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Chairman Levin, members of the Subcommittee, I am pleased to have the opportunity to 
testify today on the subject of the tax treatment of certain payments to non-U.S. investors under 
contracts known as total return swaps. 

 
Highbridge is an investment advisor that manages investment vehicles commonly known 

as hedge funds.  It has client assets of approximately $27 billion currently under management.  
Highbridge invests its clients’ assets throughout the world in a wide range of financial 
instruments, including stocks, bonds, currencies, futures, and swaps, using a number of different 
investment strategies.  Its objective, like that of all asset managers, is to achieve favorable risk-
adjusted investment returns for its investor clients. 

 
I served as the Chief Financial Officer of Highbridge from 1994 until 2007.  My current 

title is Director of Treasury and Finance.  I am familiar with Highbridge’s use of total return 
swaps in different investment contexts. 

 
A total return swap is a private financial contract between two parties that allows an 

investor to gain market exposure to the performance of a security without making a direct 
investment in an operating company.  Under a typical total return swap contract, the “seller” of 
the contract, usually a large financial institution, agrees to pay the “buyer,” usually an investor 
such as a fund managed by Highbridge, the total returns achieved by a reference security, 
typically a publicly-traded equity security, for a specified period of time.  These returns include 
any increases in the security’s value and any dividends or other distributions that would have 
been paid to an owner of the security during the specified period.  In return, the total return swap 
buyer pays the seller (1) an amount determined by reference to a standard interest rate such as 
LIBOR applied to the notional amount of the contract and (2) an amount equal to any decrease in 
the value of the reference security.  The swap buyer does not own the reference security: it 
merely has a contractual right to receive payments from the seller, and a contractual obligation to 
make payments to the seller, in both cases measured by the performance of the reference 
security.  The swap seller need not own the reference security either, although it often does to 
hedge its obligations under the swap contract.  Throughout the life of the total return swap, the 
swap buyer is exposed to the credit risk of the swap seller, the party to which it looks for all 
payments due. 

 
Total return swaps serve a number of different purposes in different markets.  In some 

foreign markets, it is difficult or impossible for investors to purchase securities outright in their 
own name, and total return swaps may be the only way, or the most efficient way, for an investor 
to gain exposure to those markets.  In some circumstances, there may be financing or operational 
advantages to gaining exposure to a security or group of securities through a total return swap 



instead of direct ownership.  Because the total return swap buyer does not own the reference 
security, its regulatory and reporting obligations may be different than they would be if it owned 
the security directly; at the same time, the swap buyer does not have the rights of ownership, 
including the right to vote the reference shares on corporate matters requiring a shareholder vote.  
The application of taxes and fees to securities transactions are different in many jurisdictions if 
exposure to positions is maintained in the form of total return swaps rather than direct ownership. 

 
In the United States in particular -- and this, of course, is the subject of today’s hearing -- 

U.S. source dividend distributions to non-U.S. investors located in non-tax treaty jurisdictions 
are subject to a 30% withholding tax.  Payments from a total return swap seller with respect to 
dividends paid by the reference security, however, are neither “dividends” nor U.S. source 
income for U.S. tax purposes, and they are not subject to withholding tax.  For this reason, it is 
often economically preferable for a non-U.S. investor to invest in a dividend-paying security in 
the form of a total return swap rather than to own the security directly. 

 
This difference in tax treatment has been well known in the securities industry for many 

years, certainly since at least the mid-1990s, and many investors, including funds managed by 
Highbridge, have used total return swaps to minimize the tax burden on their non-U.S. investors 
arising out of transactions in U.S. dividend-paying securities. 

 
At the Subcommittee staff’s request, Highbridge has compiled data on investments by its 

funds in U.S. dividend-paying securities maintained in the form of total return swaps from the 
beginning of 2002 through the end of 2007.  We have not attempted to collect data for the years 
prior to 2002 in which we engaged in similar investment transactions, and, at the staff’s request, 
we have limited our inquiry to transactions involving, at some point, the conversion of an 
investment position from physical ownership to total return swap exposure or vice versa, i.e., we 
have excluded investment positions maintained continuously in the form of total return swaps.  
Our data, previously supplied to the staff, show that for the six-year period from 2002 through 
2007 Highbridge funds received payments of about $425 million pursuant to total return swap 
contracts that reflected dividends paid by the securities referenced in those contracts. 

 
It is fair to say that, for the most part, the principal reason, although not necessarily the 

only reason, Highbridge funds maintained exposure to these securities positions in the form of  
total return swaps, rather than through outright ownership, was to reduce the tax burden on their 
non-U.S. investors.  At the same time, tax savings were not the primary reason for the 
investments themselves, which were based on an analysis of the likely performance of the 
underlying securities. 

 
You have asked us to address the question of “[t]he approximate total amount of 

withholding taxes avoided through the use of these transactions.”  In one sense, of course, the 
answer is none: under the law as it existed then (and exists now), no U.S. tax was due on these 
transactions.  Moreover, a significant portion of the $425 million in dividend-related swap 
payments would not have been subject to withholding tax even if paid directly as dividends to 
the Highbridge funds.  First of all, no withholding tax would be applicable on the share of 
dividend income allocable to U.S. investors, 10% or more of the payments discussed above.  In 
addition, some portion of the dividend distributions paid by the reference securities would likely 
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have been treated as a return of capital and would not have been subject to dividend withholding 
tax. 

