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 My name is Matt Berke.  I am a Managing Director and Global Head of Equity Risk 
Management for Morgan Stanley.  Thank you for inviting Morgan Stanley to participate in 
today’s hearing about dividend withholding tax policy and market practices.  We have been 
pleased to cooperate with the Subcommittee’s staff as it examined these issues over the last 
several months, and I hope that I can be a useful resource to you today. 

I understand that the Subcommittee is focused on two issues: (1) whether industry 
participants are complying with existing laws regarding dividend withholding obligations, and 
(2) whether new laws and policies may be appropriate.  Our understanding is that you are 
principally focused on these issues with respect to two products: equity derivatives such as total 
returns swaps and equity-linked certificates, and certain stock loan transactions.   

I can only speak to my firm’s practices.  Morgan Stanley believes that its practices in 
these areas are in compliance with applicable tax laws and regulations.  Compliance with the law 
is the beginning of the analysis for our firm, though, not the end.  Morgan Stanley is also 
committed to doing business in a way that is consistent with our own corporate values.  To that 
end, we often review how we conduct these businesses, and of our own volition have changed 
certain practices over time to become more conservative.  We are always looking for ways to 
improve and refine what we do and appreciate the opportunity to discuss our practices with you 
today. 

I would like to begin by providing some background on the relevant tax laws and 
regulations, then move to certain equity derivative products Morgan Stanley offers, then discuss 
our stock-lending business, and finally touch on a few policy issues.  

Tax Treatment of Equity Derivatives and Stock Loans 

There are several well-accepted tax principles involved in the issues being discussed 
today.  When a non-U.S. investor owns a U.S. stock and receives a dividend payment on that 
stock, withholding tax on the gross amount of dividends is imposed without allowing any 
deduction for related investment expenses or for the corresponding reduction in value that 
typically accompanies the payment of a dividend.  The statutory rate is 30%, although the rate 
can be reduced by tax treaty.  For U.S. investors, by contrast, there is no withholding tax 
imposed on dividend income. 

 Equity derivatives often track the performance of a U.S. stock, but do not generate U.S. 
taxation on the dividend-related performance under current law.  Based on our discussions with 
the Subcommittee staff, we understand that you are principally interested in two types of 
derivatives, namely “total return swaps” and a form of equity-linked note known as 
“certificates.”  Under a total return swap, two parties agree to exchange total return performance 
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(including dividend and other corporate actions) of the underlying stock, index or basket (the 
“underlier”) in exchange for a stream of payments based on interest rates.  The party that benefits 
from positive stock performance is referred to as the “long side,” and the party that benefits from 
negative stock performance is referred to as the “short side.”  A certificate is a security under 
which the investor receives a payment from a non-U.S. issuer equal to the value of a “linked” 
underlying stock, index, or basket, and a percentage of any dividends paid on the underlier. 

In the case of a total return swap, one of the elements that determines how swap 
payments are calculated and netted is the dividend, if any, paid on the underlier.  However, it is 
well-established that the inclusion of an underlying dividend as part of the calculation that 
determines swap settlement amounts does not give rise to U.S. taxation for a non-U.S. investor 
on the long side of the swap.  Similarly, gain from the sale or redemption of a certificate is not 
subject to U.S. taxation for a non-U.S. investor. 

The Subcommittee staff has also expressed an interest in stock lending transactions.  In a 
stock loan, the lender agrees to lend the security in return for collateral and a fee.  The borrower 
on-lends or uses the security to make delivery on a short sale or to cover a broker’s deficit.  If the 
stock pays a dividend, the borrower is obligated to pay the lender what is called a “substitute 
dividend” equal to the amount of any dividend paid on the borrowed stock while the stock loan is 
outstanding (in some cases subject to fees and tax-related adjustments).  Substitute dividends 
paid by U.S.-borrowers to non-U.S. lenders are subject to the dividend withholding tax when 
paid by a U.S. borrower to a non-U.S. lender.  Under IRS guidance, that tax can be reduced or 
eliminated when the substitute dividend payment is made between a non-U.S. stock borrower 
and a non-U.S. stock lender, depending on the U.S. tax treaty status of the two parties.  That 
guidance is found in IRS Notice 97-66, which was issued shortly after the IRS published 
regulations treating substitute dividends paid to stock lenders as U.S.-source dividend income 
when the underlying stock is U.S. stock.  

Equity Derivatives 

 In recent years equity derivatives have become an increasingly important method of 
trading worldwide.  Equity investors can choose between owning physical stocks or investing in 
financial instruments tied to the performance of those physical stocks, including total return 
swaps and certificates.  Critically, the key decision an investor makes is whether to risk capital in 
the hope of obtaining an investment return from the price movement of the underlier.  Only after 
making this threshold investment decision does the investor confront the issue of the best means 
by which to put such capital at risk. 

