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International Swaps and Derivatives Association, Inc.
360 Madison Avenue, 16th Floor

New York, NY 10017

United States of America

Telephone: (212) 901-6000

Facsimile: (212) 901-6001

email: isda@isda.org

website: www.isda.org

May 2, 2003

Internal Revenue Service (IRS)
Attn: CC:PA:RU (Notice 2003-26)
Room 5226

P.O. Box 7604

Ben Franklin Station

Washington, D.C. 20044

Re: Notice 2003-26: Comments on Recommendations for the 2003-2004 Guidance
Priority List

In response to Notice 2003-26, which requests public comments on recommendations for
the 2003-2004 Guidance Priority List, the International Swaps and Derivatives Association, Inc.
(ISDA) respectfully requests guidance that a credit default swap (CDS) is a financia instrument
and, accordingly, that payments made thereunder are not subject either to withholding taxes
under sections 1441 & 1442 of the Internal Revenue Code or to insurance excise taxes.

ISDA is the globa trade association representing leading participants n the privately
negotiated derivatives industry, a business which includes interest rate, currency, commodity,
credit, and equity swaps as well as related products such as caps, collars, floors, and swaptions.
ISDA was chartered in 1985, and today numbers over 600 member institutions from 46 countries
on six continents.  These members include most of the world’'s major institutions who deal in,
and leading end-users of, privately negotiated derivatives as well as associated service providers
and consultants.*

1 For further information on ISDA, please consult our website at http://www.isda.org.
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The market for credit derivatives, which include CDSs, is rapidly expanding. Positionsin
these instruments expanded from $108 billion in notional principal amount as of June 30, 1998 to
$2.15 trillion as of December 31, 2002. Credit derivatives play an important role in reducing
risk in the bank and financial sector, and are credited with having prevented severe distress in the
wider financial system arising from the significant number of bankruptcies in the telecom sector
and the defaults by Enron, Global Crossing, Railtrack, WorldCom, and Swissair.

While we understand that virtually all tax professionals that regularly practice in the area
believe that there are no U.S. federal withholding taxes on payments made in either direction on
a CDS, the IRS has never provided any direct guidance on the point and, in light of the current
size of the market and its rate of growth, such guidance would be most welcome.

As further described in a letter to the IRS dated October 24, 20023 and in a meeting on
March 12, 2003, with, among others, Barbara Angus, International Tax Counsel, Department of
Treasury, we respectfully request guidance that a credit default swap (CDS) is a financial
instrument and that payments made thereunder are not subject either to withholding taxes under
sections 1441 & 1442 of the Internal Revenue Code or to insurance excise taxes. For this
purpose, we suggest setting forth a factual scenario whereby, for valuable consideration, one
party transfers credit risk to another party with respect to one or more reference obligations (or
obligations of a reference obligor), which may be changed over the life of the contract, wherein:
(1) at least one party to the contract is a “dealer in securities’ within the meaning of section
475(c) that enters into the CDS, (2) the agreement is documented as an over-the-counter contract
that is governed by an ISDA Master Agreement that does not by its terms require a loss on the
part of the credit protection buyer as a condition to payment, and (3) the reference obligor(s) or
the obligor(s) on any reference obligation are not the credit protection buyer or seller and are not
related to either one under section 267(b) or section 707(b).

We believe that the suggested guidance would be consistent with the positions taken in
the market and, as stated above, the views of tax professionals that regularly practice in the area.
In addition, while we do not believe that personnel from the Treasury or Internal Revenue
Service have taken any position on the issues preserted in our request, providing the requested
guidance would not be inconsistent with any position taken by the Department of Treasury or
Internal Revenue Service in any other context. Further, we believe that the recommended
guidance meets all of the criteria suggested in the notice as the guidance (1) would be consistent
with the Internal Revenue Code and Congressiona intent, (2) would promote sound tax
administration, (3) could easily be understood and applied by taxpayers, (4) could be enforced by
the Internal Revenue Service on a uniform basis, and (5) would reduce controversy and lessen
the burden on taxpayers and the Internal Revenue Service.

