the
expected change in value over the life of the deriva-
tive of both of the following: the relevant derivative
and the initial hedge of the relevant derivative.

The components of the substantial equivalence
test provide room for taxpayers to make judgments,
and in some cases the inputs may be difficult or
impossible to determine, particularly in the short
term. Traders are both the source of much of the
information required for the test and the effective
arbiters of the reasonableness standard, at least for
now, because no one else has the proprietary infor-
mation necessary to evaluate it. Despite its industry
origins, other market participants might find that
they are unable to follow the formula that suits
some of their peers.

‘Even if you stick to the formula, quite
understandably, there will be a lot of
discretion in how people determine
what numbers to use,’ Connors said.

Peter J. Connors of Orrick, Herrington & Sutcliffe
LLP said that the taxpayer discretion inherent in the
test may render it not particularly effective for the
next few years, but that with time and experience, it
may become easier to calculate and evaluate as
taxpayers and the government start to learn the
issues and the calculations. ‘‘Even if you stick to the
formula, quite understandably, there will be a lot of
discretion in how people determine what numbers
to use,’’ he said. In a sense, it’s adding subjectivity
into an objective test. Connors noted that having the
taxpayer (usually the issuing bank) determine the
various highly sophisticated mathematical inputs
will make the test very difficult to audit, at least
until the government and others have more experi-
ence in applying the test. ‘‘Who is there to challenge
it at this point?’’ he asked.

The standard deviation is an area in which addi-
tional guidance may be needed. ‘‘The test does not
clarify when a taxpayer should decide that an inac-
curate measure is provided by using one standard
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deviation or, in that case, exactly how additional
testing prices should be used as necessary to satisfy
the test,’’ said Jonas Robison of Orrick, Herrington.

Even with more guidance, the determination of
the standard deviation relies on proprietary models
and information generally that only issuers of com-
plex contracts have. The government asked for
comments on whether the two testing points of one
standard deviation up and one down are adequate.

The simple contract benchmark is another area
that could be subject to taxpayer discretion. ‘‘In
some cases, a taxpayer may have leeway in picking
a particular simple contract as the benchmark and
taking the view that it is closely comparable,’’ said
Robison.

Finding a closely comparable simple contract to
use as the benchmark could also pose a challenge.
The regulations provide relatively little guidance on
how that simple contract should be chosen. Taxpay-
ers are probably not comparing complex contracts to
simple contracts for nontax business purposes, mak-
ing the nontax purpose check in the regulations
moot.

There is some potential for variability in the se-
lection of the benchmark contract because the regu-
lations allow taxpayers to select a call, put, or collar.
It is possible to have multiple collars with the same
delta, ‘‘so it isn’t a preordained certainty what your
comparable contract will be,’’ said Nijenhuis. ‘‘It
might be simpler to say that the comparable contract
has to be a call option because only one call option
would have delta of 0.8,’’ she said. However, traders
probably will not have difficulty picking an option
from the menu of choices, although the fact that there
is a choice adds an element of imprecision to the
rules that may be unnecessary and undesirable.

Connors noted the similarity between the devel-
opment of the substantial equivalence test and the
valuation of derivatives under section 475. The
substantial equivalence test attempts to simulate
the delta test for complex contracts through a
formula. In the 1990s, the IRS tried to develop a
mathematical model to determine the value of
complex derivatives under the mark-to-market
rules, with the help of scientists at the Los Alamos
National Laboratory. The software project was
abandoned in favor of using the valuations under
generally accepted accounting principles. (Prior
analysis: Tax Notes, Apr. 2, 2001, p. 28.) ‘‘That is kind
of what is going on here,’’ Connors said. ‘‘The IRS
doesn’t have the resources to get into a highly
complex area, so it is going back to the market to
determine what the calculations should be.’’

Another area needing further guidance is con-
tracts that reference multiple underlying stocks.
‘‘The rules as written are rules for a contract that has
a payout that depends on payout of performance of

one underlying stock. It is not clear what you do if
you have a contract that depends on the payout of
several different stocks,’’ said Nijenhuis. The special
rule in reg. section 1.871-15T(h)(6) for instruments
that are based on 10 or more stocks and that are
hedged by an exchange-traded security that refer-
ences substantially all of the underlying securities
does not cover many instruments, she said. There
will likely be ambiguity as to how to deal with
contracts that are linked to multiple stocks in the
short term because even if guidance provides an
approach to those contracts, it might not be issued
before January 1, 2016, when taxpayers have to start
keeping track of contracts with maturity dates
beyond January 1, 2018. The government requested
comments on the application of the test to complex
contracts that reference multiple securities.

‘It is not clear what you do if you
have a contract that depends on the
payout of several different stocks,’
said Nijenhuis.

There may be a steep compliance burden for
taxpayers in some cases. ‘‘In difficult cases, [the test]
may on the one hand be very open-ended and so
allow an aggressive approach, but on the other
hand, the taxpayer may find it very time-
consuming and difficult to figure out if the test is
met or not,’’ said Robison.

Record-Keeping Requirements
Taxpayers must retain documentation and work-

papers supporting their substantial equivalence cal-
culation, including the number of shares of the
initial hedge and written estimated dividends, if
there are any. The documents must be created
substantially contemporaneously with the issuance
of the potential section 871(m) transaction.

‘‘Because of the complexity of the modeling
involved in the complex contract itself, ultimately
this is something that will be driven by appropriate
records,’’ said Nijenhuis. The issuer of the contract
will have to keep contemporaneous records of how
the modeling was done, demonstrate that the
model was used in the ordinary course of pricing
these instruments, and show that the model is
reliable, she said.

It appears the IRS is trying to be as flexible as
possible, but more refinements to the substantial
equivalence test may be needed. The preamble
gives taxpayers latitude to use another test when
the test cannot be applied as written, but the final
regulations may end up broadening the test as
taxpayers and the government navigate their way
through the new rules.
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