Morgan Stanley’s involvement in swaps dates back at least into the 1990s.  Our overall 
global swaps business involves onshore and offshore counterparties.  Those counterparties take 
both long and short positions on U.S. and non-U.S. stocks, baskets or indices.  Some of the 
underliers pay dividends and others do not.  I will refer to the subset of swaps the Subcommittee 
has focused on – long swaps by non-U.S. clients on single-name U.S. dividend-paying underliers 
– as “swaps” in my comments today and in response to your questions, but, so there is no 
misunderstanding, the swaps I am referring to are a small subset of our overall global swaps 
business. 
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 There are a variety of reasons why many equity investors now choose to transact via 
swap.  One potential motivating factor is margin: leveraged purchases of physical securities in 
U.S. markets are governed by formal margin rules that generally limit margin borrowing to a 
specific percentage of the value of the securities held in the investor’s margin account, while 
credit exposure in swaps is the subject of private agreement between counterparties.  Swaps may 
also offer an efficient way to invest in baskets or indices, or to invest in certain emerging foreign 
markets.  There are operational efficiencies associated with transacting in swaps.  For some 
investors there are tax benefits to investing through a swap. 

 Morgan Stanley’s swaps desk regularly enters into swap contracts with equity investors 
who are motivated by one or more of these reasons.  Under these contracts, where the 
counterparty takes a long position, Morgan Stanley will be short.  However, unlike the 
counterparty that puts capital at risk in hope of obtaining an investment return, Morgan Stanley 
typically has no interest in putting capital at risk.  As a result, Morgan Stanley typically hedges 
its exposure.  

Morgan Stanley’s central focus in conducting our swaps business is to ensure that a long 
investor in a swap actually has a swap position – not a physical ownership position in the stock 
underlier.  We are confident that we satisfy, and historically have satisfied, tax requirements 
because of our policies on hedging and stock transactions with swap counterparties.  With regard 
to hedging: 

• Morgan Stanley makes no commitment to a swap counterparty as to how, or even 
whether, Morgan Stanley will hedge its swap position.  We make no commitment to 
acquire or retain physical shares.  We may hedge by acquiring physical shares, we may 
hedge through netting of swap positions that we hold with different counterparties, or we 
may hedge through financial instruments with third parties.  We may change the form of 
our hedge at any time without the knowledge or consent of our counterparty. 

• Morgan Stanley does not take voting instructions from any counterparty. 

• The swap counterparty has no security interest in any asset Morgan Stanley may use to 
hedge. 

• Morgan Stanley documentation clarifies that there is no principal-agent relationship 
between us and our swap counterparties. 

 With regard to stock transactions, Morgan Stanley’s swaps desk will not purchase 
physical shares from a swap counterparty – known as “crossing in” – and will not sell physical 
shares to the swap counterparty at the end of a swap – known as “crossing out.”  Morgan 
Stanley’s policy prohibiting crossing physical shares to or from our swaps desk when a swap is 
entered or terminated further ensures that a swap investor actually has a swap position that could 
not be recharacterized as a repurchase agreement or agency relationship (which would be taxed 
differently).  Our policy has never permitted investors to cross in physical shares upon entering a 
swap and then cross shares back out to re-establish a long position when terminating the swap.  
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Until 2005, we did permit either a cross in or a cross out.1  We believe this policy ensured that 
what we considered swaps could not be recharacterized as repurchase agreements or agency 
relationships.  However, as part of our desire to operate our business in a conservative manner, 
and consistent with our business values, we moved in 2005 to eliminate crosses.  We refused to 
enter crossing transactions with investors with whom we had not crossed previously, and over 
time also reduced down to zero the existing investors whom we allowed to cross. In light of these 
policies, we believe that investors who wish to change from physical to swap form and then back 
to physical on a temporary basis over dividend dates generally prefer to transact this business 
with other financial institutions who, unlike Morgan Stanley, will undertake crossing trades.   

 The Subcommittee staff has asked us to estimate the amount of withholding taxes 
avoided by counterparties transacting in swap form.  We cannot do this because we have no way 
to know how our counterparties would have acted if swaps were not afforded the tax treatment 
that they are.  For example, if an offshore holder of a U.S. dividend-paying stock could not 
invest through a swap, it might choose to sell its stock before the dividend date and then, if it 
wanted to continue its exposure to the stock, repurchase it after the dividend date.  Alternatively, 
some offshore investors might choose to focus largely on non-dividend-paying stocks, or on non-
U.S. stocks. 

The Subcommittee staff did ask us to identify a subset of swaps lasting 21 days or fewer 
that included a cross at either the initiation or termination of the swap.  The Subcommittee staff 
indicated that it believed this subset of transactions could be tax-related.  We can offer some 
rough estimates based on those transactions.  From 2002 through 2007, Morgan Stanley paid 
about $46 million in substitute dividends on those swaps.  However, we know that many swaps 
within this subset were entered into for a range of reasons other than tax considerations.   

Certificates 

As mentioned above, certificates are another commonly-traded financial instrument.  
Since at least 2000, Morgan Stanley’s U.K. broker-dealer has made a market in certificates 
issued by non-U.S. Morgan Stanley affiliates, under which the payment at maturity is tied to the 
total return on an underlying stock, index or basket.  The single name stock underliers have 
almost exclusively been non-U.S. stocks. 