2 For a more detailed view of the growth in this market, see the surveys collected at
www.isda.org/statistics/index.html.
3 A copy of this letter is attached as Exhibit A.
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Thank you for this opportunity to provide comments on recommendations for the 2003-
2004 Guidance Priority List. We would welcome the opportunity to speak with you further on
these matters and would be happy to provide you with further explanations of any of the points
raised in this letter or our letter dated October 24, 2003. Please feel free to call David Nirenberg
at (212) 506-5085 or Thomas Prevost at (212) 325-7486.

Sincerdly,

— . !
f{zﬂﬂﬂc?ﬂ fﬁf:;.-m;;l“_" !

Thomas Prevost
Chair, North American Tax Committee
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EXHIBIT A

October 24, 2002

Courier's Desk

Internal Revenue Service

Attn: CC:ITA:RU (Notice 2002-22)
1111 Constitution Avenue, N.W.
Washington, D.C. 20224

Re: Withholding Taxes on Credit Default Swaps

Re: Withholding Taxes on Credit Default Swaps

This letter summarizes the views of the International Swaps and Derivatives Association,
Inc. (ISDA) concerning withholding taxes (including insurance excise taxes) on payments made
to a nonU.S. person pursuant to an over-the-counter contract in the form of a Credit Default
Swap, that shifts credit risk among the parties on one or more reference entities or reference
obligations (which may be changed over the term of the contract) (such a contract, a CDS, as
more fully defined below). ISDA concurs in the suggestion, made in a letter, dated July 2, 2002,
from Capitol Tax Partners, that the Internal Revenue Service (the IRS) issue guidance providing
that there is no withholding tax (including any insurance or reinsurance excise taxes) on
payments made to a non-U.S. counterparty on a CDS. (A copy of that letter is attached.)

ISDA is global trade association in the privately negotiated derivatives industry with
more than 575 member institutions from over 44 countries throughout the world. 1SDA’s
members include most of the world's leading dealers in swaps and other off-exchange
derivatives transactions (collectively, OTC derivatives). The membership of ISDA also includes
many of the businesses, financia institutions, governmental entities, and other end users that rely
on OTC derivatives to manage the financial, commodity and other risks inherent in their core
economic activities with a degree of efficiency and effectiveness that would not otherwise be
possible. A list of ISDA’s members is attached to this letter and additional information with
respect to ISDA and its programs is available on the ISDA website at www.isda.org.
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The market for credit derivatives is rapidly expanding. Positions in these instruments
expanded from $108 hillion in notional principal amount as of June 30, 1998 to $1.6 trillion as of
June 30, 2002.* Credit derivatives play an important role in reducing risk in the bank and
financial sector and are credited with having prevented severe distress in the wider financia
system arising from a significant number of bankruptcies in the telecom sector and the defaults
by Enron, Global Crossing, Railtrack, WorldCom, and Swissair.®

While virtually al tax practitioners believe that there are no U.S. federal withholding
taxes on payments made in either direction on a CDS, the IRS has never provided any direct
guidance on the point and, in light of the current size of the market and its rate of growth, such
guidance would be most welcome.

As an approach to providing guidance in the area, Capitol Tax Partners suggested issuing
a revenue ruling that would provide for no withholding taxes (including no excise taxes) on
payments made to a non-U.S. counterparty under the following set of facts: (1) a securities dealer
subject to section 475 enters into a CDS in the ordinary course of its business, (2) the CDS is
documented on standard ISDA documentation that does not require a loss on the part of the
credit protection buyer as a condition to collection, and (3) the Reference Entity is not related
under section 267(b) or 707(b) to either the credit protection buyer or seller. Capitol Tax
Partners suggested that the ruling describe the terms of a CDS, but leave flexibility as to whether
there were Deliverable Obligations other than the Reference obligation, whether there were
Credit Events other than a payment default, and whether settlement were in cash or through
physical delivery. Capitol Tax Partners suggested that the ruling hold that a CDS is a financial
instrument and that payments thereunder are not subject to withholding under either section 1441
or 1442 or the insurance or reinsurance excise tax provisions.®

We concur in the approach suggested by Capitol Tax Partners but suggest the following
minor clarifications.