 
The real issue, it seems to us, however, is what the resulting tax revenue would have been 

if total return swaps did not exist, or if a 30% withholding tax were required on total return swap 
payments arising out of dividend distributions by the reference securities.  This is a very difficult 
question to answer.  Like most prudent investors, Highbridge considers tax implications in 
evaluating alternative investment strategies.  Of the investment positions described above, some 
would have continued to make economic sense even if the relatively small dividend component 
of the overall return had been subjected to a 30% withholding tax with respect to non-U.S. 
investors.  Others would not have made sense and would have been abandoned in favor of 
alternative investments.  Still others would have continued to make sense but would have been 
less attractive and would have received a reduced dollar allocation.  It is almost impossible to 
reconstruct, even within broad ranges, what the total effect would have been. 

 
You have also asked us to comment on “[t]he role of the financial institutions that 

facilitated these transactions for Highbridge and the representations that they made to Highbridge 
regarding the tax implications of the transactions.”  Many different financial institutions, 
primarily large commercial or investment banks, have offered total return swaps going back to 
the 1990s, and Highbridge funds have entered into total return swap transactions with ten or 
more of them.  These counterparty institutions generally represented that they had vetted their 
total return swaps with counsel and other experts and were comfortable that they were not 
required to withhold tax from payments to investors like the funds managed by Highbridge with 
respect to payments that were based on dividends paid on the reference securities.  Although 
Highbridge did less independent investigation, it reached the same conclusion, and large 
numbers of other participants in the securities markets appear to have done so as well. 

 
I do not recall that financial institutions offering total return swaps gave primary 

emphasis to the tax advantages of this form of investing.  In part, this is because there are a 
variety of other reasons why total return swaps are an attractive way to gain economic exposure 
to a wide range of securities -- although these other reasons are not typically decisive for 
Highbridge, at least with respect to its investments in U.S. dividend-paying securities -- and in 
part because the tax advantages of total return swaps have been widely understood for many 
years.  Institutions offering total return swaps thus tended, in their marketing efforts, to 
emphasize why their platform was preferable to a competitor’s platform, while summarizing the 
various reasons, including tax benefits, why it might be advantageous to the investor. 

 
Although it is clear that, under existing law, payments with respect to dividend 

distributions under properly-structured total return swap agreements are not subject to 
withholding tax -- because they are not payments of dividends or otherwise U.S. sourced -- the 
securities industry has also been sensitive for many years to the possibility that parties could 
engage in sham transactions that have the appearance of being total return swap transactions but 
in which the swap buyer retains the rights and obligations of direct ownership.  Highbridge funds 
recognize that, in electing to maintain exposure to investment positions in the form of total return 
swaps, they give up the rights of direct ownership, including voting rights, and that in other 
respects their investment positions must have the substance, not merely the form, of total return 
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swap transactions rather than direct ownership.  We believe that our total return swap 
transactions have been swap transactions in substance, and, for this reason, we believe our use of 
total return swaps has been entirely legal under existing law.  We continue to use total return 
swaps where it is lawful and advantageous to our investors to use them. 

 
Because we believe that existing law is clear, at least as it applies to transactions in which 

we engaged, we believe that the most important question for the Subcommittee is whether 
changes in existing law are appropriate or desirable.  Highbridge has no institutional position on 
this question, and we would, of course, abide by any changes in the law.  Our familiarity with 
investment transactions involving total return swaps, however, allows us to make some 
observations about this difficult policy issue that may be of assistance to the Subcommittee. 

 
First, the issue of whether a withholding tax in some amount should be imposed on the 

portion of total return swap payments attributable to dividends on the reference securities does 
not affect U.S. taxpayers.  U.S. taxpayers are not presently subject to dividend withholding tax, 
and the total return swaps that are the subject of today’s hearing are not a mechanism that allows 
U.S. taxpayers to reduce their tax burden. 

 
Second, some significant portion of the investors who would be affected by the 

imposition of a withholding regime on swap payments attributable to dividends -- about 20%, in 
Highbridge’s case -- are U.S. tax-exempt entities such as universities, foundations, and pension 
funds.  These entities typically would not be subject to tax on dividend income, unless the 
underlying investment positions were acquired with borrowed money, and it might be thought 
inappropriate to tax them on a portion of the investment returns they receive from total return 
swap contracts, when they otherwise would not be subject to such a tax. 

 
Third, the 30% withholding that applies presently to dividend payments to non-U.S. 

taxpayers is already quite high by both U.S. and international standards.  For both U.S. taxpayers 
and taxpayers in most industrialized countries who are entitled to the benefits of a tax treaty with 
the United States, portfolio dividend income is subject to a maximum tax rate of 15%, and 
effective tax rates are often lower.  Extending a 30% withholding to total return swap payments 
would have at least some deterrent effect on foreign investment in U.S. securities markets. 

 
Fourth, because, as discussed above, investors take tax effects into consideration in 

making investment decisions, any change in the tax status of total return swap payments would 
alter investor behavior, making the actual tax revenue impact of any contemplated change in law 
difficult to predict.  For example, there are already alternative ways of investing in U.S. 
dividend-paying securities without being subject to dividend tax withholding, such as through 
investing in single-stock futures contracts.  Any change in the tax status of total return swap 
payments would likely lead to more extensive use of other forms of indirect investment that were 
not subject to tax.  Similarly, relatively simple changes in the structure of the off-shore funds 
Highbridge manages would allow many off-shore investors to take advantage of tax treaties 
between the United States and their home jurisdictions, generally reducing a 30% withholding 
tax to 15%.  These developments would significantly reduce the likely revenue effect of 
extending the 30% dividend withholding tax to the dividend-related portion of swap payments. 
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For these and other reasons, most non-U.S. jurisdictions presently treat payments under 
total return swap agreements the same way that the United States presently treats them, namely, 
they are not subject to dividend withholding tax.  Any changes in U.S. law in this regard would 
make the United States an exception by international standards, at least in the short run. 

 
Thank you for this opportunity to address these interesting and complicated issues. 
 

 