Because a number of European clients wish to trade in certificate form, they approached 
us in 2004 and asked if we were willing to offer a certificate tied to the return of a U.S. underlier, 
as certain other financial institutions were doing at that time.  We agreed, establishing a 
conservative structure under which we hedged with derivative instruments rather than by 
purchasing physical shares from the certificate purchasers (or from anyone else).  Under this 
approach, there was no ownership by Morgan Stanley of shares that might be imputed to a 
certificate holder under a repurchase agreement or agency theory.  We used this structure again 
for a certificate issue in 2007. 

 

                                                 
1  We also allowed investors who had crossed in to cross out to cover an existing short 
position.  Such an investor would not be re-establishing a long position via physical ownership. 



 5 
 
 

The Subcommittee staff also asked about the volume of these transactions.  Morgan 
Stanley sold about 12.9 million certificates in the 2004 issuance, and 1.1 million certificates in 
the 2007 issuance.  In order to estimate the amount of dividend tax related to these purchases, 
one must assume that the purchasers would otherwise have held physical shares over the 
dividend date.  There is no reason to believe this assumption is valid.  Nonetheless, if each of the 
certificate purchasers had instead chosen to hold that number of physical shares, in the 2004 
issuance the total dividends would have been about $40 million.  Similarly, with respect to the 
2007 certificates, the total dividends would have been about $11.2 million. 

Stock Lending 

I understand that the Subcommittee is also interested in the tax treatment of certain stock 
lending transactions.  As in all of these businesses, Morgan Stanley believes it complies with the 
relevant laws and regulations. 

As one of the world’s leaders in equity financing services, Morgan Stanley is active in 
borrowing and lending stocks inside and outside the United States.  To satisfy our clients’ needs, 
it is critical for Morgan Stanley to have access to stock borrows in order to facilitate clients’ 
short sale settlements and associated delivery obligations.  To source such stock, we frequently 
make arrangements with custodians to gain exclusive access to borrow stocks from portfolios or 
groups of portfolios.  This is a highly competitive market in which multiple brokers bid for 
exclusive access to these portfolios.  In order to be competitive, our bids must reflect the value of 
all lawful uses of the stocks in the portfolios.   

One such lawful use involves Morgan Stanley borrowing dividend-paying stocks and 
then lending them to other financial institutions over dividend dates to earn a fee.  This is an 
intermediation business, with Morgan Stanley standing between custodial lenders and borrowers 
and earning a spread between the cost of borrowing and the fees generated by our on-lending.2  
At Morgan Stanley this trading is conducted by a desk in London, focused largely on non-U.S. 
stocks but involving some U.S. stocks as well. 

Morgan Stanley believes the borrowing and on-lending it does in this regard is compliant 
with the applicable tax laws and regulations.  Following the guidance provided by the IRS in 
Notice 97-66, a Morgan Stanley affiliate organized under the laws of the Cayman Islands 
borrows securities from custodians of asset owners organized in non-treaty countries and on-
lends to other counterparties organized in non-treaty countries.  Transactions with counterparties 
in 15% treaty jurisdictions are implemented through a Morgan Stanley affiliate organized under 
U.K. law and eligible for U.S.-U.K. tax treaty benefits.  

The Subcommittee staff asked about the volume of stock lending transactions including 
payment of substitute dividends.  From 2000 through 2007, the Morgan Stanley Cayman and 
U.K. affiliates discussed above paid about $2.4 billion in substitute dividends on U.S. stocks to 
lenders in trades conducted in accordance with IRS Notice 97-66.  We do not have access to 
information concerning the taxation of actual dividends paid on this stock.  Because we do not 

                                                 2  Morgan Stanley currently sources stock for this transaction from third-party custodians.  
Until 2006, Morgan Stanley also sourced stock from a limited number of asset owners for whom 
Morgan Stanley itself acted as custodian. 



 6 
 
 

have that information, we cannot make any estimate of the amount of withholding tax potentially 
avoided in connection with these transactions, or indeed whether any withholding tax has been 
avoided at all. 

Tax Policy Issues 

 As I stated at the outset, and as I believe my testimony reflects, Morgan Stanley believes 
that its practices in these areas are in compliance with applicable tax laws and regulations.  
Morgan Stanley takes no position on what those laws and regulations should be, and we have not 
been involved in any discussions regarding these issues with the IRS.  Nonetheless, it bears 
mention that many of the issues the Subcommittee is confronting arise from the fact that the tax 
treatment of dividends often differs from the tax treatment of alternative payments that are 
determined with reference to dividends.  Some have suggested a comprehensive rethinking of 
taxation of capital investment returns to reduce the tax significance, to any investor, of whether a 
return is or is not a dividend.  Even in the absence of fundamental change, additional guidance 
on structures that the IRS would either challenge or respect would be helpful, particularly for 
organizations like Morgan Stanley who strive to conduct our business at the conservative end of 
the spectrum.   

This concludes my prepared remarks.  I hope my testimony has been of assistance, and I 
will be pleased to answer any questions. 

 