Clarification of the Definition of CDS:

Many CDSs in the market do not have just a single reference obligation but rather, have a
“pool” of reference obligations. The composition of these pools is often not static but may be
changed over time.” A CDS with dynamic pooled reference obligations presents no additional
withholding tax issues than a CDS with a single reference obligation and, therefore, we believe

4 For a more detailed view of the growth in this market, see the surveys collected at

www.isda.org/statistics/index.html.
5 Remarks by Chairman Alan Greenspan at Lancaster House, London, U.K., September 25, 2002.
References to sections herein are to the Internal Revenue Code of 1986.

Although transactions vary, in a typica synthetic collateralized debt obligation transaction,
instead of acquiring and securing the collateralized debt obligations (CDOs) with a managed pool
of high yield bonds, the CDO issuer acquires (and uses as collateral) Treasury securities (or other
high quality, low yield) debt instruments and enters into a managed pool of CDSs.
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that any guidance should cover CDSs with single or multiple, static or dynamic reference
obligations.

Clarification of the First Premise:

Although the terms “sdller” and “buyer” are used in the CDS market, both dealers and
end users enter into both sides of CDS transactions and, therefore, can assume the role of either
the “credit protection seller” or “credit protection buyer.” Thus, the revenue ruling should set
forth facts whereby a taxpayer that is a “dealer in securities’ within the meaning of section
475(c) enters into either side of a CDS (that is, as either a credit protection buyer or credit
protection seller).

Clarification of the Second Premise:

While market participants often document a CDS under a contract that is governed by an
ISDA Master Agreement, the confirmation relating any particular CDS will be individualy
negotiated and will reflect the particular characteristics of the CDS or circumstances of the
counterparties. Therefore, we suggest that the second @ndition should be phrased solely to
provide that to qualify as a CDS, an agreement must be documented as an over-the-counter
contract that is governed by an ISDA Master Agreement.

Dedlers often enter into a CDS either as a hedge of another CDS or as a hedge of along
position in a debt instrument. Accordingly, as a practical matter, a protection buyer may have a
loss on its offsetting position. The fact that a dealer or investor hedges or uses its CDS as a
hedge should not affect whether payments made under such CDS are subject to withholding or
insurance excise taxes. Thus, the second factual assertion on which Capitol Tax Partners asks
guidance to be based should make clear that aloss is not required under the terms of the CDS.

Reguested Guidance; Suggested Approach:

Accordingly, we respectfully request guidance that a CDS is a financial instrument and
payments thereunder are not subject to withholding tax under section 1441 or 1442 or the
insurance excise taxes. For this purpose, as described above, we suggest setting forth a factual
scenario whereby a CDS is defined as a contract pursuant to which, for valuable consideration,
one party transfers credit risk to another party with respect to one or more reference obligations
(or obligations of a reference obligor), which may be changed over the life of the contract,
wherein: (1) at least one party to the contract is a “dealer in securities” within the meaning of
section 475(c) that enters into a CDS, (2) the agreement is documented as an over-the-counter
contract that is governed by an ISDA Master Agreement that does not by its terms require a loss
on the part of the credit protection buyer as a condition to payment, and (3) the reference
obligor(s) or the obligor(s) on any reference obligation are not the credit protection buyer or
seller and are not related to either one under section 267(b) or section 707(b).
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ISDA respectfully requests the opportunity to discuss the withholding tax issues
surrounding CDSs with representatives of the Department of Treasury and the IRS and stands
ready to respond to any questions that may arise in connection with their review of these

Chair, North American Tax Committee

comments.
Sincerely,
-:.-::’Z:Ip,n-uqt: .r""‘i::'_f-‘r*._f’L
Thomas Prevost
cC: Ms. Pamela Olson

Acting Assistant Secretary (Tax Policy)
Department of the Treasury

Mr. Eric Solomon
Deputy Assistant Secretary for Regulatory Affairs
Department of the Treasury

B. John Williams
Chief Counsdl
Internal Revenue Service

Ms. Barbara Angus
International Tax Counsel
Department of the Treasury

Lon Smith
Associate Chief Counsel
Internal Revenue Service



